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of incone - Wether arises - Interest —ampbunt - \Whether
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of accounting - Difference between.

Devaluation of Indian Rupee - Exchange difference
arising therefrom- Wether incone assessable to tax.

HEADNOTE:

The assessee, a subsidiary bank of the State Bank of
India, used to maintain in the accounting years 1964, 1965
and 1966, its accounts in nercantile system naking entries
and cal cul ating i ncome and | oss on accrual basis and adopted
the cal endar year as its previous year. The assessee, in the
course of its banking business, used to charge interest on
advances consi dered doubtful of recovery terned as ’sticky
advances’ by debiting the concerned parties but instead of
carrying the same to its 'Profit & Loss Account’, credited
the sane to a separate account called 'Interest Suspense
Account’ as the principal ambunts of these ’'sticky advances’
thensel ves had becorme not bad or irrecoverable, but
extremely doubtful of recovery. In its returns the assessee
di scl osed such interests separately and clained that the
sane were not taxable in its hands as income for the
concerned years.

The business of the assessee bank al so included buying
and selling of foreign exchange and before deval uation of
the Indian Rupee on August 6, 1966, the assessee bank held
foreign
26
exchange by way of cash balances available wth their
foreign correspondents, forward contracts, itens in
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transits, etc. in US. Dollars and in Sterling, which on
deval uati on of the Indian Rupee when converted back to
rupees at the post devaluation rates gave rise to a profit
of 57.5%in the transaction; the assessee bank-credited this
sur pl us to an account desi gnat ed "Provi sion f or
Contingencies”. In the Assessnent Year 1967-68 the assessee
bank claimed that profit by way of exchange difference on
deval uati on should not be taxed as it was of a casual and
non-recurring nature.

The claim of the assessee bank on both these aspects
was rejected by the Income-tax Authorities, Income-tax
Appel l ate Tribunal and the Hi gh Court. The Hi gh Court held:
(a) the assessee was following the nercantile system of
accounting; such interest, therefore, had accrued to the
assessee at the end of the accounting year; and (b) the
assessee itself had treated such income as accrual of
interest by charging the same to the parties concerned by
maki ng debit entriesin their respective accounts. However,
if any part of these debits had |ater on becone
irrecoverable inany year, the assessee could have, in that
year, treated the sane as such and clai med deducti on under
section 36(1)(vii) of the Incone Tax Act, 1961

In the appeals to this Court on behalf of the assessee
bank it was contended: (1) that the three sunms representing
interest on ’'sticky' advances, i.e. advances in respect
where of there was 'high inprobability  of recovery of even
the principal amounts, ought not to have been subjected to
tax as income under ' the Act; that what are chargeable to
income-tax in respect of a business are profits and gains
actually resulting fromthe transaction of the previous
year, that is to say, the real profits and gains and not
hypot hetical profits or gains on a doctrinaire theory of
accrual ; that even under the nercantile system of accounting
regul arly adopted by an assessee- it is only the acrual of
"real inconme" in the conmercial sense which is chargeable to
tax, that accrual is a matter of substance to be deci ded on
conmerci al principles having regard to busi ness character of
the transaction and the realities of the situation and
cannot be deternined on any abstract theory of accrual or by
adopting a |legalistic approach and that if regard is had to
the commercial principles and realities of the situation it
will be clear that in
27
the case of banks, financial institutions and noney-| enders,
whose bulk profits mainly consist of interest  earned by
them there is no accrual of real income so far as-interest
on sticky advances and the debit entries made i nrespect of
such interest in the respective accounts of the concerned
debtors following the nercantile system of accounting nerely
refl ected hypothetical incone that does not materialise in
the concerned accounting year or years during which the
advances remain sticky and hence it is but proper to carry
such interest to "lInterest Suspense Account’ as carrying the
same to ’'Profit and Loss Account’ would result in show ng
inflated profits and m ght even lead to inproper and illega
distribution or remttance thereof; (2) that there is a
clear distinction between an irrevocable |oan and a sticky
loan; the forner is a bad debt in respect whereof the chance
of recovery is nil and as such can outright formthe subject
matter of deduction under section 36(i)(vii) of the Act
while the latter is aloan to which a high degree of
i mprobability of recovery attaches in a particular year or
years dependi ng upon the financial position of the concerned
debtor due to which interest thereon becomes hypothetica
i ncome during such year or years and, as such, the same, not
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being real income, cannot be brought to tax; (3) that right
from August 1924 onwards till the decision of the Hgh

Courts distinction between an irrecoverable loan and a
sticky loan was recognised by the Central Board of Revenue
as also by the Reserve Bank of India in their diverse
Crculars in the case of banks, financial institutions and
noney-1l enders regularly following the nercantile system of
accounting and that Instructions had been issued not to
treat the wunrealised interest on sticky |oans as incone by
carrying it to 'Profit and Loss Account’ so that the figure
of distributable profits should not get inflated and
preferably to credit the same to a special account ’'Interest
Suspense Account’ and ' 't hat if the banks, financia
institutions and noney-lenders, who Kkept their accounts on
nercantile system nmaintained a suspense account in which
the unrealised interest was entered, the sanme shoul d not be
included in the assessee's taxable incone, if the Incone Tax
Oficer was satisfied that there was really probability of
the | oans being repaid; (4) that the Instructions contained
in various ~Circulars were in consonance wth the accepted
principle that what was chargeabl e under the |Income Tax Act
was the real income of an assessee but these instructions
which held field for over 53 years were changed, though
wrongly, under fresh circulars issued by the Centra

28

Board of Direct Taxes whereunder interest « on doubtful or
sticky |l oans becane includible in the assessable income of
the assessee with effect fromthe assessnent year 1979-80,
and (5) that in the case of banks and financial institutions
who regularly adopted nercantile system of  accounting the
practice of carrying interest on such sticky ‘loans to

"I nterest Suspense Account’ or " Reserve for . Doubtful
Interest Account’ in stead of crediting the 'sane to
"Interest Account’ or ’'Profit and Loss Account’ ' is a

uni versally recogni sed practice invariably adopted by them
and being wholly consistent with the nercantile system of
accounting the Incone Tax Oficer was bound to give effect
to it under section 145 of the Act and, therefore, the
treatnment of the three suns representing interest on'sticky
| oans as the assessee’s incone for the concerned years woul d
be unsustainable in | aw.

On behalf of the Revenue it was contended: (1) that
though it is the real incone that is chargeable to tax under
the Act and not any hypothetical incone of an assessee and
that under section 28 in respect of ~a business the
chargeability must attach to real profits and gains arising
fromthe transactions of the previous year, ~but under
section 5 read with section 28 of the Act the Iliability
attaches to profits which have been either received by the
assessee or which have accrued to himduring the year of

account and that incone accrues when it "falls due", i.e.
becormes |l egally recoverable irrespective of whether actually
received or not and "accrued incone" is that inconme which

"the assessee has a legal right to receive" and since the
assessee has been maintaining its accounts on nercantile
basis the three suns being interest on |oans, whether

doubtful or sticky, fell due and becanme payable to the
assessee at the end of each of the three accounting years
and constituted its accrued i ncome and, t herefore,

justifiably brought to tax in the concerned assessnent
years; (2) that though, while inposing the tax liability
under the Act, the Courts have recogni sed the theory of rea
incone by having regard to the business character of the
transactions and realities of the situation but these
aspects have been taken into account for the purpose of
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det erm ni ng whet her the incone could be said to have legally
accrued or not and once it is found to have legally accrued
it is brought to tax and that the theory of real income has
been i nvoked and confined only to two types of cases (a)
where there has been a surrender of income which may in
theory have accrued, and (b) where there has been diversion
of incone at source either
29
under a statute or by over riding title but in none of the
cases has the aspect of high inprobability of recovery been
regarded as sufficient to prevent accrual; therefore the
theory of real income should not be extended so as to
exclude from chargeability such income which has accrued but
nerely suffers fromhigh inprobability of recovery, because
such extention would be neither perm ssible nor advisable -
not perm ssible because it goes against the very concept of
accrued i ncone and not advisable because if done it wll
apply to ~all cases and not nerely to cases of interest
accruing to banks and financial institutions. Such extension
will noreover entrench upon section 36(1) (vii) which
provi des for deductions of a debt —or part thereof onits
becomi ng bad on fulfilnment of certain conditions specified
in sub-section (2) thereof; for these reasons the extension
of the theory of real income so as to take within its anbit
the consideration /of high inprobability of recovery is not
warranted. As regards the Crculars of CB.R and RB.Il., it
was submitted that these nerely granted a concession to and
conferred no right in favour of the assessee which could be
and has been withdrawn |ater by issuing fresh Circul ars but
since the benefit or the concession in favour of the
assessee could not be withdrawn retrospectively, the
wi t hdrawal of concession has been effected prospectively
fromthe assessnment year 1979-80.

Di sm ssing the appeal s,
N

HELD: Per Tul zapurkar, Mikharji and Ranganath M sra,
JJ. (concurring).

The principle that if the stock-in-trade renmai'ns unused
or unsold the nere book appreciation in the value thereof
cannot be brought to tax is well accepted. However, in the
i nstant case, the assessee bank by <carrying the surplus
resulting from the devaluation of the JIndian rupee to an
account designated ’'Provision for Contingencies’ could be
said to have clearly treated such surplus as its business
i ncome. Further, the Appellate Assistant Conm ssioner .in his
appel | ate order recorded a categorical finding that the
stock in trade in terms of foreign currency was sold and
used by the assessee in its normal business. Having regard
to this factual position the exchange difference arising out
of devaluation of the |Indian rupee was rightly treated as
i ncome of the assessee in the assessnent year 1967-68. [65
C, 66 GH 67 A & D

C.1.T. v. Mughal Line Ltd., 46 |I.T.R 590 referred to.
30

Per Miukharji, J. (1) It is the incone which has really
accrued or arisen to the assessee that is taxable. Under
I ncome-tax law, receipt of incone, either actual or deened,
is not a condition precedent to the taxability. These were
assessable if these had arisen or accrued or deened to have
accrued or arisen under the Act. This principle would be
attracted even in cases where an assessee followed the
nercantil e system of accounting. However, in exam ning any
transaction or situation, the court would have nore regard
to the reality of the situation rather than purely
theoretical or doctrinaire aspect. [92 A; 86 F-QG
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2. The profits and gains chargeable to tax under the
Act are those which have been either received by the
assessee or have accrued to the assessee during the period
between the first and the last day of the year of account
and are receivable. Incone received or incone accrued are
both chargeable to tax under section 28 of the Act. [74 (]

3. By and large, two systens of account keeping are
foll owed one is the cash and the other, mercantile. The cash
system postul ate actual receinpt of noney; and for
exigibility of income tax, such receipt from business,
prof ession or vocation or fromother sources has to be
actual in the relevant year of account. The nmercantile
systemis one where accounts are mmintained on the basis of
entitlenent to credit and/or debit. A sum of npbney, as soon
as it becomes payable, is taken into account wthout
reference to actual receipt and a debit becones adnissible
when liability topay is created even though the sum of
noney i's yet to be paid. [72 B-(C

Dhakeshwar Prasad Narain Singh v. Comm ssioner of
I ncome Tax, Bihar & Oissa, 4 |.T.R 71 at 74, Commi ssioner
of I ncone  Tax, Bombay v. Sarangpur Cotton Manufacturing Co.
Ltd., 6 I|.T.R 36, Conmissioner of Incone-tax v. Shrinmati
Singari Bai, 13 I.T.R 224 and Conmi ssi oner of |ncone-tax,
Madras v. A. Krishnaswami Midaliar and Ors., 53 I.T.R 122
referred to.

4. The incone of the assessee wll have to be
determ ned according to the provisions of the Act in
consonance with the nethod of accountancy regularly enployed
by the assessee. The nethod of accounting regul arly enpl oyed
by the assessee hel ps conputation of incone, profits and
gai ns under section 28 of the Act and the taxability of that
i ncone under the Act, will then have to be deternined. The
circul ars being executive in
31
character cannot alter the provisions of the Act and being
in the nature of concessions could always be prospectively
wi thdrawn. [75 A-B]

Comm ssi oner  of | ncone-tax, Madras v. KRMT.T.
Thi agaraja Chetty & Co., 24 |.T.R 525, Dhakeshwar Prasad
Narai n Singh v. Conmm ssioner of Income Tax, Bihar & Oissa,
4 1. T.R 71 at 74, Conm ssioner of Income-tax v. Shrimati
Singari Bai, 13 I.T.R 224 & Comm ssioner of |ncone-tax,
Madras v. A. Krishnaswami Midaliar and Os., 53 |.T.R 122
referred to.

5. Mere inprobability of recovery, where the conduct of
the assessee is unequivocal cannot be treated as evidence of
the fact that incone has not resulted or accrued to the
assessee. After debiting the debtor’s account and. not
reversing that entry - but taking the interest. nerely in
suspense account cannot be such evidence to show  that no
real income has accrued to the assessee or treated as such
by the assessee. If the actuality of a situation or the
reality of a particular situation nakes an income ' not to
accrue, then very different considerati ons would apply. But
where interest has accrued and the assessee has debited the
account of the debtor, the difficulty of the recovery would
not nmake the accrual non-accural of interest. [92 CD;, 89 B-

Catbolic Bank of India (In liquidation) v. Comni ssioner
of I ncone-tax, Kerala, Ernakulam 1964 K L.T. 653 = 1965 (1)
. T. Journal 355, Conm ssioner of Inconme-tax, Bonbay | v.
Confinance Ltd., 89 |I.T.R 292 and Janes Finlay & Co. v.
Comm ssi oner of Income Tax, 137 |.T.R 698 approved.

6. An acceptable fornmula of co-relating the notion of
real income in conjunction with the nethod of accounting for
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the purpose of conputation of income for the purpose of
taxation is difficult to evolve. Besides, any straight-

j acket fornual is bound to create problenms in its
application to every situation. It rnmust depend upon the
facts and circunstances of each case. It would be difficult
and i mproper to extent the concept of real incone to al

cases depending upon the ipse dixit of the assessee which
woul d then becone a value judgnent only. What has really
accrued to the assessee has to be found out and what has
accrued rmust be considered fromthe point of view of rea
i ncome taking t he probability or i mprobability of
realisation in a realistic manner and dovetailing

32

of these factors together, but once the accrual takes place
on the conduct of the parties subsequent to the year of
closing, an inconme which ~has accrued cannot be made "no
i ncome". The conduct of  the parties in treating the income
ina particular manner is material evidence of the fact
whet her i ncone has accrued or not. [91 B-C, E-F; 92 (]

7. The concept of real incone is a well accepted one
and nmnust be applied i'n appropriate cases but wth
circunmspection and must not be called in aid to defeat the
fundanment al principles of income-tax as devel oped. [92 F]

8. The concept of ~real income would apply where there
has been a surrender of the incone which in theory nay have
accrued but in the reality of the situation no incone has
resulted because the incone did not really accrue. Were a
debt has becone bad and deduction .in conpliance wth the
provisions of the Act should be ~clainmed and allowed. If
there is any diversion of income-at source under any statute
or by overriding title thenthere is no incone to the
assessee. [92 A-C]

9. Once the accrual takes place and i ncone accrues, the
same cannot be defeated by any theory of real incone. In
sone limted fields where sonething which is the reality of
the situation prevents the accrual of the income, then the
notion of the real incone i.e. making the incone accrue in
the real sense of the termcan be brought into play, but the
notion of real incone cannot be brought into play where
i ncome has accrued according to the accounts of assessee and
there is no indication by the assessee to treat the anount

as not havi ng accrued. Suspended animation follow ng
i nclusion of the anpbunt in suspense account does not negate
accrual and after the event of accrual, corroborated by

appropriate entry in the books of account-on the nere ipse
dixit of the assessee, no reversal of the situation can be
br ought about. [88 D; 81 B-D

Morvi Industries Ltd. v. Conm ssioner of( Incone-Tax
(Central), Calcutta, 82 I.T.R 835 and Calcutta Co. Ltd. v.
Conmi ssi oner of Inconme-Tax, West Bengal, 37 I.T.R 1 relied
upon.

Commi ssi oner of |nconme-Tax, Bonbay City, | v. Messrs.
Shoorji Vallabhdas and Co., 46 |I.T.R 144, Comm ssi oner of
I ncome-tax, Bombay North Kutch and Sturashtra, Ahnedabad v.
Chamanl al Mangaldas & Co., 29 I.T.R 987, Morvi Industries
33
Ltd. v. Conmmi ssioner of Income-Tax (Central) Calcutta, 82
. T.R 835, H M Kashiparekh & Co. Ltd.’s case, 39 |I.T.R
706, Conmi ssioner of Income-Tax, West Bengal, 11 v. Birla
Gnalior (P) Ltd., 89 I.T.R 266, Conm ssioner of |ncone-tax,
Tam | Nadu-V v. Mtor Cedit Co. (P) Ltd., 127 I.T.R 572,
Conmi ssi oner of | ncone-Tax, Madras Central v. Devi Filns (P)
Ltd., 143 I.T.R 386 and Conmi ssioner of Incone-Tax,
Anritsar-11 v. Ferozepur Finance (P) Ltd., 124 1.T.R 619
di sti ngui shed.
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10. The concept of real income cannot be so used as to
nmaki ng accrued incone, non-incone sinply because after the
event of accrual, the assessee neither decides to treat it
as bad debt nor clainms deduction under section 36(2) of the

Act, but still enters the same wth a dimnished hope of
recovery in the suspense account. Extension of the concept
of real inconme to this field to negate after the anpbunt had
beconme payable is contrary to the postulates of the Act. [82
B- C

Per Ranganath M sra, J. (concurring)

Section 36(2) of the Act covers the entire field
regardi ng deduction for bad debt. Though the concept of
"real incone’ is well recognised one, it cannot be
introduced as an outlet ~ of income fromtaxman’'s net for
assessment on the plea that though shown in the account book
as having accrued, the sanme becanme a bad debt and was not

earned at all. The citizen is entitled to the benefit of
every anbiguity “in a taxing statute but where the lawis
cl ear considerations of hardship, injustice or anonmaly do
not afford justification for extenpting incone from
taxation. [93 C D

Mapp v. Oam 1969 (Vol.Ill) Al ER 219 (HL.)
referred to.

Per Tul zapurkar, J. - (dissenting)

1. Under the I'ncome Tax Act in order that inconme should
accrue it should not' nerely fall due or  become legally

recoverabl e but should also be factually and practically
realisable during 'the accounting year or years. In other
words nere non-receipt of incone, when it is reasonably
realisable, will not affect accrual but factual or practica
unrealisability thereof —may prevent its accrual  depending
upon the facts and ci rcunst ances ~attending upon the
transaction. [59 F-(

34

2. This theory of real income could be and should be
extended to interest on sticky |oans and that on principle
such interest being hypothetical | cannot be brought to tax.
[64 GH

3. That the stickiness of advances or | oans objectively
established to the satisfaction of the taxi ng-authorities by
produci ng proper nmaterial, is sufficient to prevent the
accrual of interest thereon as real income and woul d have
the effect of rendering such income hypothetical and the
sanme cannot be brought to tax. [59 E-F]

4. Under section 145 the assessee’s regular nmethod of
accounting determnes the node of conputing the taxable
income but it does not determ ne or even affect the range of
taxabl e income or the anbit of taxation. In other words, any
hypot heti cal income which nay have theoretically accrued but
has not truly resulted or materialised in the concerned
accounting year cannot be brought to change sinply because
the assessee has been regularly enmploying the nercantile
system of accounting and nakes entries in his books in
regard to such hypothetical income. [47 F-(Q

5. The nethod of accounting regularly enployed by an
assessee is relevant only for the purpose of conputation of
incone, profits and gains under s. 28 of the Act and that it
cannot enlarge or restrict the content of the taxable incone
under the Act and that under s. 145 the assessee’s regul ar
method of accounting determnes the node of computing
taxable income but it does not determ ne or even effect the
range of taxable income or anbit of taxation. [49 C DO

6. In the case of interest on sticky |loans the practice
of debiting the accounts of the concerned debtors with such
interest and carrying the sane to ’'lInterest Suspense
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Account’ instead of to "Interest Account’ or 'Profit and
Loss Account’ is a well recognised and accepted practice of
comer ci al accountancy, that it is wholly consistent with
nmercantile method of accounting and that it prevents the
wong crediting and inproper and illegal distribution or
remttance of inflated and unreal profits. [52 D E]

7. Under s. 5 taxability is attracted not merely when
income is acutally received but also when it has 'accrued
and income accrues when it 'falls due’, that is to say when
it becones legally recoverable irrespective of whether it is
actually received or not and ’'accrued income’ is that income
which "the assessee has a legal right to receive.” [52 F-(
35

8. Wiere incone or part thereof has theoretically
accrued but has been, either unilaterally or as a result of
bil ateral arrangement, voluntary relinqui shed or surrendered
by the assessee before its accrual the sane cannot be
regarded as real incone of the assessee and cannot be
brought to tax. Such conclusion is reached having regard to
t he busi ness character of the transactions and the realities
of the situation notw thstanding that sone entries have been
made in the assessee’s  books naintained in the nercantile
system [55 C D

9. Even under  the nmercantile system of accounting
whenever adopted it isonly the accrual of real inconme which
is chargeable to tax, that accrual is a matter of substance
and that is to be decided on comercial principles having
regard to the business character of the transactions and the
realities and specialities of the situation and cannot be
determ ned by adopting purely theoretical or doctrinaire or
| egal i stic approach. [58 H 59 A

Cat holic Bank of India (In Liquidation) v. Conm ssioner
of Incone-tax, Kerala, 1964 K L.T. 653 = 1965 (1) |ncone-tax
Journal 355, CI.T. v. Confinance Ltd., 89 |I.T.R 292 &
James Finlay & Co. v. CI.T., 137 I.T. R 698 overrul ed.

CIl.T. v. Mtor Cedit Co. (P) Ltd., 127 |I.T.R 572,
CIl.T. v. Devi Filnms (P) Ltd., (143 I.T.R 386, CI.T. v.
Ferozepur Finance (P) Ltd., 124 |I.T.R 619, Dhakeswar Prasad
Narai n singh v. Conm ssioner of lncome Tax, 4 I"T.R’ 71 at
74 & H M Kashi parekh Co.!s case, 39 |.T.R 706 approved.

C.1.T. v. Sarangpur Cotton Mg. Co., 6 |I.T.R 36 at 40,
CIl.T. v. Singari Bai, 13 |.T.R 224 at 227, C |.T. Mudras
v. A Krishnaswam Midaliar & Os., 53 |1.T.R 122, C.I.T. w
Shoorji Vallabhdas & Co. 46 |.T.R 144, C|I.T. wv. Birla
Gmalior (P) Ltd., 89 I.T.R 266 and Kohlerls Dictionary for
Accountants 3rd Edn. relied on

C.1.T. v. Thiagaraja Chetty, 24 1.T.R 525 at 531
Morvi I ndustries Ltd. v. C.1.T. Calcutta, 82 1. T.R 835 at
840, C.1.T. v. Harivallabhadas Kalidas & Co., 39 |.T.R 1,
C.1.T. Madhya Pradesh v. Kal ooram Govindram 57 |.T.R 630,
Poona Electric Supply Co. Ltd. v. CI.T. Bonbay, 57 I.T.R
521, C.1.T. wv. Sir S .M Cnitnavis, 6 |I.T. Cases 453 Shukl a
and Gewal referred to.

36

JUDGVENT:

ClVIL APPELLATE JURISDICTION : Civil Appeal Nos. 1860-
62 (NT) of 1973.

Fromthe Judgnent and Order dated 22.3.1973 of the
Kerala High Court in |I.T.R Nos. 27 to 29 of 1971

N. A. Pal khiwala, S.E. Dastur, Ms. J.B.Dadachandji,
Ravi nder Narain, Ms. A K Verma and Jeol Peres for the

Appel | ant .
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V.S. Desai, B.B. Ahuja and Mss A Subhashini for the
Respondent .

N. A. Pal khiwala, S.E. Dastur, Ms. J.B. Dadachanji,
Ms. A K Verma and D.N. Mshra, for the Intervenors (Ms.
Grindl ays Bank, Calcutta and State Bank of Travancore).
Dr. P. Pal and D.N. CGupta for the Intervenor (Chartered
Bank) .
F.N. Kaka, M. S.E. Dastur, C.S. Shroff, S.S. Shroff
and S.A.  Shroff for the Intervenor (lIndustiral Credit &
I nvest-nment Corpn., & American Express International Bank
and Gty Bank Banki ng Corpn.)
S.E. Dastur, S.N Talwar and H. S. Parihar for the
Intervenor (Mercantile Bank Ltd.).
K. Ram Kumar, K. Ram Mohan and Ms. J. Ramachandran for
the Intervenor (Indian Overseas Bank, Madras).
The foll owi ng Judgnents were delivered
TULZAPURKAR, J. These appeals by certificate fromthe
H gh Court raise the follow ng two interesting questions of
| aw for our determ.nation
(1) Whether on the facts and in the circunstances
of the case the addition of the sumof Rs. 67,170,
Rs. 47,777 and Rs. 57,889, representing interest
on !sticky! “advances, as income for the assessnent
years 1965-66, < 1966-67 and 1967-68 respectively
was justified in | aw?
(2) Whether’ on the facts and in the circunstances
of the case the exchange difference of Rs.
1, 66, 128
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arising on devaluation of the |Indian. rupee on
6.6.1966 was rightly treated as incone for the
assessnment year 1967-687?

The facts giving rise to the first questionlie in a
narrow conpass and are these. The assessee is a subsidiary
of the State Bank of |India; it rmaintains accounts on
mercantil e system naking entries on-accrual basis; it adopts
the calendar year as its previous year and the /cal endar
years 1964, 1965 and 1966 are respectively the relevant
previous years for the assessnent years 1965-66, 1966-67 and
1967-68 to which the question relates. In the course of its
banki ng busi ness the assessee charged interest —on advance
consi dered doubtful of recovery otherwise —called sticky
advances by debiting the concened parties but instead of
carrying it toits !Profit and Loss Account! credited the
sane to a separate account styled !lInterest Suspense
Account! as the principal anmounts of these stickly advances
thensel ves had becorme, not bad or irrevocerable but
extremely doubtful of recovery. However, in its returns the
assessee discl osed such interest separately and cl ai med that
the same was not taxable in its hands as incone for the
concerned years. The ampunts so charged to the “concerned
parties but credited to the !lnterest Suspense Account! were
Rs. 67,170 Rs. 47,777 and Rs. 57,889 for the assessnent
years 1965-66, 1966-67 and 1967-68 respectively.

Before the taxing authorities as also before the
Tri bunal and the High Court the assessee raised the
contention that having regard to the deteriorating financia
position of the concerned parties and history of their
accounts, the recovery of even the principal amunts had
becorme highly inprobable and extrenely doubtful rendering
the advances !sticky! and as such the interest thereon
though debited to them was, following a well recognised
principle of conmmercial accountancy, taken to !lInterest
Suspense Account! so as to avoid showing inflated profits by
i ncl udi ng hypothetical incone and since such interest was
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not its real inconme, the sane was not taxable in its hands.
The contention was rejected at all the levels principally on
two grounds - (a) since admttedly the assessee was
following the nmercantile system of accounting such interest
had accrued to it at the end of each accounting year and (b)
the assessee had itself shown the accrual of such interest
by charging the sane to the concerned parties by naking
debit entries in their accounts. It was observed that if any
part of the debts |later becane irrecoverable in any

38

year the assessee could in that year treat it as such and
cl ai m deduction under s. 36 (1) (vii) of the Income Tax Act
1961. In holding that these three suns were taxable as
income in the hands of the assessee for the concerned years
the High Court followedits earlier decision in the, case of
Catholic Bank of India (In Liquidation) v. Conmi ssioner of
I ncome-tax, Kerala, [1964] K L.T. 653 = [1965] 1 Incone-tax
Journal 355 where despite the directive issued by the
Reserve Bank of India to the assessee-bank not to carry
interest ~on such sticky advances to !Profit and Loss
Account! and despite the fact that the assessee-bank had in
pursuance thereof omritted such interest from its !Profit
and Loss Account! the Court had taken the view that such
i nterest was taxable as incone in the hands of the assessee-
bank because of the nercantile system of ‘accounting that had
been regularly enployed by it, which ‘had not been changed
even after receiving the directive from the Reserve Bank

The Hi gh Court was of the view that the facts of the instant
case were indistinguishable from those obtaining in the
Cat holic Bank’s case except that there was a directive from
the Reserve Bank of India to the Catholic Bank which was
absent in the case before it but in its opinion the presence
or absence of such directive fromthe Reserve Bank coul d not
determ ne the question whehter there was accrual of income
or not and that in the case before it also there was accrua

of incone to the assessee considering the nercantile nethod
of accounting that had been regularly adopted by it. In this
view of the matter the Hi gh Court answered the  question
agai nst the assessee and in facour of the revenue.
Incidentally it may be stated in the case of this very
assessee the High Court, follow ng the decision herein, took
a simlar viewand answered a simlar question against the
assessee for the subsequent year 1968-69 which decision
rendered in 1975 is reported in 110 I TR 336. The assessee
has chal |l enged this view before us in these appeals.

M. Pal khivala the [earned counsel for the -assessee
raised a two-fold contention in support of his plea that the
three suns representing interest on !sticky! advances, i.e.
advances in respect whereof there was high inprobability of
recovery of even the principal anmounts ought not ~to have
been subjected to tax as income under the Act. In'the first
pl ace he contended that what are chargeable to income tax in
respect of a business are profits and gains actually
resulting from the transactions of the previous year, that
isto say, the real profits and gains and not hypothetica
profits or gains

39

on a doctrinaire theory of accrual, that even under the
nmercantil e system of accounting regularly adopted by an
assessee it is only the accrual of real incone in the

commer ci al sense which is chargeable to tax, that accrual is
a matter of substance to be decided on conmercial principles
having regard to business character of the transactions and
the realities of the situation and cannot be determ ned on
any abstract theory of accrual or by adopting a legalistic
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approach and that if regard is had to conmercial principles
and realities of the situation it will be clear that in the
case of banks, financial institutions and noney |enders,
whose bulk profits mainly consist of interest earned by
them there is no accrual of real income so far as interest
on sticky advances is concerned, and the debit entries made
in respect of such interest in the respective accounts of
the concerned debtors following the nmercantile system of
accounting nmerely reflect hypothetical income that does not
materialise in the concerned accounting year or years during
whi ch the advances remmin sticky and hence it is but proper
to carry such interest to !Interest Suspense Account! as
carrying the sanme to !Profit and Loss Account! would result
in showing inflated profits and m ght even |ead to inproper
and illegal distribution or remttance thereof. 1In this
behal f counsel cited several decisions of this Court as also
of the Hi gh Courts where the ~principle of real incone has
been recognised” and  invoked while considering the tax
l[iability under the Act and in particular strong reliance
was placed on two decisions of the Madras Hi gh Court in
CIl.T. v...Mtor Credit Co.(P) Ltd., 127 |1.T.R 572 and
Cl.T. v. Devi Film (P) Ltd. 143 |1.T.R 386 and one
deci sion of the Punjab and Haryana High Court in CI.T. v.
Ferozepur Finance (P) Ltd. 124 I.T.R 619 where a view has
been taken that it wll be totally unrealistic to treat
interest on sticky |oans as incone and the sanme was excl uded
fromconputation of the assessee!s income.. According to
Counsel there is a clear di stinction bet ween an
irrecoverable loan ‘and a sticky loan; the former is a bad
debt in respect whereof the chance of recovery is nil and as
such can out right formthe subject matter of  ‘deduction
under s. 36 (1) (vii) of the Act whilethe latter is a |oan
to which a high degree of inprobability of recovery attaches
ina particular year or years dependi ng upon the financia
position of the concerned debtor due to which interest
thereon becomes hypot hetical income duringsuch year or years
and, as such, the sanme, not being real income, cannot be
brought to tax. Counsel pointed out that right from August
1924 onwards till the
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i mpugned deci sion herein as also the further decision in 110
I TR 336 were rendered by the Kerala H gh Court in 1973 and
1975 respectively the aforesaid distinction between an
irrecoverable loan and a stickly | oan was recogni sed by the
Central Board of Revenue as also by the - Reserve Bank of
India in their diverse Circulars in the case of banks,
financial institutions and noney | enders regularly follow ng
the mercantile systemof accounting and he further pointed
out that Instructions had been issued not to treat’ the
unrealised interest on such sticky loan as incone by
carrying it to !Profit and Loss Account! so that the figure
of distributable profits should not get inflated and
preferably to credit the sanme to a special account such as
I nterest Suspense Account! and that if the banks, financia
institutions and noney | enders, who kept their accounts on
nercantile system nmaintained such a suspense account in
which the wunrealised interest was entered, the same should
not be included in the assessee!s taxable income, if the
Income Tax O ficer was satisfied that there was really
little probability of the |oans being repaid. (Vide C.B. R
Crcular No. 37/54 dated 25.8.1924, No. 41(V-6) D of 1952
dated 6.10.1952, CBDT!s Letter F.No. 207/10/73 ITA Il dated
16.4.1973 and RBI Circular IFD No. O P.R 1076/1(5) to SFCs
dated 21.11.1973, copies whereof were furnished to the
Court). Counsel urged that such Instructions contained in
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these Circulars were in consonance wth the accepted
principle that what was chargeabl e under the Income Tax Act
was the real income of an assessee but according to him
these Instructions which held field for over 53 years were
changed, though wongly, under fresh Crculars dated June
20, 1978 and Cctober 9, 1984 issued by the Central Board of
Direct Taxes whereunder such interest on doubtful or sticky
| oans becanme includible in the assessable income of the
assessee (subject to some relief specified therein) wth
effect from the assessnent year 1979-80. Secondly, counse

contended that in any viewof the matter in the case of
banks and financial institutions who regularly adopt
nercantil e system of accounting the practice of carrying
i nterest on such sticky |oans to !lnterest Suspense Account!
or !Reserve for Doubtful ‘Interest Account! instead of
crediting the same to !lnterest Account! or !Profit and Loss
Account! is a universally recoginsed practice invariably
adopted by them and being wholly consistent wth the
nercantil e system of accounting the Inconme Tax O ficer was
bound to  give effect to it ~under s. 145 of the Act, and,
therefore, the treatnent of the three sums representing
i nterest on sticky | oans as the
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assessee!s incone for the concerned assessment years woul d
be unsustainable in law, and in this behalf counsel placed
reliance on the standard text books  of  accountancy of
authors like Spicer and Pegler, Shikla and G ewal and the
Approved Text of International Accounting Standard 18.

Since the issues raised before us have a vital bearing
upon the tax liability and business interests and policies
of serveral financial institutions including foreign banks,
six interverners, nanely, Anerican Express  Internationa
Banki ng Corpn., Mercantile Bank Li mi ted through its
successors Hongkong & Shenghai Banki ng~ Corporation, Cit
Bank N. A., Chartered Bank, Gindlays Bank and Industria
Credit & Investnent Corpn. of India sought our perm ssion to
intervene in these appeals and we granted the requisite
perm ssion in view of the inportance of the issues involved
and it my be stated that Counsel appearing for the
i nterveners have adopted the argunents of M. Pal khiwal a and
general |y supported the subm ssi ons made by hi m on behal f of
the assessee in these appeals; but special nmention may be
made of the fact that in the witten submissions filed on
their behalf it has been categorically asserted that while
mai ntai ning their accounts regularly on nercantile system
each one of these institutions in the matter of interest on
doubtful or sticky loans invariably follow the practice of
debiting such interest to the account of concerned borrower
but instead of crediting it to !Interest Account! or !'Profit
and Loss Account! the sanme is carried to a special account
styled !Interest Suspense Account! or !Reserve for Doubtful
Interest Account! and only wupon realisation the same is
credited to Interest Account and Profit and | oss Account in
the year of realisation and is offered for taxation. It is
also clained by some of the Interveners that they have an
el aborate and well controlled system of evaluation for the
purposes of assessing the recoverability and position of
various accounts of their borrowers and the financia
condition of each borrower is periodically reviewed by
Seni or Management Personnel on the basis of detailed reports
and data collected in regard to each before treating the
laons as sticky. Counsel reiterated on behalf of the
I ntervenees that the benefit under the earlier G rculars of
C.B.R and RB.l. did not depend upon the ipse dixit of the
assessee but was available only if the safeguards specified
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therein were observed and the taxing authority was satisfied
on objective materials that the |oan had becone sticky and
there was really little probability of the same being
repai d.
42

On the other hand, counsel for the Revenue pressed for
our acceptance the view taken by the Hi gh Court. He fairly
conceded that it is the real incone that is chargeable to
tax under the Act and not any hypothetical income of an
assessee and that under section 28 in respect of a business
the chargeability nust attach to real profits and gains
arising from the transactions of the previous year but he
contended that wunder section 5 read with section 28 of the
Act the liability attaches to profits which have been either
received by the assessee or which have accured to himduring
the year of account ~and it is well settled that inncome
accrues when it "falls due", i.e., becormes legally
recoverable irrespective of whether actually received or not
and "accrued -incone" is that income which "the assessee has
a legal right to receive": vide C |1.T. v. Thiagaraja Chetty,
24 | .T.R 525 at 531 and” Morvi Industries Ltd. v. CI.T.
Calcutta, 82 |I.T.R 835 at 840 and since adnittedly the
assessee has been maintaining its accounts on nmercantile
basis the three suns being interest —on |oans, whether
doubtful or sticky, fell due and becane payable to the
assessee at the end of each of the three accounting years
and constituted its accrued incone and were, therefore,
justifiably brought. 'to tax in the concerned assessnent
years. Counsel for the revenue fairly conceded that Courts
have, while inposing the tax liability under the Act,
recogni sed the theory of real income by having regard to the
busi ness character of the transactions-and realities of the
situation but these aspects have been taken into account for
the purpose of determ ning whether the income coul d be said
to have legally accrued or not and once it is found to have
legally accrued it is brought to tax. He pointed out that
all the decisions of this Court show that this theory has
been invoked and confined only to two types of cases (a)
where there has been a surrender  of income which may in
theory have accrued, and (b) where there has been diversion
of incone at source either under a statute or by over-riding
title but in none of these cases has the aspect of high
i nprobability of recovery been regarded as sufficient to
prevent accrual; counsel therefore urged that this theory of
real income should not be extended so as- to exclude from
chargeability such income which has accrued but nerely
suffers form high inprobability of recovery. Counse
submi tted such extension would be neither perm ssible nor
advi sabl e - not permssible because it goes against the very
concept of accrued incone and not adyi sabl e because if done

it will apply to all cases and not nmerely to ‘cases of
i nterest accruing to banks and financia
43

institutions. Moreover, such extension wll entrench  upon
section 36 (1) (vii) which provides for deduction of a debt
or part thereof on its becom ng bad on fulfilment of certain
conditions specified in sub-section (2) thereof. For these
reasons counsel submitted that the extension of the theory
of real income so as to take wthin its ambit the
consi deration of high inprobability of recovery is not
warranted. As regards the earlier Crculars of CB R and
R B.I. On which reliance was placed by the assessee, counse

for the revenue subnmitted that these nerely granted a
concesssion to and conferred no right in favour of the
assessee which could be and has been withdrawmn |ater by
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issuing fresh Circulars but since the benefit or the
concession in favour of the assessee could not be w thdrawn
retrospectively, the wthdrawal of concession has been
ef fected prospectively fromthe assessnent year, 1979-80.

Having regard to the rival contentions urged before us
by counsel on either side it 1is clear that the follow ng
guestions do arise for our serious consideration on the
first issue raised for determnation in these appeals. Did
the three suns representing interest on sticky |oans
constitute real inconme of the assessee for the concerned
assessment years? Had such incone really accrued to the
assessee for those years? Does real accrual of incone depend
onits falling due by nmere |apse of requisite contractua
period at the end of which it becones |egally payable or
upon the business character of the transaction and the
realities of the situation? How far is the nmethod of
accounting regularly adopt ed- by t he assessee (here
nercantile) relevant for deciding the question of rea
accrual ? What ~is the effect of nmmking debit entries in
respect of ~such-interest in the respective accounts of the
concerned debtors under the mercantile system of accounting?
And lastly, can and should the theory of real income be
ext ended so as to exclude a particular incone from
chargeability under 'the Act because of high inprobability of
recovery attaching/'to it in the concerned accounting year or
years? W would like to deal wth these ‘questions in the
i ght of decided cases.

The material provisions in regard to the conputation of
i ncome of an assessee wunder the head !Profits and Gai ns of
Busi ness! are to be found in sections 28 (i) 29 and 145 (1)
but these have to be read subject to sec. 5 of the Act.
Section 28 (i) taxes the profits and gains of any business
carried on by the assessee at any tine during the previous
year and such profits and gains are, under sec. 29 to be
44
conputed in accordance with the provisions contained in ss.
30 to 43A that is to say after making allowances and
deductions nmentioned in those sections. Section’ 145 (1)
provides that inconme chargeabl e under the head !Profits and
Gai ns of Business! shall be conputed in accordance with the
met hod of accounting regularly enployed by the assessee,

provided that, in any case where the accounts are correct
and conmpleted to the satisfaction of the Incone-Tax Oficer
but the nmethod is such that, in his opinion, the incone

cannot be properly deduced therefromthen  the conputation
shall be made upon such basis and in such manner as the
I ncome-Tax OFficer may determne; but where he is not
satisfied about the <correctness or conmpleteness of. the
accounts of the assessee, or where no nethod of accounting
has been regularly enployed by the assessee, he can proceed
to make the assessnment to the best of his judgnent. It is
wel | -settled, as a result of the Privy-Council decision in
C.1.T. v. Sarangpur Cotton Mg. Co., 6 I.T.R 36 at 40 that
the section clearly nmakes such regularly enmpl oyed met hod of
the opinion of the Inconme tax Oficer, the incone, profits
and gai ns cannot properly be deduced therefrom

Though these provisions provide for charging the incone
by way of profits and gains of business and prescribe the
manner of conputation the question as to at what point of
time its chargibility arises is answered by s. 5 of the Act
which states that the total income of a resident assessee
from what ever source derived becones chargeabl e either when
it is received by himor when it accrues or arises to him
during the previous year. 1In other words taxability is
attracted even when incone has accrued and it is clear that
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the receipt of inconme is not the sole test of taxability
under the Act; but whether on receipt basis or accrual basis
it is the real incone and not any hypothetical incone which
may have theoretically accrued that is subjected to tax
under the Act and this latter aspect arising under our Act
is well settled by decisions of this Court and the High
Court to which I will presently refer.

However, before referring to the decisions which dea
with the doctrine of real income it will be desirable to
indicate the main difference between the two methods of
accounting that are usually enpl oyed by busi ness nen as al so
to deal wth the aspect as to how far and to what extent a
nmet hod of accounting - particularly the nercantile nethod -
has a bearing on the question of real accrual of incone. In
Dhakeswar

45
Prassad Narain Singh v. Conm ssioner of Incone Tax, 4 |.T.R
71 at 74 Sir Courtney Terrell, C.J. described the ’cash

system in these words:
"According to the system a record is kept of
actual receipts and actual paynents, entries being
made only when nmoney is actually collected or
di sbursed and if-the profits of the business are
accounted in this way the tax 1is payable on the
di fference bet ween the receipts and the
di sbursenents for the period i'n question."
On the other hand the ’'mercantile -accountancy system
ot herwi se known as the 'book profits system of accountancy’
or the "compl ete  double entry book-keeping. has been
described by Sir Igbal Ahned, CJ. in CI.T. v. Singari Bai
13 I.T.R 224 at 227, as follows:
"Under this systemthe net profit of loss is
calcul ated after taking into -account ‘all the
income and all the expenditure relating to the
peri od, whether such “incone has been actually
received or not and whether such expenditure has
been actually paid or ‘not. That is to /say, the
profit computed wunder this systemis the profit
actually earned, though not necessarily realized
in case, or the loss computed under the systemis
| oss actually sustained, though not necessarily
paid in cash. The distinguishing feature of this
nmet hod of accountancy is that it brings into
credit what is due immediately it beconmes legally
due and before it is actually received; and it
brings into debit expenditure the amunt for which
a legal liability has been incurred before it is
actual ly disbursed.”
The distinction between these two accounting systens has
been adverted to by this Court in several of its decisions
but | need refer only to one decisionin C|.T. Madras v. A
Kri shnaswami Mudaliar & OQthers, 53 |I.T.R 122 where the
di stinction has been elaborately brought out by Shah J (as
he then was) in the follow ng passage occurring at pages
129-130 of the Report;
"Anong | ndi an busi nessnen, as el sewhere, there are
current two principal systens of book keeping.
There is, firstly, the cash systemin which a
46
record is mmintained of actual receipt and actua
di shursenents, entries being posted when noney or
noney’s worth is actually received, collected or
di sbursed. There is, secondly, the nmercantile
system in which entries are posted in the books
of account on the date of the transaction, i.e.
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on the date on which rights accrue or liabilities
are incurred, irrespective of the date of
paynments. For exanple, when goods are sold on
credit, a receipt entry is posted as of the date
of sale, although no cash is received i mediately
in payment of such goods; and a debit entry is
simlarly posted when liability is incurred
al t hough paynent on account of such liability is
not made at the tine. There my have to be
appropriate variations when this systemis adopted
by an assessee who carries on a profession
VWhereas under the cash system no account of what
are call ed the outstandi ngs of the business either
at the comencenent or at the close of the year is
taken, according to the nmercantile nethod actua
cash recei pts during the year and the actual cash
outlays during the year are treated in the sane
way as~ under the cash system but to the bal ance
thus arising, there is added the anount of the
out st andi ngs not collected at the end of the year
and fromthis is deducted the liabilities incurred
or accrued but not - discharged at the end of the
year. Both the methods are sonewhat rough. In some
cases these methods may not give a clear picture
of the true profits earned and certainly not of
taxabl e profits. The quantum - or al | owances
permtted to be deducted under di verse heads under
section 10 (2) fromthe income, profits and gains
of a business would differ according to the system
adopted. This is nmade clear by defining in
subsection (5) the word ’'paid which is used in
several clauses of sub-section (2) as  neaning
actually paid or incurred according to the nethod
of accounting upon the basis of which the profits
or gains are conmputed under section 10. |Again
where the cash system is adopted, there is no
guestion of bad debts (or outstandings at all, in
the case of nercantile system against ‘the book
profit some of the bad debts nmay have to be set
off when they are found to be -irrecoverable.
Besi des the cash system
47
and the nercantile system there are innunerable
ot her systenms of accounting which nay be called
hybrid or het er ogeneous - in which certain
el enents and incidents of the cash and nercantile
systens are conbi ned."
On the aspect as to how far and to what extent a nethod of
accounting has a bearing on the question of real accrual of
i ncomre the Court has nade the followi ng significant
observation at page 128 of the Report:
"But the section (section 13 of the 1922 Act
equi valent to section 145 of the 1961 Act) only
deals with a conputation of income, profits and
gains for the purposes of sections 10 and 12
(sections 28 and 56 of the 1961 Act) and does not
purport to enlarge or restrict the content of
taxabl e income, profits and gains under the Act."
Qoviously for the content of taxable incone one nmust have
regard to the substantive charging provisions of the Act.

This decision, in ny view, has enphasised two inportant
aspects in regard to the two nmethods of accounting usually
enpl oyed by business nen. 1In the first place the Court has

poi nted out that both the nmethods are somewhat rough and in
some cases these nmethods nmay not give clear picture of the
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true profits earned and certainly not of taxable profits;
and secondly, whatever be the nmethod regularly enpl oyed by
an assessee the same has to be adopted as the basis and is
rel evant only for the purpose of the conputation of incone,
profits and gai ns under sections 28 and 56 of the Act but it
cannot enlarge or restrict the content of the taxable
i ncome, profits and gains under the Act. It is thus clear
that, under section 145, the assessee’s regular nethod of
accounting deternmines the nmbode of conputing the taxable
income but it does not determ ne or even affect the range of
taxabl e income or the anmbit of taxation. In other words, any
hypot heti cal income which may have the oretically accrued
but has not truly resulted or naterialised in the concerned
accounting year cannot be brought to charge sinmply because
the assessee has been regularly enploying the nercantile
system of accounting and nakes entries in his books in
regard to such hypothetical income.

Inthe light of above | would recapitulate the admtted
facts and  the manner in which the assessee treated or dealt
with the three suns representing interest on sticky loans in
48
its books pursuant to the nercantile system of accounting
regul arly adopted by it. Indisputably, the three suns in
guestion represented the assessee’s incone by way of
i nterest on advances nmade by it to some of its custoners but
having regard to the deteriorating financial position of the
concerned parties and the history of their accounts the
assessee felt that the advances had become sticky during the
concerned accounting ‘years inasmuch as even the recovery of
the principal amounts had becone highly “inprobable and
extremely doubtful in those years; therefore, though it
charged such interest by debiting the concerned parties it
did not carry it to its profit and | oss account but credited
the sane to a separate account styled ' Interest Suspense
Account’ so as to avoid showing unreal or inflated profits
and claimed that it was not taxable in its hands as rea
i ncone had not accrued to it. The facts that the advances or
| oans had, during the concerned accounting years, becone
sticky and that such interest had not materialised or
resulted to the assessee in those years were not disputed
but as stated earlier the claimwas negatived by the taxing
authorities and the Tribunal on the ground that the advances
or loans had not been treated as irrecoverable or bad debts
under s. 36 (1) (vii), that the aspect that the advances or
| oans had becone sticky was irrelevant, ~that  since the
assessee was following the nercantile systemof accounting
such interest has accrued to it at the end of each
accounting year and that the assessee had itself shown the
accrual of interest by changing the sane to the concerned
parties by making debit entries in their accounts. The High
Court also affirmed the view that there had been accrual of
the incone at the end of each accounting year and in that
behal f laid enphasis on the fact that the assessee had been
regul arly adopting the mercantile system of accounting and
observed that the assessee’s incone wll have to  be
determi ned in accordance with that nethod. In other words it
is clear that in conmng to the conclusion that the three
sums in question were liable to be brought to tax the taxing
authorities, the Tribunal and the Hi gh Court, relying on the
nmercantile system enployed by the assessee, adopted a
| egal i stic approach and took the view that because such
interest had fallen due and becone legally recoverable by
the assessee at the end of each of the accounting years it
had accrued to it, though by reason of the stickiness of the
advances or |oans such interest had in fact not resulted or
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materialised but remained its hypothetical incone. Two
guestions arise: Should such |egallstics approach prevai
over

49

the doctrine of real incone that has been recognised and
i nvoked by Courts while inposing tax liability under the
Act? Secondly, <can the nercantile system of accounting,
though regularly enployed, 'determine accrual of rea
i ncone?

Since the answer to the second question has been
already indicated in the earlier part of our judgment we
shal | di spose of second question first. As regards the
nercantil e system of accounting regularly enployed by the
assessee there are two aspects which we like to stress.
First, the High Court, in ny view, was in error in observing
that the assessee’'s - incone "will have to be deternined
pursuant, to the provisions contained in the |Income Tax Act
1961, in accordance with the accounts regul arly maintained
by it." | have already indicated above that the nmethod of
accounting regularly enployed by an assessee is relevant
only for —the purpose of conputation of income, profits and
gai ns under s. 28 of the Act and that it cannot enlarge or
restrict the content of the taxable income under the Act and
that under s. 145 the assessee’s ' regular nethod of
accounting determnes the node of conputing taxable incone
but it does not determne or even effect. the range of
taxable income or ambit of taxation: I'n other words sinply
because the assessee has been regularly ‘enploying the
nmercantile system of ‘accounting it would not nean that any
hypot heti cal income which may have theoretically accrued but
has not truly resulted to him in the concerned accounting
year can be brought to charge and, therefore, the question
whet her the three suns representing interest on sticky |oans
had really accrued to the assessee or not would be a nmatter
of substance and cannot be determined by nerely having
regard to the method of accounting (here nmercantile system

adopted by the assessee. Secondly it will have to be borne
inmnd that this is not a case where the assessee had
ignored or failed to nake any entries at all in regard to

such interest on advances or |oans which had beconme sticky
inits books maintained on nercantile systembut it had
charged such interest by debiting the accounts of concerned
debtors and had designedly credited it to 'Interest Suspense
Account’ instead of carrying it to 'Profit and Loss Account’

with a viewto avoid showing unreal or inflated profits. A
'suspense account’ in book-keeping nmeans "an account in
which items are tenporarily carried pending their fina

di sposition; it does not appear in financial |statenents"
(vide Kohler’'s Dictionary for Accountants, Third Edition).
Since the final disposition of the sums in question was
uncertain and hung in bal ance these itenms were properly
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carried to 'Interest Suspense Account’ and could not and did
not find a place in the financial statement |ike the Profit
and Loss Account. Fromthe mere fact that such interest was
charged to the concerned debtors by making debit entries in
their respective accounts no inference could be drawn that
the assessee had regarded it as accrued income because
si mul taneously such interest was credited to Interest
Suspense Account and not to Profit and Loss Account. The
taxing authorities, the Tribunal and the H gh Court clearly
erred in drawi ng such inference against the assessee. In
fact by naking the aforesaid entries and treating the three
sums in the manner done the assessee nust be regarded as
havi ng denonstrably shown an intention to treat such
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interest as its hypothetical and not real incone.

Counsel for the assessee pointed out that after all the
primary purpose of book-keeping, whatever be the nmethod of
accounting, was to nake a systematic record of Dbusiness
transactions in a nmanner which nmust show the correct
financial position of a business house at a given point of
time and reflect the real and true profits of the business
done by it during the year of account and contended that in
treating the three sunms in question in the nanner done the
assessee had nerely followed a wuniversally recognised
practice invariably adopted by banks and financi a
institutions who mamintain their accounts on nmercantile
systemand what was nore this practice accorded wth the
principle that no itemshould be treated as incone unless it
has been actually received or has accrued in the sense that
there is reasonable certainty that it wll be realised. |
find considerable force'in this contention of counsel for
the assessee. That the practice of carrying interest on such

sticky loans to ’'Interest Suspense Account’ instead of
crediting the sane to ’'Interest Account’ or to 'Profit and
Loss Account’ ~is a wuniversally recognised practice and is
whol |y consistent wth the nercantile system of accounting
will be clear from the standard text books on accountancy.
For instance, in the treatise ’'Advanced Accounts’ by Shukla

and Grewal (N nth Revised and Enl arged Edition 1981) a clear
reference to such practice finds a place in the follow ng
par agraph occurring at page 1089 under the heading 'Interest
on doubtful debts’:
"Interest on doubtful ‘debts should be debited to
the I oan account concerned but ~should not be
credited to Interest Account. Instead it should be
51
credited to Interest Suspense Account. ' To the
extent the interest is received in cash, the
I nt erest Suspense Accounts should be transferred
to Interest Account; the  remaining anmount shoul d
be closed by transfer (to the Loan Account. This
treatnent accords wth the principle that no item
should be treated as income unless it has been
received or there is a reasonable certainty that
it will be realised.”
Simlarly in Spicer and Pegler’s ’'Practical Auditing - by
WW Bigg (Fourth Indian Edition by S V. Ghatalia) the
| earned aut hor has suggested that instead of  |eaving
irrecoverable interest on doubtful |oans ~out ~of account
altogether the practice of charging such ‘interest to the
parties concerned but crediting it to the Interest Suspense
Account is nore appropriate for reflecting the correct state
of affairs and the true profits. The relevant passage
occurring at pages 186-187 runs thus:
"Where interest has not been paid, it is sonmetines
left out of account altogether. This prevents the
possibility of i rrecoverabl e i nterest bei ng
credited to revenue, and distributed as profit. On
the other hand, this treatnment does not record the
actual state of the |oan account, and in the case
of banks and other concerns whose business it is
to advance noney, it is wusual to find that
interest is regularly charged up, but when its
recovery is doubtful, the amount thereof is either
fully provided against or taken to the credit of
an Interest Suspense Account and carried forward,
and not treated as profit unti | actual ly
recei ved."
Ref erence may also be mmde to the Approved Text of the
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"International Accounting Standard 18  (Supplenment to 'The
Managenent Accountant’, Decenber 1982) a publication of the

I nternational Accounting Standards Conmittee. The concept of
revenue recognition is explained thus in para 5:"
"Revenue recognition is mainly concerned wi th when
revenue is recognised in the inconme statenent of
an enterprise. The anount of revenue arising on a
transaction is wusually deternmned by agreenent
bet ween the parties involved in the transaction.
52
VWhen uncertainties exi st regardi ng t he
determ nation of the anmbunt, or its associated
costs these uncertainties may influence the timng
of revenue recognition."
The effect of uncertainties on revenue recognition has been
set out in paragraphs 16 to 27 and para 25 is material which
runs thus:
"Revenues arising from the wuse by others of
enterprise resources “yielding interest, royalties
and dividends should only be recognised when no
significant uncertainty as to neasurability or
col lectability exists."
In other words accordi ng to International Accounting
Standard 18 if significant uncertainty as to collectability
of interest exists/such revenue should not be recognised. In
view of what has been stated in the  standard books on
accountancy as also in the International Accounting Standard
18 I amclearly of the viewthat in the case of interest on
sticky loans the practice of debiting the accounts of the
concerned debtors wth such -interest and carrying the same
to 'Interest Suspense -Account’ instead of to lInterest
Account’ or ’'Profit and Loss Account’ “is a well recognised
and accepted practice of conmercial accountancy, that it is
whol |y consistent wth mercantile  method of accounting and
that it prevents the wong crediting and inproper and
illegal distribution or remttance of inflated and unrea
profits and by nmaking the appropriate entries follow ng such
practice the assessee had clearly indicated that the three
sunms in question being interest on sticky |oans constituted
its hypothetical incone and not real incomne.
Turning to the first question it-is true that under s.
5 taxabillity is attracted not nmerely when inconme is
actually received but also when it has "accrued and it is
al so true, as has been explained by this Court in Thiagaraja
Chetty's case (supra) and Morvi Industries’ case (supra)
that incone accrues when it 'falls due’, that is to say when
it becones legally recoverable irrespective of whether it is
actually received or not and 'accrued incone’ is/ that incone
which ’the assessee has a legal right to receive'.
Incidentally it mmy be stated that in both of these cases,
where the |egal aspect of accrual has been explained, no

guestion of applying the doctrine of real incone  could
arise; for, in the forner case
53

after the conmi ssion payable to the nmmnaging agents had
accrued at the end of the accounting year the nmanaged
conpany had, instead of paying it, Kkept it in a suspense
account pending settlenment of a dispute in regard to anot her
debt owed to it by the managing agents (which proposed
settlenent was wultimately rejected) and the Court held that
such keeping it in the suspense account pending settl enment
of anot her indebtedness would not prevent its accrual to the
managi ng agents, while in the other case a unilatera
relinqui shnent of the commi ssion by the managi ng agents was
after its accrual and hence the Court ruled that it could
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not escape liability to tax. Wile the legal aspect of
accrual thus holds good this Court in CI.T. v. Shoorji
Val | abhdas & Co. 46 |.T.R 144 has enuci ated the doctrine of
real income in these terns:
"Income-tax is a levy on inconme. No doubt, the
I ncome-tax Act takes into account two points of
time at which the liability to tax is attracted,
via., the accrual of the incone or its receipt;
but the substance of the matter is the incone. If

i ncome does not result at all, there cannot be a
tax, even though in book-keeping, an entry is made
about a hypot hetical incone, which does not
materialise. Wlere inconme has, in fact, been

received and is subsequently given up in such
circunstances that it remains the income of the
reci pi ent, even -though given up, the tax nmay be
payabl e. “Where, however, the incone can be said

not to have resulted 'at all, there is obviously
nei ther accrual nor receipt of incone, even though
an entry to that effect might, in certain
ci rcunst ances, have been made in the books of
account."

(Enphasi s suppl i ed)
The above observations were nade in the context of these
facts. The assessee-firmwas the managing agent of two
shi ppi ng conpani es; /between April 1, 1947 and Decenber 31
1947 an amount of Rs. 1,71,885 from one conpany and
Rs.2,56,815 from the other conpany becane due to the
assessee as conmission @ 10 per cent under ' the managi ng
agency agreement and.in its books the assessee had credited
these amounts to itself and debited themto the nanaged
conpanies. In Novenber, 1947 the assessee desired to have

the nanaging agency transfered to two private linmted
conpani es and in this connection agreed in
54

Decenmber 1948 to accept 2-1/2 per cent as conmm ssion and
gave up 75 per cent of its earnings. The departnent sought
to assess the amounts of Rs. 1, 36,903 and Rs. 2,00,625 being
the 75 per cent which the assessee have given up, on the
ground that commission at 10 per cent had already accrued to
the assessee in the year of account which ended on March 31
1948 and the agreement in Decenber 1948, after the cl ose of
the previous year, to give up a portion of inconme could not
save that portion from liability to income-tax. Negativing
the contention this Court, in agreement. with the  High
Court’s view, held that the subsequent agreement has altered
the rate of commssion in such a way as to nake the incone
which really accrued to the assessee different fromwhat had
been entered in the books of account and that this was not a
case of a gift by the assessee to the nanaged conpani es of a
portion of income which had already accrued,  but an
agreement to receive a |esser remuneration than what had
been agreed wupon. The Court relied wupon the fact that the
assessee had in fact received only the lesser anount in
spite of the entries in the accounts books and held that
such | esser ampunt al one was taxabl e.

A large nunber of decisions rendered by this Court as
well as by the H gh Courts were cited at the bar by Counse
on the either side in which this aforesaid theory of rea
i ncome has been invoked and applied and in sone of them
enphasis has been laid on the aspect that accrual is the
matter of substance to be decided on comercial principles
having regard to the business character of the transactions
and the realities of the situation. After having gone
through these deci sions | am in agreement with the
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subm ssion of the | earned counsel for the revenue that these
deci sions involving the application of the concept fall into
two groups: (a) cases where there has been a surrender or
relinqui shnent of income that may have theoretically accrued
and (b) cases where these has been diversion of inconme at
source either wunder a statute or by over riding title; but
in both types of cases the Court’s endeavour was to
determ ne whether there was accrual of real incone having
regard to the realities or specialities of the situation. It
is not necessary to deal wth each and every decision
falling under either one or the other group but confining
attention to the decision of this Court it will suffice to
indicate that in the fornmer group fall the followng
decisions, nanely C.|.T. v. Hari Vallabhadas Kalidas & Co.,
39 1.T.R 1, CI.T. v. Chanmanlal Mangal das & Co. and
55
C.1.T. v. Mangaldas G rdhardas Parekh Ltd., 39 I.T.R 8,
C.I.T. v. Messrs Shoorji Vallabhadas and Co. (supra), C1.T.
Madhya' Pradesh” v. Kalooram Govindram 57 I|.T.R 630 and
Cl.T. v.. BirlaGwlior (P)y Ltd., 89 1.T.R 266, while the
deci si on in Poona Electric Supply Co. Ltd. v. C I.T. Bonbay,
57 1. T.R 521, falls inthe latter group. Since the instant
case is not one of diversion of inconme at source either
under a statute or by over-riding title | need dilate only
on the decisions in the former group

As regards the decisions fallingin group (a) I would
like to point out. that the ratio of all these decisions
clearly is that '« where i ncone -~ or part ' thereof has
theoretically accrued  but has been, either unilaterally or
as a result of bilateral arrangement, voluntary relinquished
or surrendered by the -assessee before its accrual the sane
cannot be regarded as real inconme of the assessee and cannot
be brought to tax, and such conclusion has been' reached
having regard to the business character of the transactions
and the realities of the situation notw thstanding that some
entries have been made in the assessee’s books maintained in
the nercantile system The decision of the Bonbay High Court
in HM Kashiparekh Co.’s case 39 |.T.R 706 is‘a typica
instance in point. The assessee, which maintained its
accounts in the mercantile system was the nanagi ng agent of
a paper mll conpany; under the managing agency agreenment it
was under a duty to forego up to one-third of its comm ssion
where the profits of the nmanaged conpany were not sufficient
to pay a divident of 6 percent; for the accounting year
ending March 31, 1950 the assessee earned a conmi ssion of
Rs. 1,17,644 but as a result of resolutions passed by the
managed conpany and the assessee company the assessee gave
up a sumof Rs. 97,000 (Rs.57785 over and above Rs. 39215
which it was bound to forego) in Decenber 1950. Though the
Appel l ate Tribunal found that the excess anpbunt of Rs. 57785
had al so been given up for reasons of comrercial expedi ency
it held that the maxi mum anpunt which could be foregone by
the assessee was only Rs. 39215 and therefore included the
excess amount of Rs. 57785 in the taxable income. On_ a
Ref erence, the H gh Court held that it was the real incone
of the assessee conmpany for the accounting year that was
liable to tax, that the real income could not be arrived at
wi thout taking into account the anmount foregone by the
assessee and that in ascertaining the real income of the
fact that the assessee followed nercantile system of account
did not have any bearing. The Court further held that the
56
accrual of conm ssion, the naking of the accounts, the |ega
obligation to give up part of the conmission and the
foregoing of the comm ssion at that time of the making of
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the accounts were not disjointed facts; there was a
dovetailing about them which could not be ignored and
therefore the real incone of the assessee was Rs. 27644 and
the anmpbunt of Rs. 97000 foregone by the assessee coul d not be

included in the real income of the assessee for the
accounting year.
It will be significant to nention that during the

hearing of the Reference counsel for the revenue raised a
contention that even if the anbunt of Rs. 57785 had been
foregone by the assessee conpany on grounds of comercia
expedi ency that was not done in the accounting year which
ended on March 31, 1950 but it was done in Decenber 1950 as
aresult of tw resolutions, one passed by the nmanaged
conpany and the other passed by the assessee conpany and
that since admittedly the assessee was following the
nercantil e system of accounting it could not avail of the
benefit of the doctrine of real income where the incone by
way of ~the managi ng -agency commi ssion had been credited in
the books in the year of account and had been surrendered by
it in the next ~year; in other words it was specifically
urged that if-the surrender was not nmade and entered in the
books in the same year no question of real income could
arise and in this behalf counsel relied wupon the well-
settled rule that for purposes of incone-tax each year was
required to be regarded as a distinct and self-contained
unit. Apropos this contention the Court observed thus:
"The two rules that incone-tax is annual inits
structure nmeaning thereby that for computation
each year « is a distinct self-contained unit and
the other that the incone to be taxed is the rea
i ncone of the assessee do not seemto us to be
i nconmpatible or irreconcilable. M. Joshi (counse
for the revenue) also is not prepared to go so far
as that and has fairly stated that there is no
antithesis between the two rules. The facts of a
case may present sone difficulty in applying the
rules by the conflict (would, in our opinion, be
rather apparent than real. The facts of a given
case may create the inpression of a discrepant
situation but the apparent discrepancy can be
solved in a manner not inconsistent with the basic
concepts underlying the two rules. In our
j udgrent ,
57
they permit of harnoni ous application, though the
application is to a degree nmust depend  on the
circunstances of each case. Some propositions
could be formulated but whether a general fornula
applicable to all circunstances could be hit on we
rat her doubt.
Though it nmay not be possible to prescribe a
general formula which successfully conpose every
conflicting situation, the position in |aw seens
clear to wus that in applying the two rules to
particul ar transactions regard nust be had to the
true legal rights and the true situation. A fair
interpretation of the transaction and the
situation would lead to a preferable and, if we
may say so, a correct solution than sheer
adherence to one rule and discounting of the
ot her."
At page 720 of the Report the Court went on to
observe thus:
"I'n the course of his argunment, |earned counsel for the
Revenue stated that there nust have been entries in the
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books of the managed conpany and the nmanaging conpany in
consonance wth cl ause 5 of t he nmanagi ng agency
agreement.............. we shall proceed on the footing
that, the assessee conmpany having followed the nercantile
system of account, there rmust have been entries made in its
books in the accounting year in respect of the amount of the
conmi ssion. In our judgrment, we would not be justified in
attaching any particular inportance in this case to the fact
that the conpany followed the nercantile system of account.
That would not have any particular bearing in applying the
principle of real income to the facts of this case.
Incidentally, we may observe that we oursel ves pointed out
in the case of Conmssioner of Inconme-tax v. Shoorji
Val | abhadas & Co. that the question whether the incone
accrued or not is not-a nmere matter of cogency of the
entries made in the account books of the assessee but is
essentially one of substance and of the real nature of what
happened; ‘a nmere book entry is not conclusive of the
guesti on whet her the assessee had becone entitled to the
58
suns-or not. It may also be nmentioned that in that
case we were dealing with an assessee who foll owed
the nmercantile system of account. The crucia
guestion before us, therefore, is whether the two
facts, one the anbunt of Rs. 1,17,644.4 annas
whi ch woul d have becone payable to the nanaging
conpany but for the surrender and the factus of
surrender, ‘are to be isolated or ‘treated as of
cogency in . determning the actual  accrual of
incone, by ~which we  nmean the real income of the
assessee conmpany. |f the fact ~of foregoing or
surrendering the amount of Rs. 57,000 odd is to be
regarded as of cogency in the context of the
present point of real” income and if it be
renmenbered that the surrender was nade at the tinme
of ascertaining the quantum of the conmmssion
payable to the assessee conpany and further if it
be renenbered, as now found by the Tribunal, that
the surrender was nade bona fide and on grounds

solely of comercial expediency, it seems very
difficult to us to see how the Revenue s
justified in contending that the real inconme of

the assessee was sonething different than the
amount of Rs. 20,000. (Sic R 27644) which was
shown by it at the time of assessment as its
i ncomre from managi ng agency comi ssion."

The Court further expressed the view that the principle
of real income was not to be so subordinated as to anount
virtually to a negation of it when a surrender or concession
or rebate in respect of nanagi ng agency conm ssion is/ made,
agreed to or given up on grounds of comercial expediency,
sinmply because it takes place sone tinme after the close of
the accounting year and that in exam ning any transaction
and situation of this nature the Court would have nore
regard to the reality and speciality of the situation rather
than the purely theoretical or doctrinaire aspect of it and
it will lay greater enphasis on the business aspect of the
matter viewed as a whole when that can be done without
di sregardi ng the decision of the Bonbay Hi gh Court has been
fully approved by this Court in Birla Gvmalior (P) Ltd.’s
case (supra).

It will thus be clear that even under the nercantile
system of accounting whenever adopted it is only the accrua
of real incone which is chargeable to tax, that accrual is a
matter of substance and that it is to be decided on
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commer ci a
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principles having regard to the business character of the
transactions and the realities and specialities of the
situation and cannot be determned by adopting purely

theoretical or doctrinaire or |legalistic approach. If,
therefore, for the purpose of determ ning whether there has
been accrual of real inconme or not regard is to be had to

t he busi ness character of the transactions and the realities
and specialities of the situation in preference to
theoretical, doctrinaire or legalistic approach | fail to
appreci ate why interest on sticky |oans, whi ch has
theoretically accrued but has not factually resulted or
nmaterialised at all to an assessee hypothetical incone and
not real inconme? There  is no reason why the factum of
stickiness of |oans operating throughout the accounting
period or periods, not ~on the basis of nere ipse dixit of
the assessee but on -being objectively established to the
satisfaction of the taxing authorities by reference to the
facts showing the deteriorating financial position of the
concerned debtors and the  history of their accounts should
not have the effect of preventing the accrual of interest
thereon as real income to the assessee? If voluntary
relinqui shnment or surrender of income done unilaterally or
as a result of bilateral arrangenent can prevent its rea
accrual there is no reason why the factumof stickiness of
| oans objectively | established shoul d not prevent accrual of
interest thereon as real inconme. In fact in the forner case
consi derations of comer ci al _~expedi ency coul d be a
notivating force behind such “voluntary relinquishnent or
surrender of the inconme resulting in its non-accrual but in
the latter case the non-accrual would be due to

ci rcunst ances beyond the assessee’s control . I am
therefore, clearly of the view that the stickiness of
advances or | oans obj ectively est abl i shed to t he
satisfaction of the taxing authorities by produci ng proper
material, is sufficient to prevent the accrual of /interest
thereon as real income and would have the effect of

renderi ng such incone hypothetical and the sanme cannot be
brought to tax. In my view under the Incone Tax Act -in order
that income should accrue it should not nerely fall due or
becone legally recoverable but should also be factually and
practically realisable during the accounting year or years.
In other words nere non-receipt of income, when it is
reasonably realisable, wll not affect accrual but factua
or practical unrealisability thereof may prevent its accrua
dependi ng upon the facts and circunstances attendi ng upon
the transacti on.
60

Counsel for the revenue raised two objections to extend
the theory of real i ncome so as to exclude from
chargeability the interest on sticky |oans nerely because it
suffers from high inprobability of recovery. 1In the first
pl ace he wurged that the Act contains no provision excluding
or deducting such interest fromconputation of incone and
the only provision for deduction of debts is to be found in
s. 36 (1) (vii) where under debts which are established to
have become irrecoverable and bad in the previous year are
permtted to be deducted on fulfilnent of certain conditions
specified in sub-section (2) and as such the extension of

the theory of real incone as sought would entrench upon s.
36 (1) (vi),Secondly, it was urged that such extension will
be ill-advised inasmuch as, if done, it will apply to cases

of interest accruing to all noney-lenders and not nerely to
cases of i nterest accruing to banks and financi a




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

Page 26 of 49

institutions. As regards the first objection the argunent
amounts to saying that the exclusion or deduction in respect
of irrecoverable and bad debts under s. 36 (1) (vii) read
with the conditions nentioned in sub-sec. (2) proceeds on
the basis that in substance such debts do not constitute
real income of the assessee and therefore exclusion of
interest on sticky loans fromconputation of incone for
which there is no provision in the Act and that too wi thout
any conditions would inpinge upon the specific provision
contained in s. 36 (1) (vii) read with sub-section (2). The
answer to this objectionis that it is not as if that in the
absence of some specific provision exclusion of hypothetica

i ncomre cannot be done; in fact such exclusion rests not upon
any slippery or slushy ground but upon the principle that
under the Act chargeability is attracted only to real incone
and in this behalf it will be pertinent to nention that the
provision for exclusion or deduction of bad debts was
introduced in the incone tax law (the 1922 Act) for the
first tine in 1939 but even prior to the insertion of such
provision in the 1922 Act the Privy Council in CI.T. v. Sir
S.M Chitnavis, 6 |I.T. Cases 453 had, on the basis of ss. 10
and 13 of the 1922 Act, ruled that such bad debts were
necessarily allowabl e as deduction on grounds of first
principles of accountancy. At page 457  of the Report the
Privy Council have observed: "Although the Act nowhere in
terms authorises the deduction of bad debts of a business,
such a deduction is necessarily allowable. What are
chargeable to income-tax in respect of a business are the
profits and gains of \a year; and in assessing the anount of
the profits and gains of a year
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account nust necessarily be taken of all | osses incurred,
ot herwi se you would not arrive at the true porfits and
gains." Morreover, there is a clear distinction between an
irrecoverable loan and a sticky loan; the former woul d be a
bad debt in respect whereof the chances of recovery are
al nost nil having been witten off the sane can formthe
subject matter of a deduction under s. 36 (1) (vii) while
the latter is a loan to which a high degree of inprobability
of recovery attaches in a particular - year or years due to
whi ch interest thereon becomes hypothetical incone and not
real income during the said year or years and therefore, it
cannot be brought to tax, though if realised subsequently
the sane could be and ought to be brought to tax, if this
distinction is borne in mind no question of inpinging upon
the provision contained in s. 36 (1) (vii) read with sub-
section (2) can arise by extending the theory of real incone
to the interest on sticky |oans.

As regards the second objection, if on principle
interest on sticky loans is merely hypothetical incone and
is not real income and is on that account to be excluded
from conputation of incone we fail to see why the benefit of
this principle under the theory of real income shoul d not be
available to private npney-lenders. The theory of  real
income nust apply to all cases irrespective of who the
assessee is. Al that is required to be ensured is that like
the banks and financial institutions the noney-I|enders nust
al so establish to the satisfaction of the taxing authority
that the loans in question had in fact become sticky during
the concerned year or years by producing proper material and
that they have invariably followed the practice of carrying
the interest of such loans to Interest Suspense Account in
stead of crediting the same to Interest Account or Profit &
Loss Account wth the additional safeguard of offering the
same for taxation if and when it is subsequently realised.
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It will be pertinent to nention in this connection that the
earlier Crculars issued by the Central Board of Revenue and
Reserve Bank of India (vide CB. R Circular No. 37/54 dated
25.8.1924, No. 41 (V-6) D of 1952 dated 6.10.1952, CBDT s
Letter F.No. 207/10/73 |ITA |l dated 16.4.1973 and RB
Circular IFD No. OP.R 1076/1 (5) to SFCs dated 21.11.1973)
which conferred the benefit of excluding such interest on
sticky |l oans albeit by way of concession were applicable to
private noney |lenders also. |In the circunstances both the
objections are liable to be rejected.

| may now deal wth the decisions of the H gh Courts.
Directly on the point at issue there are five decisions
whi ch
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we need consider. Qut ~of these counsel for the assessee
relied upon three decisions, two of the Madras High Court in
Motor Credit Co. case, ~and Devi Films case and one of the
Punj ab & Haryana H gh Court in Ferozepur Finance case
(supra) where  a view has been taken that interest on sticky
| oans bei'ng~ hypothetical and not real incone should be
excluded fromthe conputation of the assessee’s incone while
counsel for the revenue relied upon two deci sions one of the
Bonbay Hi gh Court in CI.T. v. Confinance Ltd. 89 |I.T.R 292
and the other of the Calcutta H gh Court in James Finlay &
Co. v. CI.T. 137/ I.T.R 698 as bhoth these apparently seem
to take a contrary view.

| shall first deal with two decisions on which counse
for the revenue placed reliance. In~ C1.T. v. Confinance
Ltd. the assessee was carrying on noney |ending business and
banki ng busi ness and - fol | oned mercantile system  of
accounting. For the accounting year ending March 31, 1959
the assessee stated that no credit was taken in its bal ance-
sheet in respect of interest on several |oans advanced by it
as interest had remained unpaid from March 31, 1956. For the
assessnment years 1959-60 and 1960-61 interest in respect of
amounts due by debtors anmounting toRs. 9,275 and Rs. 13,033
respectively was brought to tax by the I.T.O and A/A C. The
Tri bunal reversed the orders on the ground that the records
showed that there had hardly been any receipts of interest
for a nunmber of years past. On a reference, the H gh Court
reversed the Tribunal’s view and held that the facts that
there were hardly any receipts in respect of itens of
interest or that the bona fides of the assessee .in not
charging interest was not disputed were circunstances which
by thenselves were in sufficient to support the conclusion
that there was no real income in respect of Jitems of
i nterest inasnmuch as none of the debts due by the severa
debtors was witten off by the assessee and no evi dence was
produced to showthat interest in respect of the debts was
given up and therefore the two suns were properly includible
in the total income of the assessee for the two assessnent
years respectively. Fromthe judgment we find that counse
for the assessee sought to apply the doctrine of real incone
as expounded in Kashiparekh's case to the facts of the case
but the Hgh Court declined to do so by adopting a
| egalistic approach that the assessee had been follow ng
nercantile system of accounting that the interest had
accrued and further laid considerable enmphasis on two
aspects, nanely, that none of the debts due by the severa
debtors was witten off by the
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assessee and no evidence was produced to show that interest
in respect of the debts was given up. In ny viewthe High
Court failed to appreciate that the nmethod of accounting
enpl oyed by an assessee nerely determned the node of
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conputing the income and not the range of taxable incone and
further failed to notice that there could be and was a cl ear
di stinction between an irrecoverable or a bad debt on the
one hand the sticky loan on the other to which we have
adverted earlier.

In James Finlay’'s case decided by the Calcutta High
Court the itenms of interest receivable fromtwo parties on
advances nmade to them were sought to be excluded from
conputation of incone of the assessee for 1970-71 on the
ground that since 1.1.1968 the assessee had decided to
change its nethod of accounting in respect of interest,
whi ch was doubtful of recovery, by crediting the same to the
Suspense Account and also on the ground that before the
closing of the books of account of the relevant accounting
year the assessee had adbandoned its <claim for such
interest. The H gh Court ~held that there was no change in
the nmercantile system of accounting that had all al ong been
enpol yed by the assessee, that the transfer of itens of
interest to Suspense Account coul d not be terned as a change
in the method of~ accounting and therefore the anpbunts were
assessabl e on accrual basis; as regards the other ground the
Hi gh Court held that~ though there was difficulty in
realising the interest in the year of account there was no
material to showthat there was any agreement wth the
debtors to waive the interest or to keep it in the Suspense
Account and hence the claimfor interest had not been given
up. In our view the decision mainly turned upon whet her the
assessee had changed its nmethod of -accounting or not and the
finding was it has not and asfar as the theory of rea
incone is concerned the Court did not reject the same but on
facts cane to the conclusionthat it was not applicable
i nasmuch as the claimfor interest had not been relinquished
or given up.

On the other hand in the three _decisions on  which
counsel for the assessee relied tw H-gh Courts have invoked
and applied the theory of real inconme to cases of interest
on sticky loans and taken the view that such interest being

hypot heti cal and not real is. not includible in the
assessabl e incone of the assessee. Only one deci'si on nmay be
referred to in detail. In the Mtor Credit Co' s case the

assessee in the course of its business as financiers for
purchase of motor vehicles advanced, under a hire purchase
agreenment, noneys to two firns which were plying buses. The
routes of these two
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firnms having been taken over by the State Transport
Corporation, the firms defaulted in making paynments of hire
purchase instal nents, and consequently the | buses were
sei zed. As the assessee conpany was advi sed that there was
no prospect of recovering even the principal anmount it did
not credit the interest on the outstandings from the two
firnmse even though it was adopting the nercantile system of
accounting. The |ITO, however, included a sumof Rs. 56, 163
by way of accrued interest on the ampunts outstandi ng from
these two firms, The AAC deleted the addition. The Tribuna

held that the assessee could not have expected to get any
i nterest incone on the outstandings found due fromtwo firns
and it would be wholly unrealistic on the part of the
assessee to take credit from the interest inconme and
consequently confirmed the AACs order. On a reference at
the instance of the Comm ssioner the Madras Hi gh court held
that the Tribunal was right in its conclusion that though
the assessee had adopted the nercantile system of accounting
no interest incone could be assessed in its hands on accrua

basis and it would be very wunrealistic on the part of the




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

Page 29 of 49

assessee to take credit for the highly illusory interest.
Foll owi ng the decision of this Court in Shoorji Vall abhdas
Co’'s case and of the Bonbay Hi gh Court in Kashiparekh's case
the High Court took the view that the regular node of
accounting nmerely determined the nobde of computing the
taxable income and the point of tine at which the tax
liability was attracted and it could not determ ne or affect
the range of taxable incone or the anbit of taxation. It
further observed that it was not the hypothetical accrual of
i ncome based on the nercantile system of accounting foll owed
by the assessee that had to be taken into account but what
shoul d be considered was whether the income had really
materialised or resulted to the assessee and that question
had to be considered with reference to comercial and
busi ness realities of the situation in which the assessee
had been placed and not with reference to his system of
accounting and held that since there was not even the
renot est possibility of any interest incone materialising in
favour of / the assessee in respect of the outstandings for
the accounting year relevant” to the assessnent year in

guestion no liability to tax coulld be inposed on the
assessee. To the same effect are the other two decisions in
Devi Filnms case and Ferozepur Finance case. | approve these

t hree deci si ons.

In view of nmy conclusion that this theory of rea
i ncore could be and shoul d be extended to interest on sticky
| oans and
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that on principle such interest being hypothetical cannot be
brought to tax it is unnecessary to deal with the earlier
Crculars of the Central Board of Revenue and the Reserve
Bank of India all of which were in the nature of concession
granted to an assessee according to counsel for the revenue.

Having regard to the above discussion it is clear that
the three suns representing interest on sticky advances in
the instant case being hypothetical and not real income of
the assessee could not be brought to tax for the three
concerned assessnment years and we answer the first question
in the negative in favour of the assessee and - against the
revenue. Of course it goest w thout saying that if and when
these suns or any part thereof are realised subsequently the
sane coul d be brought to tax in the year of realisation

The second question raised for our determ nation in
these appeals relates to the taxability of Rs. 1,66,128
which represents the exchange di fference arising on
deval uation of the Indian Rupee on August 6, 1966 and the
guestion relates to the assessenent year 1967-68 only. The
facts giving rise to the question are these. Admttedl y the
busi ness of the assessee-bank included buying and sel li ng of
forei gn exchange and therefore any foreign currency held by
it would be its stock-in-trade and if foreign currencies
bought at the predevaluation rate of exchange were sold at
post deval uation rate of exchange resulting in a surplus the
same would be its Dbusiness receipt or revenue receipt and
therefore liable to tax as part of business profits.
I ndi sputably, just before the devaluation of the |Indian
Rupee on August 6, 1966 the assessee-bank held foreign
exchange by way of cash balances available wth their
foreign correspondents, forward contracts, itenms in transit
etc., anbunting to L-33,780,76 in US Dollars and L-9552.0.2
in Sterling which when converted back to Rupees at the post
devaluation rates gave rise to a profit of 57.5%o0or Rs.
1,66,128 in the transaction; the assessee-bank credited this
sur pl us to an account desi gnat ed "Provi sion for
Contingencies". It was contended on behalf of the assessee
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before the |lower taxing authorities that this profit should
not be taxed as it was of a casual and nonrecurring nature.
The contention was negatived by the authorities on the
ground that even assum ng, w thout conceding, that it was a
wi ndfall and, therefore, of a casual nature the sanme had
arisen from the business activities of the assessee-bank
and, therefore, was not exenpt but was liable to tax. Before
the Appellate Tribunal an attenpt was nmade by counsel for
the assessee-bank to contend that the cash balance in terns
of
66
dollars and sterlings at the end of the accounting period,
i.e., on Decenber 31, 1966 was higher than that as existed
on the crucial date, nanely, August 6, 1966 and, therefore,
this precluded any inference that the stock of dollars and
sterlings that existed on- the devaluation date had been
converted into Indian currency. thus resulting in profits.
The Tribunal rejected the contention as being w thout force
i nasmuch as the assessee-bank ~had revalued the cost of
forei gn exchange in terns of rupees as on the date of
devaluation to bring it —on par wth the post-devaluation
rate by giving a corresponding credit to the "Provision for
Conti ngenci es" thus treating the surplus resulting fromthe
fluctuation of exchange rate as its incone and the mere fact
that the sane had been carried to the account style
"Provision for Contingencies" did not alter the true
character of the transaction. The Hgh Court confirmed the
ultimate concl usion of the Tribunal by ‘answering the
rel evant question referred to it-in favour of the Revenue.
Counsel for the assessee fairly conceded two positions
arising in the case. 1In the first place he conceded that
forei gn exchange was held by the assessee-bank —as its
stockin-trade and he further conceded that any sale of such
stock-in-trade must result in business inconme but he urged
that if the stock-in-trade remains unused and unsold its
noti onal appreciation or book appreciation in val ue does not
result in taxable profit (vide CI.T. v. Mighal Line Ltd. 46
. T.R 590, and according to himthis is what had happened
in the instant case. According to counsel the fact that the
stock-in-trade in terms of foreign currency that was held by
the assessee just prior to the date of deval uati on was shown
not to have been depleted between the date of deval uation
and Decenber 31, 1966 (the end of accounting period) clearly
suggested that the stock-in-trade initially held -had
remai ned unused and unsold during this entire period,
especi ally when the stock-in-trade held on Decenber 31, 1966
was shown to be higher than the one held just prior to the
deval uati on date; and therefore it was a case of a nere
nom nal appreciation or book appreciation in the value of
the stock and as such the sane could not be brought to tax.
There can be no dispute with regard to the principle that if
the stock-in-trade remains unused or unsold the nmere book
appreciation in the value thereof cannot be brought to tax
but on the facts requisite to sustain the proposition-the
assessee- bank does not seemto stand on any firmfooting. In
the first place by carrying the surplus resulting
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fromthe devaluation of the Indian rupee to an account
designated "Provision for Contingencies" the assessee bank
itself could be said to have clearly treated such surplus as
its business incone. Secondly, the AAC in his appellate
order has recorded a categorical finding that the stock in
trade in terns of foreign currency was sold and used by the
assessee in its normal banking business. This is what the
AAC has observed:
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"What is inmportant is that the profit on account
of the difference in exchange rate should have
arisen in the course of trading operations of the
bank. There is no dobut that it did so arise in
the instant case. The bank acquired and sold the
forei gn exchange assets in course of its norma
banki ng busi ness and therefore, the profit arising
out of the fluctuation in exchange rates, however,
| arge and however unexpected any particular
fluctuation may be, arose in the course of and
i ncidental to such business of the bank."
Having regard to the aforesaid factual position | confirm
the High Court’s view that the second question has to be
answered in the affirmative in favour of the Revenue and
agai nst the assessee.
In the result | would allow the appeals in so far as
the first questionis concerned and dismss the same as
regards the second question. In the circunmstances there wll
be no order as to costs.
SABYASACHI MUKHARIJI,J. ~These appeals by certificate
arise from the decision of the Hgh Court of Kerala in
respect of the assessnent years 1965-66, 1966-67 and 1967-68
relating to the previous cal endar year 1964, 1965 and 1966
respectively. The following two questions are involved in
t hese appeal s:
(1) Whether, on the facts and in the circunstances
of the case, the addition of the sunms of
Rs. 67,170. Rs. 47,777. and Rs. 57,889 representing
interest on. 'sticky' advances as inconme for the
assessment years 1965-66, 1966-67 and 1967-68
respectively was justified in | aw?
(2) Whether on the facts andin the circunstances
of the case, the exchange difference of Rs.
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1,66, 128 arising on_ revaluation of the Indian
rupee on 6.6.1966 was rightly treated as i ncome of
the assessnment year 1967-68?

In view of the categorical findings of fact recorded by
the Tax authorities and the Tribunal and nentioned in the
judgrment of Tul zapurkar, J., | am in respectful agreenent
with the opinion of Tul zapurkar, J. that the H gh Court was
right and the second question nust be answered in-the
affirmative and in favour of the revenue, and the appeals on
this aspect nust be dism ssed.

Wth regard to the first question, with respect, it is
not possible to agree with the reasoni ng and the concl usi ons
arrived at by Tul zapurkar, J., in the judgment. It is
necesary for this reason to reiterate in brief the facts
relating to the first question. The assessee is a subsidiary
bank of the State Bank of India. It used to maintain in the
rel evant accounting years its accounts in nercantile system
therefore, entries were made and incone and |oss were
cal cul ated on accrual basis. The assessee in the course of
its banking business used to charge interest on advances,
i ncluding even those which it considered doubtful  of
recovery and which the assessee terned as ’'sticky advances’
by debiting the concerned parties but in stead of carrying
the same to its 'Profit & Loss Account’, credited the same
to a separate account <called 'Interest Suspense Account’.
According to the assessee the principal amunts of these
advances | abell ed as 'sticky advances’ had beconme not bad or
irrecoverabl e, but extrenely doubtful of recovery. Inits
returns the assessee had disclosed such interests separately
and claimed that the sums were not taxable as inconme of the
concerned years. In view of the rel evant years invol ved, the
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guestion nust be considered in the light of the provisions
of the Income Tax Act, 1961 (hereinafter called the 'Act’).
Before the Taxing Oficers, the Tribunal and the High
Court, the assessee’'s contention was that having regard to
bad and deteriorating financial conditions of the parties
concerned as well as history of their accounts, the recovery
of even the principal debts had becone inprobable and
doubtful, thereby nmaking these |oans or advances as the
assessee called ’'sticky' and, as such interest on these
though debited to the respective debtors was taken to

"I nterest Suspense Account’. This, according to t he
assessee, becane necessary
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to avoid showing inflated profits by including hypothetica
and wunreal incone and, such inconme, according to the

assessee, was not his real inconme. It was contended by the
assessee that thesaid sums nanely the interest on the so
called “sticky’ loans was not taxable in its hands. This
contention was, however, rejected by the | ncone-t ax
authoriti'esas well as the High Court.
The foll owi ng were the grounds for such rejection
(a) The assessee was following the nmercantile
system of accounting; such interest, therefore,
had accrued to the assessee at the end of the
accounting year.
(b) The assessee itself had treated such incone as
accrual of  interest by charging the sane to the
parties concerned by nmaking debit entries in their
respecti ve accounts.

It was pointed out that if any part of these debits had
| ater on becone irrecoverable in any vyear, the assessee
could have, in that vyear, treated the sane as such and
cl ai med deduction wunder section 36(1)(vii) of the Act.
Rel i ance was placed by the H gh Court on an earlier decision
of the same High Court in the case of Catholic Bank of India
(I'n liquidation) vs. Comm ssioner ~of Income-Tax,  Kerala,
Er nakul am, [1964] K L.T. 653 =[1965] 1 I.T. Journal 355.
In that case in spite of the directions issued by the
Reserve Bank of India to the assessee bank not to  carry
interest of such sticky advances to ’'Profit and Loss
Account’ and also in spite of the fact, that the assessee
bank i n pursuance of these directions omtted their interest
fromits 'Profit and Loss Account’, the court took the view
that such interest was taxable as income in the hands of the
assessee bank because the nercantile system of accounting
had been regularly followed by the bank and that had not
been changed even after receiving directions from the
Reserve Bank of India. The Kerala High Court had relied upon
certain observations in the comentary on the Incone Tax

Act, 1961, by Kanga, 5th Edn. Vol. |, page 665 wherein the
| ear ned aut hor has stated:
"The assessee cannot escape liability to tax by

omtting to make an entry or making a wong entry
in the accounts. The date of taxability of incone
70
is the date when the appropriate entries are made
or should be made in the accounts in accordance
with the nmethod of accounting regularly enployed
by the assessee. The substantive part of the
section makes it clear that the income is to be
conputed’ in according wth the nethod of
accounting regularly enployed.” The I|ncone-tax
Oficer my include in the conputation of income
an anount which does not figure in the accounts
but the inclusion of whichis required by the
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assessee’s method of accounting; that is to say,
the I ncone-tax officer nay wi thout deviating from
the assessee’s nethod, nake such adjustrments in
the profit and |oss account as are necessary for
giving full and true effect to that nethod itself.
Havi ng adopted a regul ar method of accounting, the
assessee cannot be allowed to change it or depart
fromit for a particular year or for part of the
year or in respect of particular transactions."

The Hi gh Court of Kerala was of the view that the facts
of the instant case out of which these appeals arise being
the sanme as those in Catholic Bank’s case except that there
was a direction from the Reserve Bank of India to Catholic
Bank, which is absent in the instant case before us, the
sane conclusion nust follow. |In the opinion of the High
Court, the presence or absence of such direction fromthe
Reserve Bank was not determ native of the question. There
was accrual of income to the assessee considering the fact
that the 'assessee had been follow ng the nmercantile nethod
of accounting which had been regularly adopted by the
assessee and accepted by the taxing authorities. The Hi gh
Court in that view of the nmatter answered the question in
favour of the revenue. For subsequent years 1968-69 in
respect of the sane -assessee, an identical view was
reiterated by the/said H gh Court in the assessnent year
1968-69 as reported in 110 I.T.R  336. The correctness of
this viewis under challenge in these appeals before us.

The assessee ‘indubitably maintained its  accounts on
nercantil e basis and had regul arly adopted it. The assessee
clained that the three suns represented interests on what it
called "sticky’ loans in_ its books of account  but having
regard to the deteriorating financial position of the
concerned debtors and the history of these accounts, the
assessee was of the viewthat in the relevant years the
advances had becone
71
so 'sticky' that even the recovery of the principal anpounts
had becone hi ghly i nprobabl e and extrenely “doubtful.
Therefore, though the assessee charged such interests by
debiting the concerned parties (enphasis supplied) yet it
credited the said anpbunts to a separate account styled as
"Interest Suspense Account’. This the assessee clainmed on
the theory that it was to avoid showi ng unreal or inflated
profits. The assessee clained that it was not taxable as
real income had not accrued to it. It was, however,
di sall owed on the ground that the advances had not been
treated as irrecoverable or bad debts in terns of section
36(1)(vii) of the Act. |In coming to the conclusion  that
these suns were taxable, the taxing authorities, the
Tribunal and the H gh Court proceeded on well-settled
principles pertaining to the nercantile system and took the
view that such interest had fallen due and becane |egally
recoverable in accordance with the system of accounting
during each of the rel evant accounting years.

In support of the assessee’s contention |earned counse
contended before wus that what are chargeable to i ncone-tax
in respect of a business, are profits and gains of that
busi ness actually resulting from the transactions of the
previ ous year. It was submitted that even under the
nmercantil e system of accounting accrual or "real incone" in
the commercial sense only was chargeable to tax and this
nmust accrue in substance according to the realities of the
situation. It was submitted that if regard is had to
realities of the situation as well as the actual conmercia
principles, it would be evident that in cases of banks,
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financial institutions and noney-I|enders bulk of the incone
is usually earned by way of interest and as such there
cannot be any accrual of real incone from interest on
doubt ful advances or sticky advances and, therefore, the
entries made in respect of such accounts in case of all such
traders following the nmercantile system of accounting only

refl ected hypothetical incone which does not materialise in
income. It was subnmitted that, therefore, it was proper to
carry such interest to ’'lInterest Suspense Account’ as

carrying the same to 'Profit and Loss Account’ woul d anmount
to showing an unreal and inflated profit and thereby lead to

i mproper and illegal distribution or remttances thereof.
Therefore, the question, is, whether on the theory of

real income, interests which had accrued legally to an

assessee - in this case banking institution follow ng the

nmercantil e system of accountancy can be kept out of the net
of
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taxation. How far does the concept of real inconme defeat
accrual ~of ~incone in any particular case according to the
wel | -recogni sed theory of ‘accounting principles which are
accepted by the |l egal standards so far foll owed?

In this country, by ~and |large, tw systens of account
keeping are followed - one is the cash and the other
nercantile. Plainly speaking, the cash system postulates
actual receipt of noney; and for exigibility of incone tax,
such receipt from business, profession or vocation or from
ot her sources has to be actual in the relevant year of
account. The mercantile system ~ on the other hand, is one
where accounts are maintai ned onthe basis of entitlenent of
credit and/or debit. A -sumof noney, as soon as it becones
payable, is taken into account w thout reference to actua
recei pt and a debit becomes admi ssible when |iability to pay
is created even though the sum of noney is yet to be paid.

Several circulars issued by the Central Board of Taxes
were placed before us in course of the hearing. One such was
C.B.R Circular No. 37/54 dated 25th August, 1924. There the
Central Board had said that it accepted the conclusion
reached at the Conference of Incone-tax Conm ssioners held
in August, 1924 that if a noney-lender who kept his accounts
on the comrercial system maintained a suspense-account in
which he entered loans which in his opinion were extrenely
unlikely to be recoverable though he did not yet wsh
actually to wite themoff, interest accruing on such | oans
need not be included in the assessee’s taxable income, if
the Income-tax officer was satisfied that there was little
provability of recovery of the loan. This was obviously on
the footing that the last ray of hope of recovery had not
been extingui shed and the stage for wite off had not cone.
The second circular is one dated 6th Cctober, 1952, which is
Crcular No. 41(V-6)D of 1952 dealing wth the subject of
bad and doubtful debts - irrecoverable loans or bank
interest on such debts. It was indicated therein that when
there was wunlikelihood of |oans being recovered, interests
fromsuch |oans need not be included in the taxable income
if the Incone-tax OFficer was satisfied that there was
really little possibility of the | oans being repaid. But an
account was to be mintained for future allowances for
taxation of recoveries in subsequent assessment years. There
is also a letter dated 16th April, 1973, fromthe Under
Secretary, Central Board of Direct Taxes referring to D. O
| etter dated 15th March, 1973 reiterating that the
73
amounts kept in suspense account under those circunstances
woul d not be taxable. The assessee was, however, required to
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maintain a systematic nethod of accounting in respect of
dobutful debts subject to checks and counter-checks. By the
letter dated 21st Novenber, 1973, the Reserve Bank of India
wote that there was no uniformity in the practice foll owed
by State Financial Corporations on sticky |oans were the
same position was reiterated. A letter was witten on 20th
June, 1978, by the Central Board of Direct Taxes to the
Comm ssioner of |nconme-tax soon after the decision rendered
in the assessee’s case in 110 |I.T.R 336 referred to
hereinbefore. In that letter reference was nade to the
previous circulars and it was pointed out that the stand
taken in these circulars was not acceptable to the Revenue
Audit Departnent and it had objected to the exclusion of
such anpbunts of interest fromthe total income. The Board
advi sed that where accounts  were kept on nercantile basis,
interest was taxable irrespective of whether the sanme was
credited to suspense ~account or to interest account.
Ref erence was made to the decision of the Kerala H gh Court
in 110 1.T.R 336 “which has been followed in the instant
case. The Central Board, therefore, directed that such
interests should be includible in the taxable income, and
all pending cases should be disposed of keeping the present
instructions in view 1t was further directed that inmedi ate
revi ew shoul d be undertaken under section 147(b) or section
263 of the Act in respect of assessnents which had been
conpl eted in accordance with the Board's earlier directions.
In the last letter, the sane position was reiterated but it
was further clarified as to future ~course of action. In
these appeals we are not concerned with the actual effect of
these Circulars and these need not be set out and exam ned.

Several financial institutions sought to-intervene as
the question involved herein is of sone inportance to them
We have allowed them to make their submssions and taken
theminto consideration. It was urged that the instructions
contained in these circulars noted before were in consonance
with the accepted principles of  accountancy and these
instructions have held the field for over 53 years. It was
also submtted that as such clains have been all owed to be
exenpted for nore than half a century, and the practice had
transformed itself into law, this position should not have
been deviated from This subm ssion, of course, cannot be
accepted. The question of how far the concept or real income
enters into the question of taxability in the facts and
circunst ances of this
74
case and how far and to what extent the concept ~of rea
i ncome should inter-mngle with the accrual of income wll
have to be judged in the light of the provisions of the Act,
the principles of accountancy recognised and followed and
the feasibility. The earlier circulars being executive in
character cannot alter the provisions of the Act. These were
in the nature of concessions and could always be
prospectively w thdrawn. However, on what |lines the rights
of the parties should be adjusted in consonance with justice
inview of these circulars is not a subject matter to  be
adjudi cated by us and as rightly contended by counsel for
the revenue, the circulars cannot detract fromthe Act.

The profits and gains chargeable to tax under the Act
are those which have been either received by the assessee or
have accrued to the assessee during the period between the
first and the last day of the year of account and are
receivable. Incone received or income accrued are both
chargeable to tax under section 28 of the Act. The
conputation of this incone is provided for in section 29 of
the Act. Wiile we are on the sections, it nay be appropriate
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to refer to section 36 also. Section 36(a) provides for
certain deductions fromthe conputation of income and sub-
section (vii) thereof deals with bad debts in these termns:
"(vii) subject to the provisions of sub-section
(2), the anmount of any debt, or part thereof,
which is established to have becone a bad debt in
the previous year."
Section 36(2) prescribes the conditions to be satisfied for
earni ng deduction for a bad debt. There is no dispute in
these appeal s that such conditions are not satisfied.
Section 56 of the Act deals wth income from other
sources and section 57 deals wi th deductions in conputation
of incone fromother sources. Section 145 deals wth the
net hod of accounting. Sub-section (1) of the said section
provides that inconme chargeable under the head "Profits and
gai ns of business or~ profession" or "lIncome from other
sources" shall be-conputed in accordance with the method of
accounting regularly -enployed by the assessee. The proviso
in certain eventualities permts the Income-tax Oficer to
adopt the node for conputation of incone. Sinmlar too is the
position of sub-section (2).
75
It is settled that the incone of the assessee will have
to be determned according to the provisions of the Act in
consonance with the nethod of accountancy regularly enpl oyed
by the assessee. The nethod of accounting regularly enployed
by the assessee helps conputation of -incone, profits and
gai ns under section 28 of the Act and the taxability of that
i ncome under the Act will then have to be determ ned. The
guestion, is, whether the income which has been conputed
according to the nmethod of accounting followed regularly by
an assessee can be dimnuted or di m nished by any notion of
real income. This has to be judged inthe light of the well-
settled principles.
In Commi ssioner of |Incone-tax, Madras, v. KRMT.T.
Thi agaraja Chetty & Conpany, 24 |.T.R 525, this Court as
early as 1953 reiterated that once the sumof Rs. 2,26,850
in that case was arrived at as income that had accrued to
the assessee, it did not cease to be the incone by reason of
the fact that it was carried to the suspense account by a
resolution of the directors and that it was, therefore,
assessable to tax. The assessee firmtherein was a managi ng

agent of a limted conmpany. Under the mmnaging agency
agreenment the assessee was entitlted to a certain nonthly
remuneration - a comrission of ten per cent on the net

profits of the conpany and a small percentage on sal es and
purchases. The agreenent further provided that the assessee
was at liberty to retain, reinburse and pay thensel ves out
of the funds of the Conmpany all npbneys expended on its
behal f and all sums due to them for conm ssion or otherwi se.
During the vyear of account ending 31st March, 1942, the
assessee had becone entitled to a commssion of Rs.
2,26,850. On 30th March, 1942, the assessee wote to the
conpany requesting that a certain debt, which the assessee
owed to the conpany for along tine past, should be witten
off. The directors by their resolution, passed on the sane
debt, refused to wite off the ampunt without consulting the
general body of shareholders and pending the settlenent of
the dispute resolved to keep the sumof Rs. 2,26,850 was
debited as a revenue expenditure of the conmpany and was
al l owed as deduction in conputing the profits of the conpany
for the purpose of incone-tax. The question was whether in
the assessnment year 1942-43, the assessee was |liable to pay
tax on the sum of Rs. 2,26,850. The Tribunal held that the
assessee was bei ng assessed on cash basis in previous years,
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that the incone had not accrued to the assessee and that the
sumof Rs. 2,26,850 should be excluded from taxation as not
havi ng been received in the accounting year. The H gh Court
cane to
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the conclusion that there was no material for the Tribunal’s
finding that the assessee was being assessed on cash basis
inthe previous years but held (Satyanarayana Rao, J.,
confirmng the deci sion of the Appellate  Tribunal
Vi swanat ha Sastri, J., contra) that the sumof Rs. 2,26, 850
was not liable to tax, inasmuch as it was not income of the
assessee which had accrued or arisen in the accounting year
This Court in appeal held that the High Court was right in
its conclusion that there was no material for the Tribunal’s
finding that the assessee was being assessed on cash basis
on the suns nentioned which had accrued to the assessee and
it did not cease to be income. In this connection, this
Court at page 531 of the Report referred to the observations
of Viswanatha  Sastri, J. wherein the I|earned judge had
stated: "The sumhad irrevocably entered the debit side of
the company’ s —account as ~a di sbursenent of nmanagi ng agency
comm ssion to the firm and had been appropriated to the
firms dues and sanme could not again be entered in a
suspence account at a later date. The sum therefore,
belonged to the /firm and had to be ‘included in the
conputation of the profits and gains that had accrued to it
unless the firmhad regularly kept ~its accounts on a cash
basis, which is not the case here."
This problem nay be better 1ooked into if the question
of difference between the nercantile systemand cash system
is examined in alittle detail
Sir Courtney Terrel, CJ. delivering the judgnent of
the Patna H gh Court in Dhakeshwar ~Prasad Narain Singh v.
Comm ssioner of Inconme Tax, Bihar & Orissa, 4 1.T.R 71 at
74., noted the difference between the two nethods of
accounting for incone, profits and gains of business. The
| earned Chi ef Justice observed at ‘page 74 of the report:
"Now, there are two nethods of accounting for the
incone, profits and gains of a business which are
generally referred to as the cash basis and the
mercantitle basis. According to the forner a
record is, as in this case, kept of actua
recei pts and actual paynments, entries being made
only when noney is actually collected or disbursed
and if the profits of the business are accounted
for in this way the tax is payable on the
di fference bet ween t he receipts and t he
di sbhursements for the period in question. There
is, secondly, the nercantile
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system under which a profit and |oss account is
mai ntai ned. At the end of the financial year the
assets and liabilities are valued and entered in
the account and the difference between the two is
the profit upon which the tax is paid."

The Conmi ssioner of Incone Tax, Bonmbay v. Sarangpur
Cotton Manufacturing Co. Ltd., 6 |I.T.R 36. Lord Thankerton,
speaking for the Judicial Committee after referring to
section 13 of 1922 Act which was nmore or less simlar to
section 145 of the present Act observed at page 40 as
fol | ows:

"Their Lordships are clearly of opinion that the
section relates to a nethod of accounting
regul arly enmployed by the assessee for his own
purposes - in this case for the purposes of the
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Conpany’s business - and does not relate to a
nethod of making up the statutory return of
assessment to income-tax. Secondly, the section
clearly rmakes sucha nmet hod of accounting a
conpul sory basis of conmputation unless in the
opi nion of the Incone-tax Oficer, the incone,
profits and gains cannot properly be deduced
therefrom It my well be that, though the profit
brought out in the accounts is not the true figure
for incone-tax purposes the true figure can be
accurately deduced therefrom The sinplest case
woul d be where it appears on the face of the
accounts that a stated deduction has been nmade for
the purpose of a reserve. But there may will be
nore conplicated cases in which nevertheless, it
is possible to deduce the true profits fromthe
accounts,” and  the judgnment of the Incone-tax
O ficer under the 'proviso must be properly
exercised. It is msleading to describe the duty
of the Income-tax Oficer as a discretionary
power . "
| gbal Ahmad, C.J. has aptly described in Conmi ssioner
of Incone Tax v. Shrimati- Singari Bai, 13 |1.T.R 224, the
nercantil e system of accountancy and has observed at page
227 of the report as follows:
"The distinguishing feature of ‘this nmethod of
accountancy is that it brings into credit what is
due imredi ately it becomes |egally due and before
it is actually received; and it brings into debit
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expenditure the anount for which a legal liability
has been incurred before it is actually disbursed.
The ’'nercantile accountancy system is t he

opposite of the 'cash system of book-keeping
under which a record is kept of actual @ cash
recei pts and actual cash paynents, entries being
nmade only when noney  i's actually collected or
di sbursed. "
In Conmmi ssi oner of | ncone- Tax, Madr as V. A
Kri shnaswam Mudaliar and Others, 53 I.T.R 122, this Court
had to refer to the distinction between nmercantile system
and cash system Referring, however, to the relevant section
appropriate to section 145 of the present Act, this Court
observed that the section did not conpel the Incone-tax
Oficer to accept a balance-sheet of cash receipts and
out goi ngs prepared fromthe books of account: it was for him
to conpute the income in accordance with the nethod of
accounting regularly enployed by the assessee. Referring to
the preval ent systemof book-keeping in India, Shah, J.
speaking for this Court observed at pages 129-130 of the
report as foll ows:
"Anong | ndi an busi nessnen, as el sewhere, there are
current two principal systems of book-keeping.
There is, firstly, the cash system in which a
record is nmmintained of actual receipt and actua
di shursenents, entries being posted when noney or
noney’'s worth is actually received, collected to
di sbursed. There is, secondly, the nmercantile
system in which entries are posted in the books
of account on the date of transaction, i.e., on
the date on which rights accrue or liabilities are
incurred, irrespective of the date of paynent. For
exanpl e, when goods are sold on credit, a receipt
entry is posted as of the date of sale, although
no cash is received inmediately in paynment of such
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goods; and a debit entry is simlarly posted when
a liability is incurred although paynent on

account of such liability is not nade at the tine.
There may have to be appropriate variations when
this system is adopted by an assessee who carries
on a profession. Wereas under the cash system no
account of what are called the outstandi ngs of the
busi ness either at the comencenment or at the
close of the year is taken, according to the
nmercantile method actual cash receipts during the
year and the
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actual cash outlays during the year are treated in
the same way as under the cash system but to the
bal ance thus arising, there is added the anount of
out st andi ngs not -~ coll ected at the end of the year
and fromthis is deducted the liabilities incurred
or accrued -but not discharged at the end of the
year. Both the nmethods are sonewhat rough. In sone
cases these nethods may not give a clear picture
of the true profits -earned and certainly not of
taxable profits. The quantum  of al | owances
permitted to be deducted under diverse heads under
section 10(2) fromthe income, profits and gains
of a business would differ according to the system
adopted. This is made clear by defining in sub-
section (5) the word "paid' which is wused in
several clauses of sub-section (2) as meaning
actually paid or incurred according to the nmethod
of accounting  upon the basis of which the profits
or gains are conputed under section 10. Again
where the cash system is adopted, there is no
qguestion of bad debts or outstanding at all, in
the case of nercantile -system against the book
profits sone of the bad debts may have to be set
of when they are found to be irrecoverable.
Besi des the cash systemand the nercantil e system
there are innunerabl e other systens of accounting
which may be called hybrid or heterogeneous - in
whi ch certain elements and -incidents of the cash
and nercantile systens are conbi ned."

For the content of the taxable inconme, one has to refer
to the substantive provisions of the Act, mainly section 5
of the Act read with other rel evant sections.

In Comi ssioner of I|ncome-Tax, Bonbay City I"v. Messrs.
Shoorji Vallabhdas and Co., 46 |.T.R 144, this Court
di scussed the concept of real incone. There the relevant
fact was that before the close of the rel evant accounting
year which was from 1st April, 1947 to 31st Decenber, 1947,
in Novenber, 1947 the assessee had desired to have the
managi ng agency transferred to two private conpanies and
this was transferred by a subsequent agreenent after the
close of the year. The assessee in that case in  fact
received only the lesser anount in spite of the entries in
the account books, and it was held that this | esser anount
al one was taxable. It
80
was reiterated by Hidayatullah J. as the learned Chief
Justice then was, that income-tax is a levy on incone and
the I ncone-tax Act took into account two points of tine at

which the Iliability to tax was attracted viz., the accrua
of the incone or its receipt; yet the substance of the
matter was income. If incone did not result at all, there

could not be any tax, even though in book-keeping, an entry
was made about a "hypothetical incone" which did not
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materi ali se. Where inconme has, in fact, been received and is
subsequently given up, in such circunstances that it remains
the incone of the recipient, even though given up, the tax
m ght be payable. Were, however, the income can be said not
to have resulted at all, there was obviously neither accura
nor receipt of income, even though an entry to that effect
mght, in certain circunstances, have been nmade in the books
of account. This decision and the use of the expression that
entry of the 'hypothetical income’ is often m sunderstood in
the sense that after the accrual if the incone did not
materialise then on the basis of the actuality or reality of
the situation it should not be considered to be incone at
all. But the significant  fact which is often | ost sight of
is that wthin the relevant accounting year viz. 1st April
1947 and 31st Decenber, 1947, in Novenber, 1947 the assessee
had desired to have the nanagi ng agency transferred to two
private companies and the subsequent agreenent in the
foll owing year viz. Decenber, 1948 was nerely fructification
or carrying into effect of that desire and as a result of
the same, the income did not accrue. That this was the basis
for the ratio of the decision of this Court would be clear
because this Court referred to and relied on the decision of
the Bonbay High Court in Comm ssioner of Income-tax, Bonbay
North, Kutch and ~ Saurashtra, Ahrmedabad v. Chamanl a
Mangaldas & Co., 29 I.T.R 987 in this respect. That was
al so a case of nmmnagi ng agency conpany’'s  entitlenent to
receive conmssion at a certain rate. By another agreenent,
in the case of comm ssion earned by the managi ng agent for
the cal ender year 1950 was reduced to Rs. 1  lakh. That
agreenent i.e. the subsequent- agreenent took place during
the previous year, and the resolution of the board of the
director of the nanaged conpany was also in the previous
year but it was, however, nade final on 8th April, 1951, at
a neeting of the board of directors but at a tinme beyond the
previous year. The High Court had taken the view that by
reason of the resolution during the currency of the previous
year, the right of the assessee(to comm ssion ceased to be
under the original agreenent and dependent upon and arose
only after the decision of
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the board of directors to reduce the commssion. The
assessee was, therefore, held not liable on the |arger sum
as it was only a hypothetical incone which it mght have
earned if the old agreement had subsisted. This Court found
that the facts of that case were alnost identical with the
facts in Shoorji Vallabdas’s case. Therefore  Shoorji
Val | abhdas’ s case nust be understood on the footing that
because of the desire in Novenber, 1947, the comm ssion did
not accrue at the end of the accounting year. In that sense
there was no accrual of the income. It may be reiterated
that in sonme limted fields where sonething which is the
reality of the situation prevents the accrual of the incone,
then the notion of real income i.e. making the income accrue
inthe real sense of the termcan be brought into play but
the notion of real inconme as it shall presently be indicated
cannot be brought into play, where inconme has accrued
according to the accounts of the assessee and there is no
i ndi cation by the assessee to treat the anpbunt as not having
accrued. Suspended animation following inclusion of the
amount in the suspense account does not negate accrual and
after the event of accrual, corroborated by appropriate
entry in the books of account, on the nere ipse dixit of the
assessee, no reversal of the situation can be brought about.
Morvi I ndustries Ltd. v. Commissioner of |ncome-Tax
(Central), Calcutta, 82 I1.T.R, 835., was also a case of
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giving up the conmm ssion which had accrued though in that
case the paynment had been deferred till after the accounts
had been passed in the neetings of the managed conpany. This
Court held that such a situation did not affect the accrua

of the incone. This Court found that the anpunts of income
for the relevant years were given up unilaterally by the
assessee after these had accrued and it could not escape
liability to tax on those ampunts. This Court reiterated
that incone accrued when it becane due. The postponenent of
the date of paynent did not affect the accrual of incone.
The fact that the amount of the income was not subsequently
received by the assessee would not also detract from or
af fect the accrual of the incone although non-receipt may in
appropriate cases be a valid ground for claimng deduction

This Court reiterated that the nercantile system of
accounting differed substantially from the cash system of
book- keepi ng. Under the cash system it was only actual cash
recei pts and actual cash paynents that were recorded as
credits and debits; whereas, under the nercantile system

credit entries were nade in respect of anpbunts due
i medi ately they becane | egally payable
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and before they were actually received. Simlarly, the
expenditure itens for ~which legal 1liability had been
incurred were i mredi ately debited even before the ampunts in
guestion were actual ly disbursed. This position was
reiterated by this Court in 1971 after taking into

consi deration various decisions of this Court. In our view,
therefore, the concept of real i ncone cannot be so used as
to nmake accrued incone  non-income sinmply because after the
event of accrual, the -assessee neither decides to treat it
as bad debt nor clains deductions under section 36(2) of the

Act, but still enters the same wth a dimnished hope of
recovery in the suspense account. Extension of the concept
of real income to this field to negate accrual after the

amount had become payable is contrary to the postul ates of
the Act.

It may be nentioned that before the decision of the
Bonbay High Court in H M Kashiparekh & Co. Ltd.”s case, 39
. T.R 706., rendered on 1st and 2nd April, 1960, a decision
havi ng rel evance on the concept of real inconme and about
whose inportant facts we shall advert later, this Court in
February, 1960 in Comm ssioner of |ncome-Tax Bonbay North v.
Chamanl al Mangal das & Co. (supra) had to consider sone of
these aspects. In that case there was provision for
reduction of conm ssion where profits were insufficient in
case of the managing agent. There was nodification of the
conmi ssion before the end of the year. The ampbunt was given
up by the managing agent. The question that . arose was
whet her the incone had accrued and what was the effect of
the entries nmade in the books of account. |t was held by
this Court that the agreenent was an integrated and
i ndi vi si ble one and the managi ng agent’s conmm ssion was only
det erm nabl e and accrued when the year was over. It —was
further held that the fact that the amounts of comm ssion
were credited in the books of the managed conpany every siXx
nonths only neant that as an interim arrangenent the
accounts of all sales were nade up at the end of six nobnths
al so. But this did not affect the construction of the clause
containing the ternms for paynment of commission nor the
deduction nade therein as a result of the nodified
arrangenent. The anmpunt which arose or accrued and which the
managi ng agent had the right to receive was not affected by
the manner in which the entry was made. The managi ng agent
was entitled to receive as comission only a sumof Rs.
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4,111,875 and that amount alone accrued to the nmnaging
agent. This Court reiterated the principle that the anount
whi ch woul d
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arise or accrue to the managi ng agent and the nanagi ng agent
woul d have a right to receive would not be affected by the
manner in which entry was nade. The existence of the right
to receive i.e. accrual, 1is inportant and that is a matter
of the reality of the situation keeping the ternms and
conditions and the conduct of the parties. |In Kashiparekh’s
case (supra), the Division Bench of the Bonmbay Hi gh Court
dealt with an assessee firm which had maintained its account
inthe nmercantile system The assessee was the nanaging
agent of a paper mll conmpany. Under the rmanagi ng agency
agreement, it was under a duty to forgo upto one-third of
its comm ssion when the profits of the managed company were
not sufficient to pay the dividend of 6 per cent. For the
accounting year ~ending on 31st Decenber, 1950, the assessee
had earned a conmssion of Rs. 1,17,644 but as a result of
the resolutions passed by the nmnaged conpany and the
assessee conpany the assessee gave up a sumof Rs. 97,000 in
Decenber, 1950. The Appellate Tribunal held that the maxi num
amount the assessee was bound to forgo was only Rs. 39,215
and included the balance of anmpbunt forgone viz. Rs. 57,785
in the taxabl e incone. The Tribunal, however, found that the
sum of Rs. 57,785/ was also given up for reasons of
comer ci al expedi ency. The Division Bench of -the Bonbay Hi gh
Court held that it 'was the real inconme of the assessee
conpany for the accounting year that was liable to tax and
that the real incone could not be arrived at w thout taxing
into the account the ampunt forgone by the assessee. 1In
ascertaining the real income the fact that  the assessee
followed the nercantile system of accounting did not have
any bearing. The accrual of the -commission, the naking of
the accounts, the legal obligation to give up part of the
conmi ssion and the forgoing of the comm ssion at the time of
the making of the accounts were not disjointed facts: there
was a dovetailing about themwhich could not be ignored
(enphasis supplied). The real income of the assessee, it was
further held, was Rs.27,644 and the —amount of Rs. 97,000
forgone by the assessee could not be included as the rea

income of the assessee for the accounting year. The two
rules that incone-tax is annual in its structure, and,
therefore, the conputation for each year is a distinct self-
contained unit and the other that the incone to be taxed is
the real income of the assessee are not inconpatible or
irreconcilable; they admit of harnonious application. The
principle of real incone is not to be so subordinated to
virtually anbunt to a negation of it when a surrender or
concession or rebate in respect of nmanagi ng agency
conmi ssion is made, agreed to or given on grounds of
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conmer ci al expedi ency, sinmply because it takes place some
time after the close of an accounting year. |In exam ning any
transaction and situation of this nature, the court would
have nore regard to the reality and speciality of the
situation rather than the purely theoretical and doctrinaire
aspect of it. It laid great enphasis on the business aspect
of the matter viewed as a whole when that could be done
wi t hout disregarding the |anguage of the statute. It may be
poi nted out that the decision in Kashiparekh’s case (supra)
has received approval of this Court in Comssioner of
I ncome- Tax, West Bengal Il v. Birla Gmalior (P) Ltd., 89
I.T.R 266., but in our opinion it is necessary to reiterate
the real facts and the basic principles of Kashiparekh's
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case. It is true that the concept of real income will have
its effect also in nercantile system of accounting. There
the accounting year was ending 31st Mrch, 1950. For the
account year 31st March, 1950 the assessee had earned
conmission but as a result of resolutions passed, the
assessee conmpany gave up Rs. 97,000 in Decenber, 1950.

The question i nvol ved, was, whet her the accrued
interest in the accounting year could be given up
subsequently or not. Now |looked at from the proper

perspective, the Court was of the view, as we read it, that
the right to the conmm ssion arose under the nanagi ng agency
agreement. Under the agreenment there was a duty to forgo
upto one-third of the comm ssion where profit of the nmanaged
conpany was not sufficient to pay a divident of 6 per cent.
It is in the peculiar situation arising out of the managing
agency agreenent that subsequently a sumof Rs. 97,000 was
given up in Decenber, 1950. In this context the fact of
surrender .and the concept of real income nust be viewed. It
was really to inplenent the obligation under the managi ng
agency agreenent ~that the giving up took place. Therefore,
the accrual of commi ssion, the making of the accounts, the
| egal obligation to give up part of the conmi ssion and the
forgoing of the conmission at the tine of the naking of the
accounts were considered not to be disjointed facts. There
was dovetailing about these which in reality of the
situation could not be ignored. This is not a case where
there being no previous obligation after interest having
been earned in the sense of having accrued according to the
nercantil e system of accounting, the assessee after the
cl ose of the accounting year w thout giving up the interest
whi ch the assessee could have as a bad debt, did not offer

it for taxation but carried it to  'interest suspense
account’ .
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Carrying certain amount which~ had accrued as interest
without treating it as bad debt or irrecoverable interest
but keeping in suspense account would be repugnant to
section 36(1)(vii) read with section 36(2) of the Act. The
concept of real income nust not be so read as to defeat the
obj ect and the provision of the statutory enactment. I n that
view of the matter Kashiparekh’s case would not be of any
assistance to the assessee for the contentions it sought to
urge before this Court in the instant case.

As mentioned hereinbefore this Court in Birla Gwalior
(P) Ltd.’s case (supra) had dealt w th Kashi parekh’ s case.
That decision before the court was an appeal from the
decision of the Calcutta H gh Court (78 I.T.R._788) in which
delivered the judgnent. It was felt by the H gh Court that
reading the order of the Tribunal as a whol e though various
contentions were raised before the Tribunal, the Tribuna
had mai nly decided the question applying the theory of rea
incone and held that these anmounts did not formthe rea
income of the assessee, inasnuch as, according to the
Tribunal, the renunerations were forgone on grounds  of
conmer ci al expedi ency. The High Court held that once it was
deci ded that these anmobunts did not formpart of the rea
i ncomre of the assessee which was liable to tax, the question
of deduction under section 10(2)(xv) of the 1922 Act becane
irrelevant. There the question really was when did the
income really accrue - whether at the end of the accounting
year or upon the naking up of the accounts, in case of the
entitlenent of commission of the assessee in the managing
agency commission and office allowance. This Court (at page
270 of 89 I.T.R) noted that the date for paynent of the
conmi ssion was stipulated in the managi ng agency agreenent.
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The accounting vyear of the assessee as well as the managed
conpani es was the financial year. The respondent gave up the
managi ng agency comm ssion fromboth the nmanaged conpani es,
for the assessment years 1954-55 to 1956-57, after the end
of the relevant financial years but before the accounts were
made up by the managed conpanies. This Court enphasi sed that
as the nanagi ng agency conmi ssion receivable could have been
ascertained only after the nmanaged conpany had nade up its
accounts and the assessee had given up the conm ssion even
bef ore the managed conpany made up its accounts, and no date
had been fixed in the agreement for the paynent of the
conmi ssion, the nmere fact that the r espondent was
maintaining its accounts on the nercantile systemdid not
lead to the conclusion that the
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conmi ssion had accrued to it by the end of the relevant
accounting year. The commission given up by the respondent
could not be considered to be|its real income. It is clear
that the fact of the case was that the managing agency
conmi ssion receivable by the assessee could have been
ascertained only after the nmanaged conpany had nade up its
accounts and as it had not nmade up its accounts, the
conmission did not accrue to the assessee conmpany and
therefore the giving up which was for valid reasons was not
given up after the /accrual of incone.

Dealing with Kashiparekh's case this  Court observed
that an argunent was advanced before this Court that as the
assessee was nmaintaining its accounts on nercantile basis,
the conmi ssion had accrued. Thi's contention did not find
favour with this Court, because this Court noted that no due
date was fixed for paynent of the comm ssion under the
nmanagi ng agency agreenment. Therefore, whet her in a
particul ar case managi ng agency conm ssion had accrued or
not would depend wupon various factors and there is a
dovetailing of these factors. It is in this light that this
Court understood Kashi parekh’s case and approved that
decision at page 270 of the report. In ny opinion, this
approval by this Court on this basis does not ‘help the
assessee in the present appeals before wus. It has'to be
pointed out that the facts in Kashiparekh' s case were
peculiar and the court wanted to relieve the assessee from
the undue hardship of tax liability. The ratio of a case
with such special features may not be avail able for general
application.

The Bonbay High Court in Conm ssioner of ‘I ncome-tax,
Bonbay | v. Confinance Ltd., 89 |I.T.R 292, held that under
the incone-tax |aw receipt of incone, either ~actual or
deened, is not a condition precedent to taxability. These
were assessable if these had arisen or accrued or deened to
have accrued or arisen wunder the Act. This principle would
be attracted even in cases where an assessee followed the
nmercantile system of accounting. However, in exanining any
transaction or situation, the Court would have nore regard
to the reality of thesituation rather t han purely
theoretical or doctrinaire aspect. It was held in that case
after discussing the facts that there were hardly any
receipts in respect of itens of interest or that the bona
fides of the assessee in not <charging interest were not
di sputed, were circunmstances which were by thenselves
insufficient to support the conclusion that
87
there was no real income in respect of the itens of interest
as none of the debts due by the several debtors was witten
off by the assessee and no evidence was produced to show
that interest in respect of the debts was given up. The Hi gh
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Court, therefore, held that there was no giving up and these
i ncomes were assessable. | amin respectful agreement with
the concl usion of the Bonbay H gh Court. In the instant case
before us the facts are still worse. The assessee has not
only not witten off, but it is still treating |oans as
alive by keeping themin suspense account. Kantawala, J., as
the Chief Justice then was, followed the correct principle
therein after considering Kashiparekh’s case (supra). The
principles enunciated therein are in consonance with the
decision of the Calcutta Hi gh Court in Janmes Finlay & Co. v.
Conmi ssi oner of Incone Tax., 137 |I.T.R 698, where all these
rel evant authorities including Kashi parekh’s case as well as
Birla Gvalior (P) Ltd."s case have been discussed and
anal ysed. In that case the accounts of the assessee conpany
for the year 1970-71 included an anount of 8,264 fromB & G
and Rs. 55,920 from  S.P. Ltd. receivable as interest. The
interest due fromB & G were on advances nade in 1966 and
that from S.P. Ltd. were on advances made in 1965. The
assessee was following the nercantile system of accounting
and the Incone-tax O ficer treated both the itens of
interest as the assessee’s incone for 1970-71. The assessee
used to credit the interest to its profit and | oss account.
It urged that it had decided to change w.e.f. 1st January,
1968, its method of accounting in respect of interest which
was doubtful of recovery, and that such interest was thence
forward credited to the suspense account. The Tribunal held
that there was no change in the nmethod of accounting and
that before the closing of the books of account of the
rel evant accounting year, the assessee had not abandoned its
claimof interest and as such the anbunts were assessable on
accrual basis. On a referene, the H gh Court held that the
alteration of practice in book-keeping and transfer of
amounts to the suspense account could not be ternmed as a
change in the nethod of accounting. Inthe instant appeals
before us, the position is still worse for the assessee.
There is no claimthat there was any change in the nethod of
accounting. The H gh Court further held in Janes Finlay's
case that though there was difficulty in realising the
interests in the year of account, there was no naterial to
show that there was any agreenent with the debtors to waive
the interest or to keep these in suspense account. Hence,
the claim for interest had not been given up. The anpunts
accrued
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and continued to remain accrued and were therefore incone
assessabl e to tax.

Qur attention was drawn to certain passages in sone
recogni sed text books on accountancy. Reference was made to
"Advanced Accounts" by Shukla and Grewal (N nth Revised and
Enl arged Edition 1981) as well as to Spicer and Pegler’s
"Practical Auditing" by WW Bigg (Fourth Indian Edition by
S.V. Gratalia) where it has been suggested that doubtfu
debts night be carried to interest suspense account.
Reference was also made to the Approved Text of the

"I nternational Accounting Standard 18". Relevant passages
fromthese books have been set out in the judgment of our
| earned brother Tul zapurkar, J. No useful purpose will be

served by repeating these. Even if in a given circunstance,
the anmbunts nmay be treated as interest suspense account for
account ancy purpose that would not affect the question of
taxability as such. This nust be determ ned by well-settled
| egal principles and principles of accountancy which have
been referred to hereinbefore.

The concept of reality of the incone and the actuality
of the situation are relevant factors which go to the nmaking
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up of the accrual of income but once accrual takes place and
i ncome accrues, the same cannot be defeated by any theory of
real income. Reference may be nmade to Calcutta Co. Ltd. v.
Commi ssi oner of |ncome-Tax, West Bengal, 37 |.T.R 1.

Three decisions, tw of the Madras Hi gh Court and one
of the Punjab and Haryana Hi gh Court, which shall presently
be noticed, were pressed into service on behalf of the
assessee to suggest that the concept of real incone can be
so applied as to nmke, where the chances of realisation of
accrued income are less it non est.

In Commi ssioner of |Incone-tax, Tami!| Nadu-V v. Mtor
Credit Co. Pvt. Ltd., 127 1.T.R 572, the assessee, a
private conpany, was carrying on business as financier for
purchase of notor vehicles on hire purchase. It advanced
under hire purchase agreenents nonies to two firms which
were plying buses. The routes of these two firms having been
taken over by a  State Transport Corporation follow ng
nationalisation, the firnms defaulted in making paynment of
the hire /purchase instal nents,” and consequently the buses
were seized. As the assessee-conpany was advised that there
was no prospect of recovering even the principal anount, the
assessee- conmpany did
89
not credit the interest ~on the outstandings from the two
conpani es even though it was adopting the nercantile system
of accounting. The Inconme-tax O ficer, however, included a
sum of Rs. 56,163 by way of accrued interest on the anmpunts
out st andi ng agai nst ‘these two firns. There in fact no
interest accrued in view of the facts because there was hire
purchase and the State transport corporation had taken over
the firms. Therefore, there was no question of paying any
hiring charges or interest. |In that view it was considered
to be wunrealistic that incone accrued. |f the actuality of
situation or the reality of a particular situation makes an
incone not to accrue, then very different considerations
woul d apply. But where interest has accrued and the assessee
has debited the account of the debtor the difficulty of the
recovery woul d not nake the accrual non-accrual of interest.

I n Conmi ssioner of Income-Tax, Mdras Central v. Devi
Films (P) Ltd., 143 |.T.R 386, the Madras H gh Court held
that the regular node of accounting only determ ned the npde
of conputing the taxable incone and the point of tine at

which the tax liability was attracted. It would not
determ ne or affect the range of taxable income or the anbit
of taxation. It was further held that where no incone had

resulted, it could not be said that incone had  accrued
nmerely on the ground that the assessee had been foll ow ng
the mercantile systemof accounting. Even if the assessee
nmade a credit entry to that effect still no incone could be
said to have accrued to the assessee according to the Madras
H gh Court. If no incone had naterialised, it was pointed
out, there could be no liability to tax on any hypothetica
accrual of income based on the nmercantile system of
accounting followed by the asessee that had to be taken into
account, but what should be considered was whether the
income had really nmaterialised or resulted to the assessee.

The question whether real income had materialised to the
assessee had to be considered with reference to conmmercia
and business realities of the situation. In that case the

assessee conpany had entered into an agreement with M who
was producing a Kannada film The filmwas in the process of
production and the producer wanted finance to conplete the
picture and approached the assessee and offered the
exclusive distribution rights of the picture in certain
areas in Karnataka State. The assessee agreed to advance a
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sumof Rs. 2,80,000. Under the agreenment the assessee as
di stributor could deduct the comm ssion and appropriate the
bal ance
90
towards the discharge of the ampunt advanced to the producer
and after the advance was conpletely adjusted, the
distributor had to remt to the producer the realisactions
after deducting the comm ssion. The distribution conm ssion
was to be calculated at 35% of the net realisation on the
pi cture. The producer undertook to conplete and deliver the
prints for the release of the picture failing which the
producer under took to pay danages together with interest
for the amount received at 12% per annum fromthe date of
default to the date of delivery of the prints and also
provided certain sumfor certain contingency. It is not
necessary to set out” in detail the further facts. It was
held that the assessee was in a position to realise only Rs.
3,47,000 approximately during the three years in question as
against a total sumor Rs. 4,37,828 incurred as the cost of
production. The Tribunal was justified in the H gh Court’s
view that  _having regard to the ternms of the agreenent
entered into between the parties and in the 1light of the
entries contained inthe accounts, the conmm ssion could not
be said to have accrued in favour of  the assessee, as
conmi ssion could be earnt only after the entire advance had
been realised. The decision, as is apparent fromits tenor
rested upon the peculiar facts. As the advances coul d not be
real i sed because of 'the contingencies that happened in that
case, the conm ssions did not accrue or could not be said to
have actually accrued. As nentioned before, the concept of
real income nay have to be given precedence in conmputation
of incone in a particular case but accrued income cannot be
wai ved as not having accrued to the assessee. Sethuraman, J.
who delivered the judgment of the bench noted the
di stinction between the James Finlay' s case and the case
before him in the Mdras Hgh Court. Dealing with the
Cal cutta case, Sethuranman, J. observed at page 395 that the
wai ver of interest would be inconsistant with the entries in
the books, since the interest had been credited to the
suspense account. As in the instant case before us in these
appeal s the |earned judges of the Madras Hi gh Court also
referred to Mrvi Industries Ltd. (supra) where affirmng
the Calcutta H gh Court decision, it was found that the
relinqui shnment by the assessee of its renuneration after it
had becone due was of no effect and that the  amount was
liable to be taxed. The Madras High Court. felt that this
Court had considered only in the Ilight of the system of
accounting followed by the assessee and further observed
that this Court in the aforesaid decision had not / been
referred to the notion of real income. It is unfortunate
that the Hi gh
91
Court chose to side-track a binding decision of this Court
on a whol |y untenabl e ground.

In Commi ssioner of Income-Tax, Anritsar-1l v. Ferozepur
Fi nance (P) Ltd. 124 |.T.R 619., the facts were different
and the Punjab and Haryana Hi gh Court hald that that even in
the mercantil e system of accountancy an assessee could forgo
the whole or part of a debt, which was irrecoverable. There
the court came to the conclusion that there was no incone in
view of the particular facts and circunstances of the case.

An acceptable fornmula of co-relating the notion of rea
incone in conjunction with the nethod of accounting for the
pur pose of conputation of income for the purpose of taxation
is difficult to evolve. Besides any straight jacket formula
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is bound to create problens in its application to every
situation. It nust depend wupon the facts and circunstances
of each case. Wien and how does an incone accrue and what
are the consequences that follow fromaccrual of incone are
wel | settl ed. The accrual nust be real taking into account
the actuality of the situtation. Wether an accrual has
taken place or not nust in appropriate cases be judged on
the principles of real incone theory. After accrual non-
chargi ng of tax on the sane because of certain conduct based
on the ipse dixit of a particular assessee cannot be
accepted. In determ ning the guestion whether it s
hypot heti cal income or whether real incone has materialised
or not, various factors will have to be taken into account.
It would be difficult and inproper to extend the concept of
real income to all cases depending upon the ipse dixit of
the assessee which would then becone a val ue judgnment only.
What has really accrued to the assessee has to be found out
and what has accrued  nust be | considered fromthe point of
view of real incone taking the probability or inprobability
of realisation in a realistic manner and dovetailing of
these factors together but once the accrual takes place, on
the conduct of the parties subsequent to the year of closing
an i ncone which has accrued cannot be nade "no i ncone".

The extension ~of such a value judgnent to such a field
is a pregnant with the possibility of m suse and shoul d be
treated with caution; otherwise one would be on sticky
grounds. One shoul d proceed cautiously and not fall a prey
to the shifting sands of tinmne.

As a result of the aforesaid discussion, the follow ng
proposi ti ons energe;
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(1) It is the income which has really accrued or arisen
to the assessee that is taxable. \Whether the inconme has
really accrued or arisen to the assessee nmust be judged in
the light of the reality of the situation. (2) The concept
of real income would apply where there has been a surrender
of incone which in theory nay have accrued but in the
reality of the situation no incone had resulted because the
income did not really accrue. (3) where a debt has becone
bad deduction in conpliance w th the provisions of the Act
shoul d be clained and all owed. (4) Were the Act applies the
concept of real income should not be so read as to defeat
the provisions of the Act. (5) If there is any diversion of
income at source under any statute or by over-riding title
then there is no inconme to the assessee. (6) The conduct of
the parties in treating the incone in a particular manner is
materi al evidence of the fact whether income has accrued or
not. (7) Mere inprobability of recovery, where the conduct
of the assessee is unequivocal, cannot be treated as
ei vdence of the fact that incone has not resulted or accrued
to the assessee. After debiting the debtor!s account and not
reversing that entry - but taking the interest nmerely in
suspense account cannot be such evidence to show that no
real income has accrued to the assessee or treated as such
by the assessee. (8) The concept of real inconme is certainly
applicable in judging whether there has been i ncone or not
but in every case it nust be applied with care and within
wel | -recognised limts.

We were invited to abandon | egal fundamentalism Wth a
problemlike the present one, it is better to adhere to the
basi ¢ fundanentals of the lawwth clarity and consi stency
than to be carried away by conmon cliches. The concept of
real income certainly is a well-accepted one and nust be
applied in appropriate cases but with circunspection and
must not be <called in aid to defeat the fundanenta
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principles of law of incone-tax as devel oped.

For the reasons aforesaid, wth respect, it is not
possible for nme to agree with the answer proposed by ny
| earned brother, Tulzapurkar, J. on the first question. In
the prem ses question nunmber (1) should be answered in the
affirmative and in favour of the revenue and questi on number
(2) nmust also, in respectful agreement wth ny |earned
brother, be answered in the affirmative and in favour of the
revenue. The appeals therefore nust fail and are dism ssed.
But in view of
93
the facts and circunstances of these cases, parties wll
bear their own costs throughout.

RANGANATH M SRA, J. | have had the advantage of reading
the two separate judgnents by ny | ear ned br ot hren
. Tul zapur kar and Mikharji, JJ.

| am in agreenent ~with both of them that the second
guestion had been correctly answered in favour of the
Revenue by the H. gh Court and the appeals are to be
di sm ssed on affirmation of ~ that conclusion so far as that
aspect is concerned.

In regard to the answer proposed for the first

question, | have bestowed ny careful consideration and I am
in agreenent wth the reasonings and concl usi ons reached by
ny | earned Brother Mikharji, J. I am of the view that

section 36(2) of the Incone Tax Act covers the entire field
regardi ng deduction for bad debt. Though the concept of
Ireal incone! is well recogni-sed one, it cannot be
introduced as an outlet of incone” fromtaxman!s net for
assessnment on the plea that though shown in the account book
as having accrued, the sane becane a bad debt and was not
earned at all. It is well settled that the citizen is
entitled to the benefit of every anmbiguity in a  taxing
statute but where the law is -clear considerations of
hardshi p, injustice or anomaly do not afford justification
for exenpting incone from taxation (see Mpp v. Oam,

[1969] (vol.l11) Al Eng. Reports 219 (H. L.)
The appeals shall stand dismssed with the direction that
the parties shal |  bear their. own respective costs
t hr oughout .
ORDER

In view of the majority judgments appeal s are
di sm ssed
A P.J.

94




