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ACT:

Indian Income-tax Act (XI of 1922), ss. 42(1),42(3)-Non-
resi dent-Purchase of materials in India by established
agency--Wiether an " operation "-Profits attributable to
purchase, whet her assessable in |India-"Business connection,"
meani ng of.

HEADNOTE:

Though a few isol ated transactions of purchase of raw mate-
rials in India by a manufacturer. carrying on _business
outside India may not anobunt to the carrying on- of an "
operation " in India within the nmeaning of s. 42 (3) of the
Indian Incone-tax Act, where raw materials are purchased
systematically and habitually in India through an
establ i shed agency having special skill and conpetency in
sel ecting the goods, such an activity will be an "operation"
within a. 42 (3), and the portion of the profits
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attributable to the purchases in India can be assessed to
i ncometax wunder s. 42(1) and (3) of the Indian |ncone-tax
Act .

Bangal ore Wollen, Cotton & Silk MIls Co. Ltd. v. Comm s-
sioner of Income-tax, Madras [1950] (18 I.T.R 423) ,
Conmi ssi oner of Income-tax, Bombay v. Ahnedbhai Umarbhai d
Co. ([1950] S.C. R 335), Conm ssioners of Taxation v. Kirk
([1900] A.C. 588), -Rogers Pyatt Shellac Co. v. Secretary of
State for India ([1925] I.L.R 52 Cal. 1) and Webb Sons &
Co. v. Comm ssioner of Incometax, East Punjab ([1950] 18
. T.R 33) relied on.

An isolated transaction between a non-resident and a
resident in India without any course of dealings such as
mght fairly be described as a business connection does not
attract the application of s. 42, but when there is a
continuity of business relationship between the person in
India who helps to make the profits and the person outside




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

Page 2 of 6

India who receives or realises the profits, such
rel ationship constitutes a business connection

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeal No. 12 of 1952.
Appeal fromthe Judgnent and Order dated the 18th January,
1950, of the H gh Court of Judi cature at Madr as
(Satyanarayana Rao and Viswanatha Sastri JJ.) in Case
Ref erred No. 27 of 1947.

OT. G Nanbiar (S N. Mukherjee, wth hin) for the
appel | ant.

M C. Set al vad, Attorney-General for I ndi a, and C.
K. Daphtary, Solicitor-General for India (G N Joshi and
P.A. Mehta, with them) for the respondent.

1962. Decenber 22. The Judgment of the Court was delivered
by

MAHAJAN J. -This isan appeal fromthe judgment of the High
Court of. Judicature at Madras dated 18th January, 1950,
del i vered on a reference by the | nconmet ax- . Appel | ate
Tri bunal under section 66(1) of the Indian Incone-tax Act,
whereby the Hi gh Court answered the two questions referred

in the affirmative.’ The appellant is - a public limted
conpany incorporated in the United Kingdom and owns a
spinning and weaving mll |ocated at Pondicherry in French
I ndi al . The vyear of account of the appellant is the
cal endar year. In the year 1939 no sales of yarn or cloth
manuf actured by the conmpany were effected in
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British India, though in the previous year such sales were
ef f ect ed. Al  the purchases of cotton required for the

mlls were nade in British India by Messrs. Best & Co.,
Ltd. Under an agreenent between the appellant and ' Messrs.
Best & Co., Ltd., Mdras, dated 11th July, 1939, & Messrs.
Best & Co., Ltd. were constituted the agents of the
appellant for the purposes of (its business in India.
Messrs. Best & Co., Ltd. have under the terms of the
agreement full powers in connection with the business of the
appellant in the matter of purchasing stock, signing bills
and ot her negotiable instruments and receipts and  settling,
conpoundi ng or conprom sing any claimby —or against the
appel | ant. The agents are enpowered to borrow npbney on
behal f of the appellant and to nake advances. They are also
expect ed to secure the best conm ssions, br okerages,
rebates, discounts and other allowances in respect of and in
connection wth the business of the appell ant. They are
enjoined to keep proper accounts of the appellant and to pay
over to the appellant the sumstanding to its credit. They
are renunerated by a salary of Rs. 6,500 per nmouth  and a
percentage commssion on the profits nade. During the
rel evant year all the purchases of cotton required for the
m |l at Pondicherry were made by the agents in British India
and no purchases were made through any other agency. The
agents exercised their judgnment and skill and purchased such
qualities and quantities of cotton and at such prices as
they in their experience considered nost advantageous in the
i nterests of the conpany.

Prior to 1939-40 the appell ant was assessed to income-tax in
British India on the profits computed on a turnover basis
ear ned by the sales in British India of the goods
manufactured by the appellant. In the course of the
assessment year 1939-40 the appellant stated that it
di scontinued its business in British India with effect from
1st  April, 1939, and clainmed relief wunder section 25'3)
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which was granted. In the course of his further enquiries
the Incone-tax Officer found 'that though the appellant was
not
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selling its goods in British India and earning a profit
thereby, it continued to have an active business connection
in British India having regard to the way in which the
busi ness of purchasi ng goods and materials for themills was
carried on. There upon the Inconmetax officer held that such
purchases of cotton in British India constituted a business
connecti on in British India and t hat t he profits
attributable to the purchases were liable to tax under
sections 42(1) and 42(3) of the Act. The net inconme of the
conpany was conputed to be Rs. 2,81,176 and ten per cent. of
this sum was apportioned under section 42(3), of the Act as
being the profits and gains reasonably attributable to that
part of the business operations, which were carried out in
British India. The -appel | ant 'appeal ed against the said
order 'of ‘the Income-tax O ficer to the Appellate Assistant
Comm ssioner who confirmed  the order of the Incone-tax
Oficer. A further appeal by the appellant to the Tribuna
was unsuccessful .

At the instance of the appellant, the Tribunal stated a case
and referred the foll owing questions for the decision of the
H gh Court under section 66(1) of the Act :-

" 1. Wiether in the circunstances of this case the assessee-
conpany had any busi ness connection in British India wthin
the neaning of sections 42(1) and 42(3) of the Income-tax
Act ?

2. \Whet her any profits could reasonably be attributed to
the purchase of entire cotton made in British Indiia by the
secretaries and agents of the assessee conmpany within the
nmeani ng of sections 42(1) and 42(3) of the Income-tax Act ?
The High Court answered both these ‘questions in the
affirmative and, in our opinion, rightly.

The |earned counsel for the appellant reiterated before us
the argunments that he had addressed in the High Court and
contended that on the facts of this case there was 'no / scope
for the finding that any profits or. gains accrued to the
assessee directly or
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indirectly through or fromany busi ness connection in |ndia.
It was argued that a nere purchase of raw materials or goods
in British India does not result in the accrual or arising
of profits and that the profits on the sale of goods arise
and accrue only at the place where the sales are effected
and that in the present case, there being no sales effected
in British India in the year of account 1939, ' no profits
accrued or arose to the conpany in British India nor  could
ally profits be deenmed to have accrued or arisen in British
I ndi a. In support of his proposition, the |earned- counse
pl aced reliance on a nunber of cases, inter alia, on  Board
of Revenue v. Madras Export Co.(1), Jiwan Das V.
Conmi ssi oner of I ncome-t ax, Lahore (2), Rahi m - v.
Conmi ssi oner of Incone-tax(3), Conm ssioner of |nconetax,
of Inconme-tax v. Little’s Oiental BalmLtd.(5). Most of
these deci sions were given under the Act of 1922, before the
insertion of section 42 (3) in the Act of 1922 by the
amendi ng Act of 1939.

As agai nst the cases relied upon by the | earned counsel for
the appellant, several authorities have been cited to us
whi ch have proceeded on the footing that even purchase of
raw naterials could be an operation in connection wth a
business and if it was carried on in British India it mght
make the profits attributable to such operation taxable
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under section 42 of the Indian Income-tax Act. The case
Rogers Pyatt Shellac Co. v. Secretary of State for |India(6)
is one of the |eading decisions on this point. This case
was deci ded under section 33 of the Indian Income-tax Act,
1918, and the judgnent shows that the principle followed in
the case was simlar to that which was subsequently enbodi ed
in section 42 (3) of the Income-tax Act, 1922. The question
referred to the Hgh Court in that case was in these terms: -
"I's this company which purchased shellac and mica in India
for sale in the open narket in America

(1) (1923) I.L.R 46 Mad. 360.

(2) (1929) 1. L. R 10 Lah. 657.

(3) AI.R 1949 Oissa 60.

(4 AT R 1946 Bom 185.

(5) [1950) 18 I.T.R 849.

(6) (1925) I.L.R 52 Cal. 1.
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liable "to be assessed to incone-tax and super-tax under
ei ther I ncone-tax Act VIl of 1918 or Act XI of 1922 and the
Super-tax Act, VI of 1917."

And it was answered in the affirmative. The same line of
reasoni ng was adopted by the Rangoon High Court in
Conmi ssi oner of Income-tax- Burma v. Steel Bros. Co.’ (1).

Among recent cases on this point which were decided under
section 42 of the I'nconme-tax Act, 1922, can be nentioned the
case of Mtor Union Insurance Co. Ltd. v. Conm ssioner of
I ncome-tax, Bonbay(2) and that of Wbb Sons & Co. .
Conmi ssi oner of Incone-tax, East Punjab(3). In the |ast
case, the assessee conpany which was incorporated in the
United States of Anerica was carrying on in Anerica the
busi ness of nmanufacturing carpets. |Its only -business in
British India was the purchase through its agent in British
India, of wool as raw material for use in the manufacture of
car pets. It was held that the purchase was an operation
within the meaning of section 42 (3), and the profits from
such purchases could be deenmed to arise in British |India and
it was consequently assessabl e under section 42 (3) of the
Indian Inconme-tax Act. The questions referred to'the High
Court in this case and relevant to this enquiry were these:
“"(i) Is nere purchase of raw nmaterial -an operation wthin
the meani ng of section 42 (3) of the Act?

(ii)Can any profit arise out of nere purchase of raw
mat eri al ?"

Wiile answering these questions in the affirmative it was
sai d: -

"It is clear that the purchase of raw nmaterial by a firm of
manuf acturers is one of the processes or operations which
contributes to an appreciable degree to the ultimte profit
which is realized on the sale of manufactured articles.”
There is thus no uniformty of judicial opinion on the
guestion that the nmere act of purchase produces no profit.
(1) (1926) I.L.R 3 Rang. 614.

(2) A 1.R 1945 Bom 285.

(3) [1950) 18 I.T.R 33.
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In our judgnent, the contention of the |earned counsel for
the appel l ant, and on which his whole .argunment is founded,
that it is the act of sale alone from which the profits
accrue or arise can no |longer be sustained, and has to be
repel | ed in view of the decision of this Court in
Conmi ssi oner of Inconme-tax, Bonbay v. Ahnedbhai Umarbhai &
Co.(1). That was a case that arose under the Excess Profits
Tax Act, XV of 1940. A firmwhich was resident in British
India and carried on the business of nanufacturing and
selling groundnut oil, and owned sone oil mlls wthin
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British India also owned a mll in Raichur in the Hyderabad
State where oil was manufactured. The oil manufactured in
Rai chur was sold partly within the State of Hyderabad and

partly in Bonbay. It was held by this Court that the
profits of that part of the business, viz., the nanufacture
of oil at the mll in Raichur accrued or arose in Raichur

even though the manufactured oil was sold in Bonbay and the
price was received there, and accordingly, that part of the
profits derived fromsales in Bonbay which was attributable
to the nmanufacture of the oil in Raichur was exenpt from
excess profits tax under the proviso to section 5 of the
Act. Reference in this case was nmade to the decision of the
House of Lords in In re Comm ssioners of Taxation v. Kirk
(2), wherein it was held that where incone was in part
derived from the extraction of ore fromthe soil of New
South Wl es Col ony, and fromthe conversion in the latter
colony of the crude oreinto a merchantable product, this
incone ~was assessable under the New South Wales Land and
| nconme Tax Assessnent Act of 1895, section 15, sub-sections
3 and 4, ‘nowi thstanding that the finished products were sold
excl usi vely outside the colony. ~Lord Davey while delivering
the judgnent of the Privy Council observed as follows :-

"It appears to their Lordships that there are four processes
in the earning or production of this income -(1) the
extraction of the ore fromthe soil ; (2) the

(1) [1950] S.C.R 335.

(2) [1900] A.C. 588.
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conversion of the crude ore into-a nerchantable product,
which is a manufacturing process; (3) the sale of the
nmer chant abl e product; (4) the receipt of the noneys arising
from the sale. Al these processes are necessary. stages
which terminate in ’'noney, and theincone is the noney

resulting |less the expenses attendant on all the | stages.
The first process seens to their Lordships clearly wthin
sub-section 3, and the second or manufacturing Process, if

not wthin the meaning of trade in subsection 1, is
certainly included in the words any others source’ whatever
in sub-section 4.

So far as relates to these two processes, therefore, their
Lordships think that the income was earned and arising and
accruing in New South Wales."

On a parity of reasoning it can well be said in this case
that the profits accrue or arise to the appellant fromthree
busi ness processes or operations, those being (1) the
purchase of cotton in British India; (2) its conversion by
the process of manufacture in Pondicherry into yarn or cloth
; and (3) the sale of the nmerchantable product, and those
have to be apportioned between these three operations. The
sanme |line of reasoning was adopted by the Madras Hi gh /Court
in Bangalore Wollen, Cotton & Silk MIIs Co. Ltd. wv.
Conmi ssi oner of Income-tax, Madras(1l). There it was held
that the purchase of raw materials by the man-aging agents
in British India would be an operation w thin the nmeaning of
section 42(3) and-it was reasonable to attribute a portion
of the profits to such purchases in British India.

After a careful consideration of the decided cases on the
subject and in view of the insertion of section 42 (3) in
the Act of 1922 by the anending Act of 1939, we have reached
the conclusion that in the present state of the law there is
hardly any scope for maintaining the view contended for by
the | earned counsel for the appellant and we therefore agree
with the Hgh Court in repelling it. Wile maintaining the
view taken by the High Court in this case we w sh

(1) [21950] 18 I.T.R 423.
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to point out that it is not every business activity of a
manuf acturer that cones within the expression "operation" to
whi ch the provisions of section 42(3) are attracted. These
provisions have no application unless according to the
known and accepted business notions and usages the
particular activity is regarded as a well defined business
operation. Activities which are not well defined or are of
a casual or isolated character would not ordinarily fal
within the anbit of this rule. Distribution of profits on
di fferent business operations or activities ought only to be
made for sufficient and cogent reasons and the observations
made here are limted to the facts and circunstances of this
case. In a case where all that may be known is that a few
transactions of purchase of raw materials have taken place
in British India, it could not ordinarily be said that the
isolated acts werein their nature " operations " within the

nmeani ng of that expression. In this case the raw materials
were purchased systematically and habitually through an
est abl i shed~ agency having special skill and conpetency in

sel ecting the goods to be purchased and fixing the tinme and
pl ace of purchase. Such activity appears to us to be well
within the inport of theterm" operation " as wused in
section 42 (3) of the Act. It is not in the nature of an
isolated transaction ~of purchase of raw naterials. The
first contention of the assessee is therefore negatived.

The | earned counsel argued in a rather half-hearted nanner
that there was no business connection of the assessee in
British India. Thi s contention does not require serious
consi der ati on. An isolated transaction between a non-
resident and a resident in British India without any course
of dealings such as nmght fairly be described as a  business
connection does not attract the application of section 42,
but when there is a continuity of business relationship
between the person in British India who helps to nake the
profits and the person outside British India, who receives
or realizes the profits, such relationship does constitute
busi ness connection. |In this case there

463

was a regular agency established in British India for the
purchase of the entire raw materials required for the
manuf act ure abroad and the agent was chosen by reason of his
skill, reputation and experience in the line of trade. The
terns of the agency stated in by wearlier part of this
judgrment fully establish that Messrs. Best-& Co. Ltd. were
carrying on something alnost akin to the business of a
managi ng agency in India of the foreign conmpany and the
latter certainly had a connection with this  agency. We
therefore negative this contention of the | earned counsel as
wel | .

For the reasons given above we uphold the view taken by the
Hi gh Court and disniss the appeal with costs.

Appeal dism ssed.

Agent for the appellant: P. H Mikherji.

Agent for the respondent: G H. Rajadhyaksha.




