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| ncome-t ax- Tr adi ng adventure-Profits of busi ness Com
put ati on-Val ue of stock-in-trade-Inclusion of Value at the
end of year of account-Necessity-Assessee’ s nethod of
account ancy- Power s in Inconme-tax Oficer in conputi ng
profits-Indian Incone-tax Act, 1922 (11 of 1922) 's. 13
provi so.

HEADNOTE:

The assessee firm acquired for. Rs. 1, 00,000/ - t he
exploitation rights of a cinenmatograph filmwhich were to
enure for four years. For the period, Decenmber 25, 1947 to
August 2, 1948, which was the previous year corresponding to
the assessnent year 1949-50 the firm filed a voluntary
return declaring that Rs. 28,643/- were earned by the
exploitation of the film In the statenent-subnitted by the
firm the total receipts credited in the firms books were
Rs. 1,46,849/- and against that amount were debited Rs.
18, 206/- as expenditure and Rs. 1,00,000/- as (the anmpunt
di sbursed for acquiring the exploitation rights. The
Inconme-tax O ficer was of the view that fromthe statenent
of account which omtted to include at the «close- of the
account year the value of the right inthe film for the
unexpired period, the profits of the firmcould not properly
be deduced. Accordingly, he estimated the value of the
rights for the unexpired period of exploitation to which the
firm was entitled on August 2, 1948, at Rs. 65,000/- and
conputed the net profits of the firmas an unregistered firm
at Rs. 93,642/- and assessed incone-tax and super-tax
payable by the firmon that footing. 1In the appeals filed
agai nst the order or assessnment, only the correctness of the
estimated value of the rights of the filmat Rs. 65,000/ -was
chal | enged, and the Appellate Tribunal reduced the val uation
to Rs. 40,000/-. On reference, the H gh Court of Madras
took the viewthat it was the cash systemthat the assessee
had adopted. that valuation of the closing stock was not an
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incident of that systemfor ascertaining the profits and
that the Inconetax Oficer had no power under the proviso to
s. 13 of the Indian Inconme-tax Act, 1922, to force a
different system on the assessee either the nercantile
systemor a hybrid system of cash plus valuation of closing
st ock.

Hel d: In a trading venture, for conputing the true
profits of the year, the stock-in-trade nust be taken into
account, whatever nmethod of book-keeping was adopted; and
the Hgh Court was in error in holding that because the
assessee had maintained his accounts in the cash system it
was not open to the Inconetax Oficer to add to the receipts
fromthe business the value of the stock-in-trade at the end
of the year for the purpose of properly deducing the profits
of the business for theyear in question

There was not warrant in the case of assuming that the
i nconme-t ax Oficer sought to displace the nethod of
accountancy adopted by the assessee it -"-as only by
applying the proviso to s. 13 of the Indian Incone-tax Act,
1922, that the Incone-tax O ficer nade the conputation upon
the basis and-in the manner in which in his opinion profits
coul d be properly deduced.
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JUDGVENT:

ClVIL APPEALLATE JURI SDI CTI ON: G vil Appeal No. 250 of 1963.
Appeal by special leave fromthe judgnment and ,order dated
February 2, 1960 of the Madras H gh Court in Case Referred
No. 1 of 1955.

R. Ganapathy lyer and R N. Sachthey, for the appellant.

S. Nar ayanaswany and R Copal akrishnan,” for respondent
nos. | and 3-6.

April 16, 1964. The Judgnent of the Court was delivered by.
SHAH, J.-Respondents to this appeal are a firm constituted
under a deed dated Decenber 12, 1947. The firm originally
consisted of three partners: K N Danodara Midaliar, A
Kri shnaswami Mudaliar and v. Thangaraja Muidaliar. K. N.
Danpdara Mudaliar acquired for the firmfor Rs. 1,00,000/-
the exploitation rights which were to ensure for four vyears
in a cinematograph film "Apoorva Chinthamani* for the North
Arcot, the South Arcot and the Chingleput districts and for
Pondi cherry. For the period, Decenber 25, 1.947 to August
2, 1948--which was "the previous year" corresponding to the
assessnment year 1949-50the firmfiled a voluntary return
declaring that Rs. 28,643/ were earned by the exploitation of
the film |In the statement submtted by the firmthe tota
receipts credited in the firms books were Rs. 1, 46,849/-,
and against that anmount were debited Rs. 13,206/- as
expenses and Rs. 1,00,000/- as the amount disbursed for
acquiring t he exploitation rights. Ther eby in the
conputati on of the profits of the business, the firmdebited
the anmpbunt paid for acquiring the rights of exploitation  of
the film but did not take credit for the value of the
unexpired exploitation rights at the end of the "previous
year". On  August 15, 1948, a deed of dissolution of the
partnership was executed, and Danpbdara Mudaliar sold wth
ef fect from August 6, 1948, his half interest in the assets
of the partnership to Krishnaswam Midaliar for Rs. 2,000/-
and retired fromthe partnership. On August 27, 1948 a
trial balance-sheet of the firm s books of account was
prepared showing a cash balance of Rs. 190/12/4, a debit
agai nst Krishnaswam Mudatiar for Rs. 2.641/8/8 and credits
in favour of Danpdara Miudaliar and Thangaraja Mudaliar
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respectively for Rs. 1,888/2/11 and Rs. 944/2/1. Thereafter
Kri shnaswami  Mudaliar, Thangaraja Miidaliar and V. S.
Lakshmanan (an outsider) formed thenselves into another
partnership to exploit the filmfor the unexpired period.
From this partnership Krishnaswami Midaliar retired on
February 22. 1949 agreeing to receive Rs. 12000/- for his
778
six sixteenth share in the assets of the firmon the date of
retirement.
In the assessnent of the respondent firmfor the year 1949-
50 the Second Additional’ income-tax Oficer, Vel | ore
declined to accept the statement of account that the firm
had earned till August 2, 1948, a net profit of only Rs.
28,643/- as truly representing the profits of the firm Fie
observed that "no stock valuation of the picture has been
taken but only the excess collection over purchase val ue has
been returned", indicating thereby that in his view fromthe
statenment | of account which omtted to include at the close
of the year the value of the rights inthe film for the
unexpi red period the profits of the firmcould not properly
be deduced. The Inconme-tax O ficer estimted the value of
the rights for the unexpired period of exploitation to which
the firmwas entitled on August 2, 1948 at Rs. 65,000,- and
conputed net profits of the firmas an unregistered firm at
Rs. 93, 642/ and assessed i ncone-tax and super-tax payable by
the firmon that footing.
In appeal by the firmto the Appellate -Assistant Com
m ssioner, the correctness of the estinmated value of the ex-
ploitation rights of the filmat Rs. 65,000/ was al one chal -
| enged and it was subnmitted that the sumof Rs. 4,000/- was
the true value of the assets at the end of the  previous
year. Danpbdara Midaliar the retiring partner havi ng
relinquished his rights representing half  share ‘for Rs.
2.000/- only. The Appellate Assistant Conmi ssioner rejected
t he contenti on, hol ding ‘that the wvaluation of t he
exploitation rights for the unexpired period in the deed of
di ssolution dated August 15, 1948 was "dictated by extra-
comercial considerations". and confirned the valuation of
Rs. 65, 000/- made by the Incometax Officer. Even in  appea
to the I ncone-tax Appellate Tribunal, Madras, the respondent
firmmerely contended that the valuation of the exploitation
rights for the unexpired period was excessive. The Tribuna
partially upheld the plea, and reduced the valuation to Rs.
40. 000/ - as on August 2, 1948, and directed nodification of
the assessment on that footing.
Pursuant to an order issued by the H gh Court of Madras in a
petition wunder s. 66(2) the Tribunal stated the  case and
referred the foll owi ng question: ---

"Whether on the facts and circunstances of

this case the Tribunal was justified in

applying the proviso to s. 13 of the  Income-

tax Act and in confirm ng the assessnment' on a

nmercantil e basis of accounting.”
779
The H gh Court held that it was open to the assessee to
mai ntain accounts according to a recogni sed system of ac-
counting and the assessee having adopted the cash system of
,accounting, and the Tribunal having assigned no reasons for
di scarding that systemin the conputation of the profits the
Tribunal was in error in making the assessnent on the basis
of the nercantile system of accounting.

The Hi gh Court observed: -

"When we reach the position that it was the

cash systemthat the assessee had adopted in

this case, and that valuation of the «closing
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stock was not an incident of that system for
ascertaining the profits, it should be obvious
that the Incone-tax O ficer had no power under
the proviso tos. 13 to force a different
system '’ on the assessee either the nmercantile
system or a hybrid system of cash pl us
val uation of closing stock."
The Hi gh Court accordingly answered the question referred in
the negative. Against the order, with special, leave, this
appeal is preferred.
The question to be deternmined in this appeal is whether in
the conputation of the incone of the firmunder the head
"Profits and gains of business" the Incone-tax Oficer was
bound by the nmethod of accounting in which the cost of
acquisition of the filmof which the exploitation rights
were held was debited at the conmencenment of the year, but
the value of the filmat the end of the year was ignored.
Section 10 of the Indian Income-tax Act, 1922, provides that
tax -shall be payable by an assessee under the head "Profits
and gai ns _of business, profession or vocation" in respect of
the profits or gains of any business, profession or vocation
carried on by him Such profits or gains have to be
conputed -after making the allowances set out in sub-s. (2).
Section 13 provides that the incone, profits and gains shal
be conputed, for/ the purposes of ss. 10 and 12, in
accordance with the nethod 'of accounting regularly enployed
by the assessee, provided that, if no nethod of accounting
has been regularly enployed or if the nmethod enployed is
such that, in the opinion of the Income-tax O ficer, the
incone, profits and gains -cannot properly be deduced
therefrom then the conputation shall be made upon such
basis and in such manner as the Incone-tax Oficer nmay
det er mi ne.
It may be recalled that the Income-tax O ficer had 'in the
order of assessnment observed that the firmhad not made a
stock valuation of the filmand had nmerely taken the excess
col l ection over the purchase value and had submitted its
780
return of incone 'on that basis. " No express order was re.
corded by the Incone-tax O ficer that in his opinion the in-
cone, profits or gains of the business could not properly be
deduced fromthe nmethod of accounting enployed by the firm
but it is inplicit in what is stated by him that wthout
val uation of the unexpired exploitation rights the profits
of the vyear of account could not be conputed. Wth  this
view. it appears, the Appellate Assistant Commi ssioner
agr eed.
In appeal to the Appellate Tribunal the only plea raised was
that the Income-tax Oficer had erred in estimting the
val ue of the unexpired exploitation rights at Rs. 65, 000/-.
That was partially accepted, and the value was reduced to
Rs. 40,000/ -. It is difficult to appreciate how any
guestion about the regularity of the proceedings of the
I ncome-tax O ficer by the adoption of the nercantile system
of accounting and by the application of the proviso to s. 13
of the Incometax Act arose fromthe order of the Tribunal
The High Court has under the Inconme-tax Act power to cal
upon the Appellate Tribunal to state a case’ only if the
H gh Court is not satisfied about the correctness of the
deci sion of the Tribunal that no question of |aw arises from
the order of them Tribunal. The grounds of appeal filed
before the Tribunal and before the Appellate Assistant
Comm ssioner nmake it abundantly clear that the question as
to the applicability of the proviso to s. 13 to the profits
di scl osed by the respondent firm was never chall enged. Nor
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can it be said that the Tribunal "forced the x x x firm to
adopt for the purpose of conmputation of its profits”
a .systemof accounting other than the one adopted by the
firm In the title of the order by the Incone-tax Oficer
it was recited that the, method of accounting adopted by the
firm was "nercantile”, but that does not ampunt to saying
that he proposed to conpute the inconme on the basis that the
accounts should be re-witten on the nercantile system

The question referred to the H gh Court asks for advice on
the justification for applying the proviso to s. 13, and
conputation of the income on the basis of the nmercantile,
system of accounting. On neither of these two branches
there was any argunent raised by the firmbefore the Tribu-
nal. But we do not propose to dispose of this appeal on the
limted ground that the question as framed did not arise out
of the order of the Tribunal and need not be answered. The
grounds given by the H gh Court-in support of their answer,
to the question referred raise a matter of principle of sone
importance in the conputation of incone of an assessee
carrying -~ on a trading venture with the aid of a wasting
asset, and we have heard el aborate argunents advanced by
counsel at the Bar and we deemit necessary, to express our
opi ni on on the questions debat ed.

781

It is true that the Revenue authorities and the Tribunal did
take into consideration the stock valuation at the end of
the year of account, but that was not because in their view
the system of accounting adopted was or should be nercan-
tile: the truth of the matter isthat in their view, profits
of the firmfor the year could not, having--regard to the
nature of the business, properly be deduced from the

accounts, "unless the opening and closing stocks were
brought into the picture". This is nmade clear by the
observati ons of the Tribunal in paragraph-15 of t he

statement of the case:
"X x x in all trading cases the true profits
cannot be deduced from any system of
mai nt ai ni ng account s whet her cash or
mercantile, unless the opening and closing
stocks are brought into the picture at cost or
mar ket price whichever is lower; it will not
avail an assessee to say that in his ~cash
system he had not nmade any profit on hi's cash
sales till all his stock is disposed of.
Income-tax is an annual |evy-and the profits
of each year require to be ‘ascertained for
that purpose as accurately as  circumnstances
permt. It therefore, in any [ system of
accounting mai nt ai ned by t he assessee,
ot herwi se acceptabl e, the stocks are left out
of account, the aforesaid proviso, it is
hunbl y submitted, necessarily has to be
i nvoked, even if it were for the sole purpose
of adjusting the book figures for the stock
figures."
Correctness of this view especially in the context of a
tradi ng venture by the exploitation of a wasting asset, but
whi ch is the assessee’'s stock-in-trade, falls to be
consi der ed.
Section 13 of the Indian Income-tax Act was incorporated for
the first time in the Incone-tax legislation in India by the
I ncome--tax Act Il of 1922, because in a case decide’ under
the Income-tax Act, 1918, Willis, C J.,, delivering the
principal judgnment of the Full Bench in Secretary, Board of
Revenue, Madras v. Arunachal am Chettiar(1l) expressed the
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view that whatever nmay be the system of accounting adopted
by an assessee, incone assessable to tax nmeans the incone
actually or constructively received and that the words of
the charging section placed limts upon the succeeding
sections specifying the different classes of income Iliable
to tax. To supersede this exposition of the law the
Legi sl ature while enacting Act 11 of 1922 found it necessary
to enact s. 13. The section leaves it to the assessee to
adopt any conmpute of accounting and obliges the |ncone-tax
Oficer to conpute the income, profits and gains for the
pur poses of ss. 10 and
782
12 in accordance with such nethod of accounting regularly
enpl oyed, if profits of the business can properly be deduced
therefrom The Judicial Committee of the privy Council ob-
served in Comm ssioner of Income-tax, Bombay v. Sarangpur
Cott on Manuf acturing Conmpany Ltd, Ahmedabad(?2):
" X X xthe section relates to a nethod of ac-
counting regularly enployed by the assessee
for his own purposes x x x and does not relate
to a nethod of making up the statutory return
for assessnment to inconme-tax. Secondly, the
section clearly nakes such a method of ac-
counti'ng a conpul sory basis of conputation
unless, in the opinion of the Incone-tax
O ficer, the incone, profits and gains cannot
properly be deduced therefrom -~ It may well be
that, ‘although the profit brought out in the
accounts is not the true figure for incone-tax
pur poses, - the true figure can~ be accurately
deduced therefrom
The Board al so observed: -
“I't is the duty of the Incone-tax Oficer
where there is such a method of accounting to
consi der whet her the incone, profits and gains
can properly be deduced therefrom  and to
proceed according to his judgnment ‘on this

guestion."
Again as observed by this Court in Conmi ssioner of Incone-
tax v. Mnillan & Co.(2) the expression “in the
opi ni on of the I ncone-tax Officer"™.in the proviso to _s.
13 of the Indian Incone-tax Act, 1922, does not confer a
mere discretionary power; in the context it inmposes a

statutory duty on the Incone-tax Oficer to examne in every
case the nmethod of accounting enpl oyed by the assessee and
to see whether or not it has been regularly enployed and to
determ ne whether the income, profits and gains of the
assesses coul d properly be deduced therefrom

But the section only deals with the conputation of incone,
profits and gains for the purposes of ss. 10 and 12 and does
not purport to enlarge or restrict the content of - taxable
i ncome, profit and gains under the Act. Section 2(15) of
the Act defines "total income" as meaning total amount of
in. come, profits and gains referred to in sub-s. (1) of _s.
4 conputed in the manner laid down in the Act. Section 4(1)
| ays down what incone shall be included in the total incone,
and ss. 10(2), 12(2), 12B(2), 14, 15A, 15B, 15C and 16
prescribe the manner of conputation of incone, profits and
gains in

(1) L.R 65 1.A 1.

(2) 33 1.T.R 182.

783
different circunstances, and al so prescribe special excep-
tions. Section 13 does not directly inpinge upon the

application of these provisions: it merely prescribes that
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the conputation of taxable profits shall be nade according
to the nethod of accounting regularly enployed. VWere in
the opinion of the Incone-tax O ficer the incone, profits
and gai ns cannot properly be deduced fromthe nethod of ac-

counting, it is open to the Incone-tax Officer to compute
the income upon such basis in such manner as he my
det er m ne. The section does not conpel the Incone-tax

Oficer to accept a balance-sheet of cash receipts and
out goings prepared fromthe books of account; he has to
conpute the income in accordance wth the nethod of
accounting regularly enployed by the assessee.

The only departure nade by s. 13 of the Indian Incometax Act
from the tax legislationin England is that whereas under
the English legislation the Comri ssioner is not obliged to
determine the profits of a business venture, according to
the met hod of accounting adopted by the assessee, under the
Indian Income-tax Act, prima facie, the Incone-tax O ficer
has for the purpose of ss. 10 and 12 to conmpute the incone,
profits and gains in accordance with the nethod of account-
ing regularly enployed by the assessee. If, therefore,
there is a systemof accounting regularly enployed and by
appropriate adjustnments from the accounts mmintai ned taxable
profits may properly be deduced, the Incone-tax Officer is
bound to compute the profits in accordance with the nethod
of accounting. But where in the opinion of the Incone-tax
Oficer the profits cannot properly be deduced from the
system accounting adopted by the assessee it is open to him
to adopt a nore suitable basis for conmputation of the true
profits.

Among | ndi an busi nessnmen, as el sewhere, there are current
two principal systens of book-keeping There is, firstly, the
cash system in which a record is naintained of actua

recei pts and actual disbursenents, entries being posted when
noney or noney’'s worth as actually received, collected or
di sbur sed. There is secondly the nercantile system in
which entries are posted in the books of account on the date
of the transaction i.e. on the date on which rights accrue
or liabilities are incurred, irrespective of the date of
paynent . For exanple, when goods are sold on credit, a
receipt entry is posted as of the date of sale, although no
cash is received imedi ately in paynent of such goods; and a
debit entry is simlarly posted when a liability is incurred
al t hough paynent on account of such liability is not made at
the time. There nmay have to be appropriate variations when
this system is adopted by an assessee who carries on a
prof essi on. \Wereas

784

under the cash systemno account of what are (called the
out standi ngs of the business either at the comrencenent or
at the close of the year is taken; according to the nercan-
tile method actual cash receipts during the year -and the
actual 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 the outstandings not collected
at the end of the year and from this 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 nethods may not give a clear picture of the
true profits earned and certainly not of taxable profits.

The quantum of allowances permtted to be deducted under
di verse heads under s. 10(2) fromthe incone, profits and
gains of a business would differ according to the system
adopt ed. This is made clear by defining in sub-s. (5) the
word "paid" which is used in several clauses of sub-s (2) as
meani ng actually paid or incurred according to the method of
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accounting upon the basis of which the profits or gains are
conputed wunder s. 10. Again where the cash system as
adopted, there is no question of bad debts or outstandings
at all: in the case of mercantile systemagainst the book
profits some of the bad debts nay have to be set off when
they are found to be nercantile system there are in-
nunerabl e other systens of accounting which may be called
hybrid or heterogeneous-in which certain el enents and inci-
dents of the cash and nercantile systens are conbi ned.

But what ever nethod of book-keeping is adopted, in the case
of a trading venture, for conputing the true profits of the
year the stock-in-trade nust be taken into account. If the
val ue of stock-in-trade i's not taken into account, in the
ultimate result the profit or loss resulting fromtrading is
bound to get absorbed or reflected in the stock-in-trade
unl ess the value of the stock-in-trade remai ns unchanged at
the comencenent of the year and at the end of the year.It
must be renmenbered that under the |nconme-tax Act, tax is
levied on incone, profits and gains, and not on receipts:
taxabl e profits therefore cannot ordinarily be deduced from
cash receipts -alone. |If in the conputation of profits of a
trading venture, only the cash receipts and outgoings are
taken into account, in substance emergence of profits would
be deferred, till the firms capital outlay is conpletely
recouped, thereby transfornmng what in truth are profits of
the business into capital, by book-keeping entries.

In this case it is unnecessary to consider whether the
met hod of accounting adopted of ignoring the value of the
stock-in-trade may be regarded as regularly enployed by the
respondent firm when it is the first year of account. It
is com

785

non ground that the nethod of accounting was not nercantile.
but was wholly or primarily cash. ~ The “Inconme-tax | Officer
was of the view that in the absence of stock-valuation of
the filmwhich was a wasting asset of the partnership and
which was exploited for earning profits, the incone of the
firm could not properly be deduced and with that ‘view the
Appel |l ate Assistant Conmissioner. and the Tribunal have
agreed. The Hi gh Court, however, held that the naintenance
of account on cash basis being a recognised -method  of
accounting, the Inconme-tax Oficer was bound by the choice
of the assessee who had adopted that system of accounting,
and to conpute the inconme in accordance with that~ nethod
unless the Income-tax Oficer was satisfied  that t he
assessee had not regularly adopted that system The High
Court al so observed that what the Departnment had done was to
make the assessment on the basis that the system of
accounting adopted by the assessee was nercantile-a system
whi ch the assessee had never adopted, and thereby conputed
the profits of the assessee, by taking into consideration
val uation of the closing stock which was not an incident of
the cash system The Incone-tax Officer had in the view of
the H gh Court no power under the proviso to s. 13 "to force
a different systemon the assessee either the nercantile
systemor a hybrid systemof cash plus valuation of closing
st ock".

In coming to that conclusion, in our judgment, the High
Court erred. Note the facts: an anpbunt of Rs. 1,00, 000/-
was paid by the firmfor acquiring a wasting asset, which
was to be exploited for the benefit of the partnership. The
price paid for acquiring the asset was debited as an
out goi ng. At the end of the year there was a total,
collection of Rs. 1,646,849/- by the exploitation of the
asset . The expenses for carrying on the business anounted
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to Rs. 18,206 / -. The result according to the respondent
firmwas a net profit of Rs. 28,647/-. This was arrived at
by posting the outgoing for acquiring its stock-in-trade as
a proper debit, and ignoring the value of that asset at the
end of the year altogether. Under the Incone-tax Act for
the purpose of the assessment each year is a self-contained
unit, and if out of the receipts the cost of the filmwas to
be deducted in the absence of an entry crediting the value
of the asset at the end of the year, for arriving at the
incone of the profit of the firmwould either wholly or
substantially be absorbed in the anortization of the capita
value of the asset. The result of the accounting would
therefore give a false picture of the partnership, however
lucrative the business may in reality be. The nethods of
conputation of taxable inconmes prescribed by the Act of
di fferent kinds of incone are undoubtedly highly artificial
but the Act does not conpel the Incone-tax Oficer to accept
a statement of account which is not prepared according to
any recogni sed accounting practi ce.

786
In Comm ssioner of |Inland Revenue v. Cock Bussell and Co.
Ltd.(1). CroomJohnson - J., in dealing with valuation of’

stock-in-trade for purposes of taxation observed:
there  is no word in the statutes or rules
which deals. wth this question of wvaluing
stock-in-trade. There is nothing in t he
rel evant |egislation which indicates that in
conput i ng t he profits and ‘gains of a
commerci.al concern the stock-in-trade at the
start of the accounting period should be taken
in and that the anmount of the stock-in-trade
at the end of the period should also be taken
in. It would be fantastic not to do it: it
would be wutterly inpossible accurately to
assess profits and gains nerely on a statenent
of receipts and paynents or on the basis of
tur nover. It has llong been recognised that
the right nethod of assessing profits and
gains is to, take into account the value of
the stock-in-trade at the beginning and the
val ue of the stock-in-trade at the end as two
of the items in the conmputation. | need  not
cite authority for the general proposition
which is adnmitted at the Bar, that ~for -the
pur poses of ascertaining profits and gains the
ordinary principles of cormercial accounting
should be applied, so long as they do not
conflict with any express provision of. the
rel evant statutes ."
We have already said that in England there is no provision
whi ch conpels the tax officer to adopt in the conputation of
i ncome the system of accounting regularly enployed by the
assessee. But whatever may be the systemwhether it is cash
or nercantile-as observed by Croom Johnson J.-in a trading
venture it would be inpossible accurately to assess the true
profits w thout taking into account the value of the stock
in trade at the beginning and at the end of the year
Reference may also be nade to Winmster & Co. v. The
Conmi ssi oner of Inland Revenue(2) in which Lord President
Cl yde observed at p. 823:-
"I'n computing the bal ance of profits and gains
for the purposes of Incone Tax, X X X two
general and fundanental conmmonpl aces have
always to be kept in mnd. In the first
pl ace, the profits of any particular year or
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accounting period nust be taken to consist of
the difference between the receipts from the
trade or business during such year or
accounting period and the expenditure |aid out

to earn those receipts. |In the second place,
t he

(1) 29 T.C 387. (2) T.C 813.
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account of profit and loss to be nmade up for
the purpose of ascertaining that difference
must be framed consistently with the ordinary
princi pl es of comrercial accounting, so far as
applicable,  and in conformty with the rules
of the |Income-tax Act, or of that Act as
nodi fi ed by the provisions-' and schedul es of
the Acts regulating Excess Profits Duty as the

case may~ be. For exanple the ordi nary
principles of comercial accounting require
t hat in the profit and 1oss account a

merchant’s or - manufacturer’s business t he
val ues of the stock-intrade at the beginning
and at the end of the period covered by
the account ~should be entered at cost or
mar ket price, whichever is the |ower. although
there is nothing about this in the taxing
statutes.”
Similarly in Comm ssioner of Income-tax and Excess Profits
Tax, Madras v. Messrs. Chari and Ram Madura(l) Rajamannar

C.J., observed that stock-in-trade in hand is an essentia
itemin the conputation of the profits for a period.
"Profits" as observed by Fletcher-Multon, L.J., in the

Spani sh Prospecting Conpany Ltd. in re.(2).
"inplies a conparison between the state of a
busi ness at two specific dat es usual |y

separated by an interval of a year. The
fundanental neaning is the ampbunt of gains
nmade by the business during the year. Thi s

can only be ascertained by a conparison of the
assets of the business at the two dates.

"W start therefore wth this fundanental
definition of profits, namely, if the total
assets of the business at the two dates be
conpared, the increase which they show at the
| ater date as conpared with the earlier date x
X X X represents in strictness the profits

of t he busi ness during the peri od in
guestion.”
It is true that in that case Fletcher-Multon, (L.J.,  made

the observations not in dealing with a profit and /|oss
account in a case relating to taxation, but with a, balance-
sheet of a conpany intended to show the actual “financia
condition of a business at the end of a year. The
observati ons however do show that in ascertaining profits
what may be regarded as normal book-keeping practice has to
be observed. Whet her in the case of trading in specia
classes of assets appropriate adjustnents nay have to be
made it beside the point.

The |Incone-tax Act makes no provision with regard to the

val uation of stock. It charges for payment of tax the
i ncome,

(1) 17 1.T.R 1. (2) [1911] 1 Ch. 92.
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profits and gains which have to be conputed in the nanner
provided by the Incone-tax Act. 1In the case of a trading

venture these profits have to be adjusted in the |Ilight of
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the provisions of the Incone tax Act permitting allowances
prescri bed thereby. For that purpose it is the duty of the
| ncome-t ax Oficer to find out what profits the business
has nade according to true Accountancy practise , in the
system adopted, and thereafter to make requiste adjustnents,
and even appropriate nodifications on the rul e suggested by
Fletcher-Multon, L.J. to ascertain the taxable profits. it
is true as observed by Lord Buckmaster in The Naval Colliery
Co. Ltd. v. The Comm ssioner of Inland Revenue(1l) that the
principle of determining the profits of the trade by val uing
everything at the beginning and the end of the accounting
period and by finding the difference may not be universally
applicable in all cases, and needs material nodification

The formula suggested in the Spanish Prospecting Conpany’s
case(") was sought to be applied to a case in which Excess
Profits duty was assessed. The assessee a mining conpany
was unable to work-its colliery on account of a strike. The
assessee sought to introduce into its account which normally
ended on June 30, 1921, the estimated expenses for repairing
the damage (which though arising in the account period was
restored later) on the plea that the expenses were in the

nature of liability of business and properly debitable
before they were actually incurred. The House of Lords
rejected that contention.” It was in this context that Lord

Buckmaster observed that the accountancy rules, applicable
to wi se and prudent trading could not be used in connection
with the working of a mning |ease.

These observations do not affect thetrue character of the
profits of a business. Adjustnents may have to be nade in
the principle having regard to the special character of the
assets, the nature of the business and the appropriate
al l owances pernitted, in order to arrive at the  taxable
profits. They do not support the proposition that in the
case of a trading venture. you can arrive at the true
profits of a year by ignoring altogether the valuation of
the stock-in-trade at the end of the year, while debiting
its value at the comencenent of ‘the year as an outgoing,
for determination of the profits by ignoring the ‘val uation
of the stock at the end of the year and debiting the  val ue
of the assets at the conmencenent of the year would not give
a true picture of the profit for the year of account.

There is no, warrant in this case for assuming that the Re-
venue authorities and the Tribunal had sought to displace
the nethod of accountancy adopted by the assessee. By
applying the proviso to s. 13, they nade ~the ~conputation
upon the basis

(1) 12 T.C 1017.

(2) [1911] 1 Ch. 92.
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and in the manner in which in their opinion profits would be
properly deduced. That they were entitled to do. W are
therefore of the viewthat the High Court was in error in
hol ding that because the assessee had naintained hi s
accounts in the cash systemit was not open to the Incomne-
tax Oficer to add to the receipts fromthe business the
value of the stock-in-trade at the end of the year for the
pur pose of properly deducing the profits of the business for
the year in question.

The appeal therefore nust be allowed and the answer to the
guestion referred to the H gh Court will be in the affirma-
tive. The Commissioner will be entitled to his costs in
this Court as well as in the H gh Court.

Appeal al | owed.

790
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