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

Page 1 of 6

PETI TI ONER
COW SSI ONER COF | NCOVE- TAX, BOVBAY

Vs.

RESPONDENT:
MS. ABDULLABHAI ABDULKADAR

DATE OF JUDGVENT:
06/ 12/ 1960

BENCH
KAPUR, J. L.
BENCH
KAPUR, J. L.
HI DAYATULLAH, M
SHAH, J.C.
Cl TATI ON
1961 AIR 701 1961 SCR (2) 949
Cl TATOR | NFO -
R 1964 SC1722 - (9)
R 1966 SC1250 (5)
ACT:
I ncome-tax--Commi ssion Agent’'s liability to pay for non-

resi dent principal--Test of deductible business |oss--Indian
I ncome-tax Act, 1922 (11 of 1922), ss. 10(1), 10(2)(X),
42(1), 43.

HEADNOTE

The respondent was a registered firm carryi ng on busi ness as
conmi ssion agents, and for the purpose of incone-tax it was
treated as the agent of a non-resident principal doing
busi ness outside |India. Under. s. 42(1) of the Indian
I ncome-tax Act the respondent was deened to be the assessee
and had to pay Rs. 3,78,49r as income-tax on-behal f of the
non-resi dent principal. After allowing for the anounts
lying with the respondentfirmthe account of the -non-
resident principal showed a debit bal ance of RS. 3,20, 162.
The respondent treated this ampunt as a bad debt and cl ained
it as a deductible loss. The Inconetax O ficer and the
Appel | ate Assi stant Comm ssioner disall owed the respondent’s
claimbut the Income Tax Appellate Tribunal held it to be an
al | owabl e deduction being a bad debt incurred as a result of
the respondent’s business activities with the nonresident

princi pal . The Hi gh Court treating the anmount  as a
deducti bl e busi ness | oss incurred by the respondent-affirmed
the decision of the Incone-tax Tribunal. On appeal by the

Conmi ssi oner of | ncone-t ax,

Hel d, that the respondent was not entitled to the reduction
claimed by it. The liability to pay inposed upon it under
s. 42(2) of the Income-tax Act did not arise directly from
the carrying on of the business nor was it incidental to the
busi ness. The |1 oss was not a commercial loss incurred in
the respondentfirm s own business but it arose out of the
busi ness of another person and that was not a pernissible
deduction within s. io(l1l) or s. 10(2)(Xi) of the Act.
Gresham Li fe Assurance Society v. Styles, (1892) 3 T. C. 185
(H L.), referred to

Comm ssi oner of Income-tax v. Sir S. M Chitnavis, (1932)

L. R 59 1. A 290, followed.
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Badridas Daga v. Comm ssioner of Income-tax, [1959] S.C R
690 and Curtis v. |I. and G ddfield, Ltd., (1925) 9 T. C
319, discussed.

Lord’s Dairy FarmLtd. v. Comm ssioner of |Incone-tax, Bom
bay, [ 1955] 27 |.T.R 700, Calcutta Co., Ltd. V.
Conmi ssi oner of Incone-tax, [1959] 37 I.T.R 1 and CI.R .
Hagart and Burn Murdoch; [1929] A .C. 386, not applicable’
120
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JUDGVENT:

ClVIL APPELLATE, JURI SDICTION: Civil Appeal No. 312 of 1959.
Appeal fromthe judgnment and order dated August 23, 1956, of
the Bonmbay High Court in-Income-tax Reference No. 21 of
1956.

Har dyal Hardy and D. Qupta, for the appellant.

A V. Viswanatha Sastri and 1. N Shroff, for t he
respondent.

1960. Decenmber 6. The Judgnent of the Court was delivered
by

KAPUR, J.-This is an appeal by special |eave brought by the
Conmi ssi oner of |ncone-tax against the judgnent and order of
the H gh Court of Bonbay answering the question in favour of
the assessee. The question referred by the Tribunal was:
"Whether on the facts and in the circunstances of the case
the amount of Rs. 3,20,162 is an allowabl e deducti on under
Section 10(2)(xi) or 10(2)(xv) of the Income-tax Act?"

whi ch was anended by the H gh Court as foll ows:

"Whether on the facts and in-the circunstances of the case
the anbunt Rs. 3,20,162 is an all owabl e deducti on"

and was answered in the affirmative -and against the
appel | ant .

The facts of the case shortly stated are these: The
respondent is a registered firmcarrying on business as

conmi ssion agents. It was treated as the agent of / a non-
resident principal Haji Mhanmed Syed Ali Barbari~ of Port
Sudan (hereinafter "referred to as t he nonr esi dent
princi pal . It was carrying on the business of export of
cloth and kariana (i.e., miscellaneous goods) to Aden, Saud

Arabia and sudan. It used to supply goods fromlndia to the

nonr esi dent principal, who on his part, was sending cotton
to the respondent and other nmerchants for sale in |India.
For the years 1942-43, 1943-44, 1944-45 and 1945-46, the
respondent firmwas treated as the agent of the nonresident
principal under s. 43 of the Incone-tax Act

951

(which will hereinafter be ternmed "the Act’) for the purpose
of inconme-tax and Excess Profits Tax. The respondent firm
had to pay in all Rs. 3,78,491 under s. 42(1) of the Act and
after allowing for the amounts which were in its hands the
account of the principal non-resident showed a debit bal ance
of Rs. 3,20,162. For the year of assessnent, 1953-54, the
respondent firm treated this ambunt as a bad debt -and
clained it as a deductible loss to be set off against
profits. The Income-tax Oficer treating this claimas one
under s. 10(2)(xv) of the Act, disallowed it. The Appellate
Assi stant Comm ssioner treated it as one under s. 10 (2)(xi)
of the Act and he also disallowed it. On appeal to the
I ncome-tax Appellate Tribunal it was held to be a bad debt
and an all owabl e deduction as it was incurred as a result of
the business activities which the respondent firm was
carrying on with the nonresident principal. At the instance
of the Conmi ssioner of |Incone-tax, the case was stated to
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the H gh Court and the High Court nodified the question and
answered the sane in the affirmative, 1i.e., against the
appel | ant . The High Court held that as the | aw i nposed an
obligation wupon the respondent firm to discharge t he
liability and-it was incidental to the business of the
respondent the ampunt was a deductible |oss; and even if it
was not a debt, then also the ampbunt could be clained by the
assessee as a business or trading | oss, because in arriving
at the true profit of the respondent’s business that |oss
had to be deducted. The High Court thus applied s. 10(1) of
the Act to the anount clainmed by the respondent.

The allowability of the amount in di spute depends upon the
nature of the liability inposed upon the respondent firm
The contention of the respondent’s counsel was that it was
carrying on foreign trade and had dealings with a foreign
merchant and in the course of the business there were
imports and exports and therefore the i nt erconnection
bet ween the respondent firm and the non’-resident principa
was so intimate as'to invite the application of s. 42(1),

i.e., the establishnment of agency as 'contenplated in that
section. The liability to pay arises under a. 42(2) which
provi des

952

"Where a person not resident or not ordinarily resident in
the taxable territories carries on business with a person
resident in the taxable territories, and it appears to the
Income-tax O ficer that owing to the close connection
bet ween such persons the course of busi ness is so
arranged that the business done by the resident person wth
the person not resident or not ordinarily resident produces
to the resident either no profits or |ess than the  ordinary
profits which m ght be expected to arise in that business,
the profits derived therefromor which may reasonably be
deened to have been derived therefrom shall be chargeable
to incone-tax in the nane of the resident person who shal
be deened to be, for all the purposes of this Act, the
assessee in respect of such incone-tax."

Relying on this provision it was argued that the nature of
the respondent’s busi ness was foreign trade which was inter-
connected with the business of the non-resident principal
Its nature was such as to attract the inposition of
l[iability on the respondent firm under s. 42(2) of the  Act
and therefore the 1loss so incurred nust be taken to be
incidental to and arising out of the business of the
respondent .

"The thing to be taxed", said Lord Hal sbury, L. C., "is the
amount of profits and gains. The word 'profits’ I think is
to be understood in its natural and proper sense-in a sense
whi ch no comercial man woul d. mi sunderstand": Gresham  Life
Assurance Society V. Styles (1). Hence even if a deduction
is not specifically enunerated in sub-section (2) “of B. 10
it would still be a debatable itemto reflect the ‘taxable
profits. The Privy Council in Comnm ssioner of |ncome-tax v.
Sir SO M Chitnavis (1) held that the Act nowhere authorises
the deduction of bad debts of a business, such a deduction
is necessarily allowable because what is chargeable to
income-tax in respect of a business are the profits and
gains of a year and in assessing the anbunt of profits and
gai ns of that, year account nust necessarily be taken of al

| osses incurred, otherw se true profits and gains cannot be
ascertained. In order

(1)(21892) 3 T.C. 185, 188 (H. L.).

(2)(1932) L.R 59 |I.A 290, 296.
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that a loss may be deductible it must be a loss in the
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busi ness of the assessee and not paynent relating to the
busi ness of sonebody el se which under the provisions of the

Act is deemed to be and becones the liability of the
assessee. The loss becomes allowable if it "springs
directly from and is incidental” to the business of the
assessee. The decision therefore mainly depends upon

whet her the loss clained is a business |oss of that nature.
In our opinion the ambunt which becanme payable by the
respondent firm cannot be called its business |oss. In
order to be deductible the loss nust be in the nature of a
commercial loss and, as has been said above, nust spring
directly out of it and nust really be incidental to the
business itself. It is not sufficient that it falls on the
trader in sone 'other capacity or is nmerely connected with
hi s busi ness.

Counsel for the respondent relied upon a judgnent of this
Court in Badridas Daga v. The Conm ssioner of Incone-tax

(1). In that case an-agent of the assessee engaged for the
purpose of carrying on of the assessee’s business had
authority to operate a bank account. Acting under such

authority the agent w thdrew fromthe bank nonies and put
themto his personal use. The assessee was able to recover
fromthe agent only a part of the ampount mi sappropriated and
the bal ance was witten off as irrecoverable debt and it was
held that it was not allowable under 's. 10(2)(xi) or
10(2)(xv) of the Act but it was a 1oss deductible in
conputing the profits under s. 10(1) of the Act as a |oss
incidental to the carrying on of ~hi's business. Counse

relied on the following observation of Venkatarama Ayyar,
J., at p. 695:

"The result is that when a claimis made for a deduction for
which there is no specific provision in's. 10(2), whether it
is adm ssible or not will depend on whet her having regard to
accepted commercial practice and trading principles it can
be said to arise out of the carrying on of the business and
to be incidental to it.,,

That passage has to be read in the circunstances of

(1)[1959] S.C.R 690.
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that case where the enpl oynent of agents was-incidental to
the carrying on of the business and it was observed that it
logically followed that the | osses which were incidental to
such enploynment were also incidental to the carrying on of
the business. At page 696, it was observed: -

"At the sane tine it should be enphasised that the |loss for
whi ch a deduction could be made under s. 10(1) must be one
that springs directly fromthe carrying on of the business
and is incidental to it and not any |oss sustained by the
assessee, even if it has sone connection with his business."
Ref erence nmay al so be nmade to an English decision in Curtis
v. J. & G ddfield Ltd. (1). In that case the -managing
director of a conpany of wi ne and spirit nerchants enbezzl ed
noni es of the' conpany and that. was clainmed as a loss as a
bad debt and it was held that it was not a trading | oss —and
was therefore not an admi ssible deduction. |In that case the
contention of the Crown *as that the sumwas not an ordinary
tradi ng debt and therefore could not be a bad debt and that
the loss was not connected with, and did not arise out of
the trade. Row att, J., said at p. 330:

"When the Rul e speaks of a bad debt it means a debt which is
a debt that would have cone into the balance-sheet as a
trading debt in the trade that is in question and that it is
bad. It does not really nean any bad debt which, when it
was a good debt, would not have come in to swell the
profit.”
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In the present case the liability was inposed upon the
respondent firmbecause it was treated as an agent wthin
the neaning of s. 42(1) of the Act and the liability was
i nposed because of the deening provision in sub-s. (2) of s.
42 of the Act. can it be said, in the present case, that the
l[iability inmposed upon the respondent firmwas a business
debt arising out of the business of the respondent or to use
the words of Venkatarama Ayyar, J., "springs directly from
the carrying on of the business and is incidental to it or
is a trading debt in the business of the respondent firm"
As we have said above, that condition has not

(1)(1925) 9 T.C 319.
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been fulfilled and the 1loss which the respondent has
incurred is not in its own business but the liability arose
because of the business of -another person and that is not a
perm ssi bl e deduction within s.~10(1) of the Act. It is not
a loss which has to be deducted in respect of the business
of the respondent from the profits and gains of the
respondent’s business.

Counsel for the respondent also relied on Lord s Dairy Farm
Ltd. v. Conmi ssioner of 1ncone-tax, Bonmbay(1l). That 'was a
case of enbezzlement by an enpl oyee and it was held that the
loss directly arose fromthe necessity of enpl oying cashiers
and therefore the/l oss by enbezzlenent was a trading |oss
but in that very case it was held that before a claim could
be nade for deduction of a debt as bad debt it nmust be a
debt in law. That case is not applicable to the facts of
the present case and is of little assistance in the decision
of the question before us. Counsel for the respondent next
relied on Calcutta Co., Ltd. v. The Conmi ssioner of |ncome-
tax (2). It was held in that case that the expression
"profits and gains" has to be understood in its comercia

sense and that there could be no computation of profits and
gains until the expenditure necessary for earning those
profits and gains is deducted therefromand that when there
is no specific provision ins. 10(2) in regard to claim

nmade, its allowability will depend on accepted commercia
practice and trading principles and it will be allowed if it
can be said to arise out of the carrying on of the business
and is incidental to it. As a principle it i's

unexceptionable but it does not carry the nmatter any
further.

It was next contended that the matter falls wthin s.
10(2)(xi) of the Act, i.e., it is in respect of ~ the ~busi-
ness. This contention has even | ess substance than the
claim of deduction under s. 10(1). Under cl. (xi) also a
debt is only allowable when it is a debt and arises out of
and as an incident to the trade. Except in noney-lending
trade debts can only be so described

(1) [1955] 27 |I.T.R 700.

(2) [1959] 37 I.T.R
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if they are due fromcustoners for goods supplied or |oans
toconstituents or transactions of a simlar kind. |In
every case the test is, was the debt due as an incident to
the business; if it is not of that character it will be a
capital |oss. Thus a loan advanced by a firm of
Solicitors to a conmpany in the formation of which it acted
as | egal adviser is not deductible on its becom ng
irrecoverabl e because that is not a part of the profession
of a Solicitor: C. I. R v. Hagart & Burn Miurdoch (1).

In our opinion the H gh Court "was in error in answering the
guestion in favour of the respondent. W therefore allow
this appeal, set aside the judgnent and order of the High
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Court and answer the question agai nst the respondent.

appel lant wi ||
Court.

have his costs in this Court and

Appea

in the

al | oned.

The
Hi gh




