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ACT:

I ncome Tax Act, 1922-Secs. 10(1), 10(2)-Loss occasioned
on account of devaluation-Wether deductible as revenue
expenditure-Circulating capital and fixed capital.

The assessee is a Linited Conpany having its Head
Ofice in Calcutta.

HEADNOTE

It has inter alia a Cotton MIIl~ situated in West
Paki stan where it carries on business of manufacturing and
selling cotton fabrics. For the accounting year relevant to
the assessnment year 1954-55, the assessee nmde 'a |arge
profit in the unit in Wst Pakistan. The Pakistan profit,
according to the official rate of exchange, which was then
preval ent, nanely, 100 Pakistani rupees being equal to 144
I ndi an rupees anounted to Rs. 1,68,97,232 in terns of
I ndi an rupees. Since the assessee was taxed on accrua
basis, the sumof Rs. 1,68,97,232 representing the Pakistani
profit was included in the total incone of the assessee for
the assessnment year 1954-55 and the assessee was taxed
accordingly after gi ving double taxation relief in
accordance with the bilateral agreement between  India and
Paki stan. On 8th August, 1955, the Pakistani| rupee. was
deval ued and parity between Indian and Paki stani rupee was
restored. The assessee thereafter succeeded in obtaining the
perm ssion of the Reserve Bank of Pakistani to remt a sum
of Rs. 25 lakhs in Pakistani rupees out of the Pakistan
profit for the assessnent year 1954-55. The profit of Rs. 25
lakhs in terns of Pakistani rupees had been included in-the
total income of the assessee for the assessnent year 1954-55
as Rs. 36 lakhs in terns of Indian rupees according to the
then prevailing rate of exchange and, therefore, when the
assessee received the sum of Rs. 25 | akhs on renittance of
the profit of Rs. 25 lakhs in Pakistani rupees during the
assessment years 1957-58, the assessee suffered a |oss of
Rs. 11 lakhs, in the process of conversion on account of
appreciation of the Indian rupee qua Pakistani rupee.
Li kewi se, in the assessnment year 1959-60, a further sum of
Rs. 12,50,000 was renitted by the assesses to India out of
the Pakistani profit for the assessnent year 1954-55 and
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suffered a |1 oss of Rs. 5,50,000. The assessee clained in its
assessment for the year 1957-58 and 1959-60 that these
| osses of Rs. 11 |akhs and Rs. 5,50,000 should be allowed in
conputing the profit from business. The Incone Tax O ficer
and the Tribunal disallowed the claim On a reference to the
H gh Court, the High Court took the view that no | oss was
sustained by the assessee on renmttance of the ampbunts from
West Pakistan and that in any event, the | oss could not be
said to be a business |oss because it was not a |oss arising
in the course of business of the assessee but it was caused
by deval uati on which was an act of State. The H gh Court
accordingly answered the question in favour of the Revenue
and agai nst the assessee.

Di sposi ng of the appeals by special |eave the Court,
977
N

HELD: The first question that arises is whether the
assessee suffered any l1oss on the remttance of Rs. 25 | akhs
and Rs. 12,50,000. These two anounts admittedly cane out of
the Pakistani profit for the assessnment year 1954-55 and the
equi val ent_of ~these two anpbunts in I'ndian currency, nanely,
Rs. 36 Ilakhs and Rs. 18 |akhs respectively was included in
the assessment of the assessee as part of Pakistani profit
but by the time these amobunts cane to  be repatriated to
India, the rate of exchange had undergone change on account
of deval uation of / Pakistani rupee -and, therefore, on
repatriation, the @ assessee received only Rs. 25 |akhs and
Rs. 12.50 lakhs in ‘Indian currency instead of Rs. 36 | akhs
and Rs. 18 | akhs. The assessee thus suffered a | oss of Rs.
11 lakhs in one case and Rs. 5.50 | akhs inthe other case.
The fact that no |oss was reflected in the books of the two
accounts of the assessee was not a conclusive factor and the
H gh Court ought not to have relied onit. It is now well-
settled that the way in which entries are nmade by an
assessee in his books of account-is not determ native of the
guesti on whether the assessee has earned any profit or
suffered any loss. [981 A-D, 982 A-B C

Comm ssi oner  of | ncone Tax V. Tat a Loconoti ve
Engi neering Co., 60 I.T.R 405 relied on.

The question arising in the case is whether the |oss
sust ai ned by the assessee was a trading loss and if it was a
trading loss whether it would be liable to be deducted in
conputing the taxable profit of the assessee under Sec.
10(1) of the Incone Tax Act, 1922. The argunent which found
favour with the H gh Court was that because the devaluation
was an act of the sovereign power, it could not be regarded
as a loss arising in the course of the business of the
assessee or incidental, to such business, is plainly
erroneous. It is true that a loss in order to be a trading
loss nust spring directly fromthe carrying on of business
or be incidental to it, but it would not be correct to say
that where a loss arises in the process of conversion of
foreign currency which is part of trading asset of the
assessee, such 1loss cannot be regarded as a trading loss
because the change in the rate of exchange which occasions
such loss is due to an act of the sovereign power. [982 D Q@

Badri Das Dada v. CI.T., 34 1. T.R, 10 relied on.

It is not the factor or circunstance which caused the
loss that is material in determining the true nature and
character of the |oss, but whether the |oss has occurred in
the course of carrying on the business or is incidental to
it. If thereis aloss intrading asset, it would be a
trading | oss, whatever be its cause, because it would be a
loss in the course of carrying on the business. |If the stock
intrade of a business is stolen or burnt the |oss, though




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

Page 3 of 14

occasi oned by external agency or act of God would clearly be
a trading | oss. Wiether the | oss suffered by the assessee is
atrading loss or not, would depend on the answer to the
guery whether the loss is in respect of a trading asset or a
capital asset. |In the former case, it would be a trading
| oss but not so in the latter. The test may be formulated in
another way by asking the question whether the loss is in
respect of circulating capital or in respect of fixed

capital. It is, of course, not easy to define precisely what
is the line of demarcation between fixed capital and
circulating capital but there is a well recognised

di stinction between the two concepts. Adam Smith in his
"Wealth of Nations' describes fixed capital as what the
owner turns to profit by keeping it in his

978

own possession and circulating capital as what he nmakes
profit of by parting with it and letting in change nasters.
Circulating capital neans capital enployed in the trading
operations of the business and the dealings with it conprise
tradi ng receipts and trading disbursenents, while 'fixed
capital’ neans capital not so enployed in the business,
though it nmay be wused for the purposes of a manufacturing
busi ness but does not constitute capital enployed in the
tradi ng operations of the business. [982 H, 983 A-F]

Gol den Horse /Shoe (new) Ltd. v. Thurgood, 18 T.C. 280;
approved.

Landes Bros. ' v. Sinpson 19 T.C. 65; Davis v. Shell &
Co. of Chine Ltd. 32 T.C. 133; Inperial Tobacco Co. .
Kelly; 25 T.C. 292; referred to wi th approval.

Commr. of |Incone-tax. Bonbay Gty v. Tata Locompotive &
Engi neering Co. Ltd. 34 1.T.R 10 approved.

Commr. of |Incone-tax, Mysore v. Canara Bank Ltd. 63
. T.R 308 approved.

It is clear from the authorities that where profit or
loss arises to an assessee on —account of appreciation or
depreciation in the value of foreign currency held by it,
on conversion into another currency, such profit or |oss
woul d ordinarily be trading profit or loss if the foreign
currency is held by the assesses on Revenue account or as
trading asset or as part of circulating capital enbarked in
the business. But if, on the other hand, the foreign
currency is held as a capital asset or —as fixed capital,
such profit or |Ioss would be of capital nature. [991 B-(

In the present case, no finding has been given by the
Tribunal as to whether the sumof Rs. 25 | akhs and Rs. 12.50
| akhs were held by the assessee in West Pakistan on capita
account or Revenue account and whether they were a part of
fixed capital or of «circulating capital enbarked and
adventured in the business in West Pakistan. |If these two
amounts were enployed in the business in Wst Pakistan and
fornmed part of the circulating capital of that business, the
loss of Rs. 11 lakhs and Rs. 5.50 |lakhs resulting to the
assessee on renission of these two ampunts on account of
alterations in the rate of exchange, would be a trading
loss, but if instead these two amobunts were held on capita
account and nere part of fixed capital the loss would
plainly be a capital loss. [991 C E

The Court was, therefore, unable to answer the question
whet her the | oss suffered by the assessee was a trading | oss
or a capital loss. Odinarily, the Court would have call ed
for a supplenentary statenent of the case, fromthe Tribuna
but since both the parties agreed that it would be proper
that the matter should go back to the Tribunal wth a
direction to the Tribunal either to take additional evidence
itself or to direct the Incone Tax Oficer to take
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addi ti onal evidence and nake a report, the Court nmade an
order accordingly and directed the tribunal to dispose of
the case on the basis of the additional evidence and in the
light of the law laid down in the Judgrment. [991 E-H]

JUDGVENT:

CIVIL APPELLATE JURISDICTION. Civil Appeal Nos. 1847-
1848/ 72.
979

Fromthe Judgment and Order dated 30-4-1970 of the
Calcutta High Court in Inconme Tax Reference No. 128 of 1966.

V. S. Desai, P. V. Kapur, S. R Agarwal, R N Bajoria,
A. T. Patra and Praveen Kumar for the Appellant.

J. Ranmanurthy and Mss A.  Suhbashi ni for t he
Respondent .

The Judgrment of the Court was delivered by

BHAGMATI ,~ J.-These appeal s by special |eave are
directed ‘against —a judgnment ~ of the Calcutta H gh Court
answering -the first question referred to it by the Tribuna
in favour of the Revenue and against the assessee. There
were in all five questions referred by the Tribunal but
guestions Nos. 2 to 5 no |I|onger survive and these appeal s
are limted only to question No. 1. That question is in the
following terns: -

"Whet her on the facts and in the circunstances of

the case, the assessee’s claimfor the exchange | oss of

Rs. 11 |I|akhs for.  the assessnent year 1957-58 and Rs.

5,50, 000/ - for the assessment year 1959-60.in respect

of remttances of profit from Pakistan was not

al |l owabl e as a deduction?
Since there are two assessment years in regard to which the
guestion arises, there are two appeals one in respect of
each assessnent year, but the question is the same, Wwl|
briefly state the facts as that is necessary for the purpose
of answering the question

The assessee is a linted conmpany having “its head
office in Calcutta. It has inter alia a cotton ml| situate
in West Paki stan where it carries on- busi ness of

manuf acturing and selling cotton fabrics. This textile m/ll
was quite a prosperous unit and in the financial year ending
31st March, 1954, being the accounting year relevant to the
assessment year 1954-55, the assessee nade a large profit in
this unit. This profit obviously accrued to the assessee in
West Paki stan and according to the official rate of -exchange
whi ch was then preval ent, nanely, 100 Paki stani rupees being
equal to 144 Indian rupees, this profit, which my for the
sake of convenience be referred to as Pakistan profit,
amounted to Rs. 1,68,97,232/- in terns of Indian  rupees.
Since the assessee was taxed on actual basis, the sumof Rs.
1, 68,97,232/- representing the Pakistani profit was included
inthe total incone of the assessee for the assessnent year
1954-55 and the assessee was taxed accordingly after giving
doubl e taxation relief in accordance wth the bilatera
agreenment between India and Pakistan. It nmay be pointed out
that for sone tinme, after the partition of India. there
continued to be parity in the rate of exchange between |ndia
and

980

Paki stan but on 18th Septenber 1949, on the deval uati on of
the Indian rupee, the rate of exchange was changed to 100
Paki st ani rupees being equal to 144 |Indian rupees and that
was the rate of exchange at which the Pakistani profit was
converted into Indian rupees for the purpose of inclusion in
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the total income of the assessee for the assessnent year
1954-55. The rate of exchange was, however, once again
altered when Pakistani rupee was devalued on 8th August,
1955 and parity between Indian and Pakistani rupee was
restored. The assessee thereafter succeeded in obtaining the
perm ssi on of the Reserve Bank of Pakistan to remt a sum of
Rs. 25 | akhs in Pakistani rupees out of the Pakistani profit
for the assessnent year 1954-55 and pursuant to this
perm ssion, a sumof Rs. 25 |akhs in Pakistani rupees was
remtted by the assessee to India during the accounting year
relevant to the assessnent year 1957-58. The assessee al so
remtted to India during the accounting year relevant to the
assessment year 1959-60 a further sumof Rs. 12,50,000/- in
Paki st ani rupee out of the Pakistani Profit for the
assessment year 1954-55 after obtaining the necessary
perm ssion of the Reserve Bank of Pakistan. But by the tine
these rem ttances canme to be nade, the rate of exchange had,
as pointed out above, once again changed to 100 Paki stan

rupees being equal to 100 Indian rupees and the anounts
recei ved by the assessee in terns. of |Indian rupees were,
therefore, the same, nanely, Rs. 25 lakhs and Rs. 12,50, 000.
Now, the profit of Rs. 25 lakhs in ternms of Pakistani rupees
had been included in~ the total inconme of the assessee for
the assessment year 1954-55 as Rs. 36 lakhs in ternms of
I ndi an rupees according to the prevailing rate of exchange
of 100 Pakistani rupees being equal to 144 |ndian rupees
and, therefore, when the assessee received the sumof Rs. 25
 akhs in Indian rupees on renmttance of the profit of Rs. 25
l akhs in Pakistani rupees on the basis of 100 Pakistan

rupees being equal to 100 Indian rupees, the assessee
suffered a loss of Rs. 11 lakhs in the process of conversion
on account of appreciation of the Indian rupee qua Pakistan

rupee. Simlarly, on renittance of the profit of Rs.
12,50, 000 in Pakistani currency the assessee suffered a | oss
of Rs. 5,50,000/-. The assessee clained in its assessnments
for the assessment years 1957-58 and 1959-60 that these
| osses of Rs. 11 |akhs and Rs. 5,50,000/- should be all owed
in conputing the profits from business. This claim was
however rejected by the Inconme Tax Oficer. The assessee
carried the matter in further appeal to the Tribunal but the
Tri bunal al so sustained the disall owance of these losses and
rejected the appeals. The decision of the Tribunal ~was
assailed in a reference made at the instance of the assessee
and Question No. 1 which we have set out above was referred
by the Tribunal for the opinion of the High Court. On the
reference the Hi gh Court took substantially the sane view as
981

the Tribunal and held that no |oss was sustained by the
assessees on remttance of the anpbunts from Wst Paki stan
and that in any event the loss could not be said to be a
busi ness | oss, because it was not a loss arising in the
course of business of the assessee but it was caused by
deval uati on which was an act of State. The High Court
accordi ngly answered the question in favour of the Revenue
and agai nst the assessee. The assessee thereupon preferred
the present appeal after obtaining certificate of fitness
fromthe H gh Court.

The first question that arises for consideration is
whet her the assessee suffered any |oss on the remttance of
Rs. 25 |lakhs and Rs. 12,50, 000/- in Pakistani currency from
West Paki stan. These two anounts admittedly came out of
Paki stan profit for the assessnent year 1954-55 and the
equi val ent of these two anpunts in Indian currency, nanely,
Rs. 36 Ilakhs and Rs. 18 | akhs respectively. was included in
the assessment of the assessee as part of Pakistan profit.
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But by the tinme these two anpbunts canme to be repatriated to
India, the rate of exchange had undergone change on account
of deval uation of Pakistani rupee and, therefore, on
repartition, the assessee received only Rs. 25 | akhs and Rs.
12,50,000/- in Indian currency instead of Rs. 36 |akhs and
Rs. 18 | akhs. The assessee thus suffered a loss Rs. 11 | akhs
in one case and Rs. 5,50,000/- in other in the process of
conversion of Pakistani currency into Indian currency. It is
no doubt true-and this was strongly relied upon by the H gh
Court for taking the viewthat no | oss was suffered by the
assessee-that the books of account of the assessee did not
di scl ose any | oss nor was any |loss reflected in the bal ance-
sheet or profit and | oss ‘account of the assessee. The reason
was that though, according to the then prevailing rate of
exchange, the equivalent of  Pakistani profit in terns of
I ndi an rupee was Rs.” 1,68,97,232/- and that was the anmount
included in the  assessnent of the assessee for the
assessment year 1954-55, the 'assessee in its books of
account maintained “at the Head Office did not credit the
Paki stani* profit ~at the figure of Rs. 1,68,97,232/-, but
credited it at-the same figure as in- Pakistani currency. The
result was that the loss arising on account of the
depreci ati on of Pakistani rupee vis-a-vis Indian rupee was
not reflected in the books of account of the assessee and
hence it could not figure in the bal ance-sheet and Profit
and Loss Account. But' it is now well settled that the way in
which entries are nade by an assessee in- his books of
account is not determ native of the  question whether the
assessees has earned any profit or suffered any |oss. The
assessee may, by meking entries which are not in conformty
with the proper accountancy principles, conceal ‘profit or
show | oss and the entries 10-699SCl/7

982

made by hi m cannot, therefore, be regarded as conclusive one
way or the other. Wat is necessary to be considered iis the
true nature of the transaction and whether in fact it has
resulted in profit or loss to the assessee. Here, it is
clear that the assessee earned Rs. 36 | akhs and Rs. 18 | akhs
in ternms of Indian rupees in the assessnent year 1954-55 and
retained them in West Pakistan in  Pakistani currency and
when they were subsequently renmitted to India, the assessee
received only Rs. 25 |lakhs and Rs. 12,50,000/- and thus
suffered loss of Rs. 11 lakhs and Rs. 5,50,000/- in the
process of conversion on account of alteration inthe rate
of exchange. It is, therefore, not possible to accept the
view of the Hgh Court that no loss was suffered by the
assessee on the remttance of the tw suns of Rs.25 |akhs
and Rs. 12,50,000/- from Wst Pakistan. This view which we
are taking is clearly supported by the decision of /'this
Court in Commissioner of Incone Tax v. Tata Loconotive
Engi neering Conpany (1) which we shall discuss “a little
| ater.

That takes wus to the next and nore inportant question
whet her the |oss sustained by the assessee was a trading
| oss. Now this | oss was obviously not an all owabl e deducti on
under any express provision of section 10(2), but if it was
atrading loss, it would be liable to be deducted in
conputing the taxable profit of the assessee under section
10(1). This indeed was not disputed on behal f of the Revenue
but the serious controversy raised by the Revenue was
whet her the loss could at all be regarded as a trading | oss.
The argunment whi ch found favour with the H gh Court was that
the loss was caused on account of devaluation of the
Paki st ani rupee which was an act of the sovereign power and
it could not, therefore, be regarded as a loss arising in
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the course of the business of the assessee or incidental to
such business This argunent is plainly erroneous and cannot
stand scrutiny even for a nonment. It is true that a loss in
order to be a trading loss nust spring directly fromthe
carrying on of business or be incidental to it as pointed
out by Venkatarama lyer, j., speaking on behalf of this
Court in Badri Das Dage v. CI.T. (2) but it would not be
correct to say that where a |oss arises in the process of
conversion of foreign currency which is part of trading
asset of the assessee, such |loss cannot be regarded as a
trading | oss because the change in the rate of exchange
whi ch occasions such loss is due to an act of the sovereign
power. The loss is as nuch a trading | oss as any ot her and
it makes no difference that it is occasioned by deval uation
brought about by an act of  State. It is not the factor or

circunstance which causesthe loss that is mterial in
determ ning the true
983

nature and character of the loss, but whether the | oss has
occurred in  the course of carrying on the business or is
incidental toit. If thereis loss in a trading asset, it
woul d be a trading |oss, whatever be its cause, because it
would be a loss in the course of carrying on the business.
Take for exanple the stock-in-trade of a business which is
sold at a loss. There can be little doubt that the loss in
such a case would clearly be a trading loss. But the |oss
may al so arise by reason of the stock-in-trade being stol en
or burnt and such' a loss, though occasioned by externa
agency or act of God, would equally be a trading | oss. The
cause which occasions the |osswuld be inmaterial : the
| oss, being in respect of a trading asset, would be a
trading |l oss. Consequently, we find it inpossible to agree
with the H gh Court that since the loss in the present case
arose on account of devaluation of the Pakistani rupee and
the act of devaluation was an act- of sovereign power
extrinsic to the business, the loss could not be said to
spring from the business of the assessee. Wether 'the |oss
suffered by the assessee was a trading |loss or not would
depend on the answer to the query whether the l1oss 'was in
respect of a trading asset or a capital asset. In the forner
case, it would be a trading |oss, but not so in the latter.
The test may al so be fornmulated in anot her way by asking the
guestion whether the loss was in respect of «circulating

capital or in respect of fixed capital. This is the
forrmulation of the test which is to be found in-sonme of the
English decisions. It is of course not easy to define
precisely what is the line of demarcation between fixed
capital and circulating capital, but there is a well-

recogni sed distinction between the two concepts. Adam Smith
in his ‘Walth of Nations’ describes ‘fixed capital’ as what
the owner turns to profit by keeping it in.-his own
possession and ‘circulating capital’ as what he makes profit
of by parting with it and letting it change masters.
‘“CGirculating capital’ mneans capital enployed in the trading
operations of the business and the dealings with it conprise
trading receipts and trading disbursenents, while ‘fixed
capital nmeans capital not so enployed in the business,
though it nmay be wused for the purposes of a manufacturing
busi ness, but does not constitute capital enployed in the
tradi ng operations of the business. Vide CGol den Horse Shoe
(new) Ltd. v. Thurgood.,(1l) |If there is any loss resulting
fromdepreciation of the foreign currency which is enbarked
or adventured in the business and is part of the circulating
capital, it would be a trading 1oss, but depreciation of
fixed capital on account of alteration in exchange rate
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would be a capital loss. Putting it differently, if the
amount in foreign currency is utilised or intended to be
utilised in the course of business or for a trading purpose
or for effecting a

984

transaction on revenue account, | oss ari sing from
depreciation in its value on account of alteration in the
rate of exchange would be a trading |oss, but if the anount
is held as a capital asset, loss arising fromdepreciation
woul d be a capital loss. This is clearly borne out by the
deci ded cases which we shall presently discuss.

W will first refer to the English decisions on the
subject for they are quite illumnating. The first decision
to which we should call attention is that in Landes Brothers
v. Sinpson(1l). There the appellants who carried on business
as fur and skin nerchants and as agents were appointed sole
conmi ssion agents ~of a company for the sale, in Britain and
el sewhere, of furs exported fromRussia, on the terns, inter
alia, that they should advance to the conpany a part of the
val ue of ' _each consignnment. All the transactions between the
appel | ants _and t he conpany were conducted on a dollar basis,
and owing to fluctuations in the rate of exchange between
the dates when advances in dollars were nade by the
appel lants to the company against goods. consigned and the
dates when the appellants recouped thenselves for the
advances on the sale of the goods, a profit accrued to the
appel lants on the conversion of  prepaid  advances into
sterling. The question arose whether this profit formed part
of the trading receipts of the  appellants so as to be
assessable to tax. Singleton,~ J., held that the exchange
profit arose directly in the course of  the appellants’
busi ness with the conpany and forned part of the appellants’
trading receipts for the purpose of conputing their profits
assessable to incone tax wunder Case | of Schedule D. The
| earned Judge pointed out that "the profit which arises in
the present case is a profit. arising directly from the
busi ness which had to be done, (because-the business was
conducted on a dollar basis and the appellants had,
therefore, to buy dollars in order to nmake the advances
agai nst the goods as prescribed by the agreenents. The
profit accrued in this case because they had to do that,
thereafter as a trading concern in this country re-
transferring or re-exchanging into sterling." Since the
dollars were purchased for the purpose of carrying onthe
busi ness as sole comri ssion agents and as-an integral part

of the activity of such business, it was held that the
profit arising on retransfer or re-exchange of dollars into
sterling was a trading profit falling within Case | of

Schedul e D. This decision was accepted as a correct decision
by the Court of Appeal in Davis v. Shell & Co. of Chine
Ltd. (2)
985

W may then refer to the decision of the Court of
Appeal in Inperial Tobacco Co. v. Kelly(1l). That was a case
of a conpany which, in accordance with the usual practice,
bought Anerican dollars for the purpose of purchasing in the
United States, tobacco |eaf. But before tobacco |eaf could

be purchased, the transaction was interrupted by the
out break of war and the conpany had, at the request of the
Treasury, to stop all further purchases of tobacco leaf in

the United States. The result was that the conpany was
required to sell to the Treasury and owing to the rise which
had in the nmean tine occurred in the dollar exchange, the
sale resulted in a profit for the conpany. The question was
whet her the exchange profit thus made on the dollars
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purchased by the conpany was a trading profit or not ? The
Court of Appeal held that it was a trading profit includible
in the assessnment of the conpany under Case | of Schedule D
and Lord Geen, Master of the Rolls delivering the main
j udgrment, said

"The purchase of the dollar was the first step in
carrying out an intended commercial transaction
nanely, the purchase of tobacco |eaf. The dollars were
bought in contenplation of that and nothing else. The
purchase on the facts found was, as | say, a first step
in the carrying out of a commercial transaction,-"

"The Appel |l ant = Conpany havi ng provi ded thensel ves
with this particular comopdity "nanely, dollars" which
they proposed to exchange for |eaf tobacco, their
cont enpl at ed transactions becane i mpossi bl e of
performance, or ~were-not. in fact performed. They then
realised the ~conmmodity which had becone surplus to
their requirenents". Wwen | say "surplus to their
requirenents” I mean surplus to their requirenents for
the ‘purpose and the only purpose for which the dollars
wer e -acquired. "

"In these circunstances, they sell this surplus
stock of dollars : and it seens to me quite inpossible
to say that ~ the dollars have lost the revenue
characteristic which attached to themwhen they were
originally bought, and in sone nysterious way have
acquired a capital character. In-ny opinion, it does
not rmake any difference that t he cont enpl at ed
purchasers were stopped by the operation of Treasury or
Governnmental orders, if that were the case; nor is the
case affected by the fact that the purchase was under a
Treasury requisition and was not-a voluntary one. It

woul d

986
be a fantastic result, supposing the Conpany had been
able voluntarily, at its own-free will, to sell these
surplus dollars, if in that case the resulting profit

shoul d be regarded as incone, whereas if the 'sale were
a conpul sory one the resulting profit would be capital.
That is a distinction which, in ny opinion,~ cannot
possi bly be made."
"To reduce the matter to its sinplest elenents,
the Appellant Conpany has sold a surplus stock of
dollars which it had acquired for the purpose  of
affecting a transaction on revenue account. [|f the
transaction is regarded in that Iight, any trader who,
havi ng acquired conmodities for the purpose of carrying
out a contract, which falls under the head of revenue
for the purpose of assessnent under Schedule D, Case |
then finds that he has bought nore than he ultinately
needs and proceeds to sell the surplus. In that case it
could not be suggested that the profit so nade was
anyt hi ng but income. It had an incone character
i mpressed upon it fromthe very first."
This decision clearly laid down that where an assessee in
the course of its trade engages in a trading transaction
such as purchase of goods abroad, which involves as a
necessary incident of the transaction itself, the purchase
of currency of the foreign country concerned, then profit
resulting from appreciation or | oss resul ting from
depreciation of the foreign currency enbarked in the
transaction would prima facie be a trading profit or a
tradi ng | oss.

The | ast English decision to which we nmay refer in this
connection is Davis v. The Shell Company of Chine, (supra).
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The Conpany nmade a practice of requiring its agents to
deposit with the conpany a sum of nobney usually in Chinese
dol lars which was repayabl e when the agency cane to an end.
Previously the Conpany had left on deposit in Shangha
amounts approximately equal to the agency deposits, but
because of the hostilities between China and Japan, the
Conpany transferred these suns to the United Kingdom and
deposited the sterling equivalents wth its parent conpany
which acted as its banker. Owing to the subsequent
depreci ation of the Chinese dollar with respect to sterling,
the ambunts eventually required to repay agency deposits in
Chi nese currency were nuch less than the suns held by the
Conpany to neet the clains and a substantial profit accrued
to the Conpany. The question arose whether this exchange
profit was a trading profit or a capital profit. The Court
of
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Appeal held that it was a capital profit not subject to
income tax and the  argurment which found favour with it nmay
be stated in the words of Jenkins, L. J., who delivered the
mai n j udgnent

"I find nothing in the facts of this case to
di vest those deposits of the character which it seens
to me they originally bore, that is to say the
character of /loans by the agents to the conpany, given
no doubt to provide the conpany wth a security, but
nevert hel ess loans. As loans it seens to ne they nust
prima facie be'loans on capital, not revenue account;
whi ch perhaps is only another way of saying that they
must prinma faci e be considered as part of the conpany’s
fixed and not of its circulating capital. As appears
fromwhat | have said above, the evidence does not show
that there was anything in the conpany’s node of
dealing with the deposits when received to displace
this prima facie concl usion:

In ny view, therefore, the conversion of company’s
bal ance of Chinese dollars into sterling ‘and the
subsequent re-purchase of Chinese dollars at a'lower
rate, which enabled the conpany to pay off iits agents’
deposits at a smaller cost in sterling then the anmount
it had realised by converting the deposits into
sterling, was not a trading profit, but it was sinply
the equivalent of an appreciation in a capital asset
not formng part of the assets enployed as circul ating
capital in the trade."

Since the Court took the view that the deposits were in the
nature of fixed capital, any appreciation in their value on
account of alteration in the rate of exchange would be on
capital account and that is why the Court held that such
appreci ation represented capital profit and not trading
profit.

That takes us to the two decisions of this Court which
have di scussed the law on the subject and reiterated the
same principles for determ ning when exchange profit or loss
can be said to be trading profit or loss. The first decision
in chronological order is that reported in Conm ssioner of
| ncome- Tax, Bombay City v. Tata Loconotive and Engi neering
Co. Ltd. (supra). There the assessee, which was a linited
conpany carrying on business of |oconotive boilers and
| oconotives, had, for the purpose of its manufacturing
activity, to make purchases of plant and nachinery in the
United States. Tata Ink, New York, a conpany incorporated in
the United States, was appointed by the assessee as its
purchasi ng agent in the United States
988
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and with the sanction of the Exchange Control Authorities
the assessee renmitted a sumof $ 33,850/- to Tata Ink, New
York for the purpose of purchasing capital goods and neeting
ot her expenses. The assessee was also the selling agent of
Bal dwi n Locomotive Wirks of the United States for the sale
of their products in India and in connection with this work,
the assessee incurred expenses on their behalf in India and
these expenses were reinmbursed to the assessee in the United
States by paying the anount to Tata Ink, New York. The
assessee also earned a conmssion of $ 36,123/- as selling
agent of Baldwi n Loconotive W rks and this anpunt received
as comm ssion was taxed in the hands of the assessee in the
rel evant assessment year. on accrual basis after being
converted into rupees according to the then prevailing rate
of exchange and tax was paid on it by the assessee. Now
these anounts pai d by Bal dwi n Loconotive Wor ks in
rei mbursement of the expenses and by way of conm ssion were
not remtted by the assessee to I'ndia but were retained with
Tata Ink, - New York~ for the purchase of capital goods with
the sanction of the Exchange Control Authorities. The result
was that there was a balance of  $. 48,572.30 in the
assessee’ s account wi-th Tata Ink, New York on 16th
Sept enber, 1949 when, on deval uation of the rupee, the rate
of exchange which was Rs. 3.330 per dollar shot upto Rs.
4.775 per dollar. The consequence of this alteration in the
rate of exchange was that the assessee found it nore
expensive to buy American goods and the Governnment of |ndia
al so inmposed some restrictions on inports fromthe United
States and the assessee, therefore, with the permnission of
the Reserve Bank of India, repatriated $ 49,500/- to India.
The repatriation of this ampunt at the altered rate of
exchange gave rise to a surplus of Rs. 70,147/- in the
process of converting dollar currency into rupee currency.
The question arose in the assessnent of the assessee to
i ncome tax whether that part of the surplus of Rs. 70, 147/-,
which was attributable to $ 36, 123/- received as comm ssion
fromBaldwin Loconotive Wrks was a trading profit or a
capital profit. The matter was carried to this Court by the
Revenue and in the course of the judgnent delivered by
Sikri, J., this Court pointed out that the answer to the
guestion :

..... depends on whether the act of keeping the
noney, i.e., $ 36,123/02, for capital purposes after
obtaining the sanction of the Reserve Bank was part of

or a trading transaction. If it was part of “or a
trading transaction then any profit that would accrue
woul d be revenue receipt; if it was not part of or a

trading transaction, then the profit nade would be a
capital profit and not taxable. There is no doubt that
the anount of $ 36,123.02 was a revenue
989

receipt in the assessee’s business of conm ssion
agency. Instead of repatriating it imediately, the
assessee obtained the sanction of the Reserve Bank to
utilise the commssion in its business manufacture of
| oconotive boilers and | oconotives for buying capita
goods. That was quite an independent transaction, and
it is the nature of this transaction which has to be

determ ned. In our view it was not a trading
transaction in the business of manuf act ure of
| oconotive boilers and |oconptives; it was clearly a

transaction of accumulating dollars to pay for capita
goods, the first step to the acquisition of capita
goods. If the assessee had repatriated $ 36,123.02 and
then after obtaining the sanction of the Reserve Bank
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remtted $ 36,123.02 to the U S.A, M. Sastri does not
contest that any profit nade on deval uati on woul d have
been a capital profit. But, in our opinion, the fact
that the assessee kept the noney there does not make
any difference specially, as we have pointed out, that
it was a new transaction which the assessee entered
into, the transaction being the first step to
acqui sition of capital goods."
This Court held that the act of retaining $ 36,123/- in the
United States for capital purposes after obtaining the
sanction of the Reserve Bank of India was not a trading
transaction in the business of manufacture of |oconotive
boil ers and | oconptives, but it was clearly a transaction of
accunul ating dollars to pay for capital goods, the first
step in the acquisition of capital goods and the surplus
attributable to $ 36,123/- was, therefore, capital accretion
and not profit taxable “in the hands of the assessee. It
woul d, thus, be seen that the test applied by this Court was
whet her the appreciation in value had taken place in a
capital asset or in a trading asset or in other words, in
fixed capital or in circulating capital and since the anount
of $ 36,123/-, though -initially a trading receipt, was set
apart for purchase of capital goods and was thus converted
into a capital asset or fixed capital; it was held that
appreciation in its value on conversion fromdollar currency
to rupee currency was a capital profit and not a trading
profit. The position was the same as if the assessee had
repatriated $ 36,123/- in the relevant assessnent year in
which it was earned and then imediately remtted an
identical amobunt to the United States for the purchase of
capital goods and profit had accrued on  subsequent
repatriating of this anpbunt on account of alteration in the
rate of exchange.
990
The ot her decision to which we nmust refer is the one in
Comm ssioner of Income Tax, WMsore v. Canara Bank Ltd.(1).
The assessee in this case was a public linmted -conpany
carrying on the business of banking in India and it had
opened a branch in Karachi on 15th Novenber, 1946. After the
partition in 1947, the currencies of —India and Pakistan
continued to be at par until the deval uation of the Indian
rupee on Septenber 18, 1949. On that day the Karachi branch
of the assessee had with it a sum of Rs. 3,97, 221/~
belonging to its Head Ofice. As Pakistan did not deval ue
its currency, the old parity between |ndian and Pakistan
rupee ceased to exist. The exchange ratio between the two
countries was, however, not determined until 27th February,
1951 when it was agreed that 100 Paki stani rupees woul d be
equi valent to 144 Indian rupees. The assessee did not carry
on any business in foreign currency in Pakistan -and even
after it was permtted to carry on business in“Pakistan
currency on 3rd April, 1951, it <carried on no foreign
exchange business. The anount of Rs. 3,97,221/, which was
lying with the Karachi branch remained idle there and was
not utilised in any banking operation even wi thin Pakistan.
On July 1, 1953, the State Bank of Pakistan granted
perm ssion for renmttance and two days |ater, the assessee
remitted the amount of Rs. 3,97,221/- to India. This anount,
inview of the difference in the rate of exchange becamne
equivalent to Rs. 5,71,038/- in terns of Indian currency and
in the process, the assessee made a profit of Rs, 1,73,817/-
. The question arose in the assessnent of the assessee
whether this profit of Rs. 1,73,817/- was a revenue receipt
or a capital accretion. Ramaswami, J., speaking on behalf of
this Court, pointed out that the anobunt of Rs. 3,97,221/-
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was lying idle in the Karachi branch and it was not utilised
in any banking operation and the Karachi branch was nerely
keeping that noney with it for the purpose of remttance to
India and as soon as the permission of the State Bank of
Paki stan was obtained, it remtted that nmoney to India. This
noney was "at no material time enployed, expended or used
for any banking operation or for any foreign exchange
busi ness". It was, to use the words of Ramaswam, J.,
"bl ocked and sterilised from the period of the deval uation
of the Indian rupee wupto the tine of its remttance to
India". Therefore, even if the noney was originally stock-
in-trade, it "changed its character of stock-in-trade when
it was bl ocked and sterilised and the increnent in its value
owing to the exchange fluctuation nust be treated as a
capital receipt". Since the sumof Rs. 3,97,221/- was, on
the finding of fact reached by the Revenue authorities, held
on capital account and “not as part of the «circulating
capital em
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barked in the business of banking, it was held by this Court
that the profit arising to the assessee on renittance of
this amount on account of alteration in the rate of exchange
was not a trading profit but a capital accretion.

The | aw may, therefore, now be taken to be well settled
that where profit /or loss arises to an assessee on account
of appreciation or depreciation in the value of foreign
currency held by it, on conversion -into another currency,
such profit or loss would ordinarily be trading profit or
loss if the foreign currency is held by the assessee on
revenue account or as  a trading asset or as part of
circulating capital enbarkedin the business. But if on the
ot her hand, the foreign currency is hel'd as a capital asset
or as fixed capital, such profit or loss would be of capita
nature. Now, in the present case, no finding appears to have
been given by the Tribunal as to whether the sums of Rs. 25
| akhs and Rs. 12,50,000/- were held by the assessee in West
Paki stan on capital account or Revenue account and whet her
they were part of fixed capital ~or of circulating capita
enbar ked and adventured in the business in West Pakistan. |f
these two amounts were enployed in_ the business in West
Paki stan and formed part of the circulating capital of that
busi ness, the loss of Rs. 11 |lakhs and Rs. 5,50,000/-
resulting to the assessee on rem ssion of these two anmounts
to India. On account of alteration in the rate of exchange,
would be a trading loss, but if, instead, these tw anmpunts
were held on capital account and were part of fixed capital,
the loss would plainly be a capital Iloss.  The question
whet her the | oss suffered by the assessee was a trading | oss
or a capital loss cannot, therefore, be answered unless it
is first determ ned whether these two anpbunts were held by
the assessee on capital account or on revenue account or on
revenue account or to put it differently, as part of fixed
capital or of circulating capital. W would have ordinarily,
in these circunstances, called for a supplenmentary statenent
of case from the Tribunal giving its finding on this
guestion, but both the parties agreed before us that their
attention was not directed to this aspect of the matter when
the case was heard before the Revenue Authorities and the
Tri bunal and hence it would be desirable that the matter
should go back to the Tribunal wth a direction to the
Tribunal either to take additional evidence itself or to
direct the Income Tax Oficer to take additional evidence
and make a report to it, on the question whether the suns of
Rs. 25 |lakhs and Rs. 12,50,000/- were held in Wst Pakistan
as capital asset or as trading asset or, in other words, as
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part of fixed capital or part of circulating capital in the
busi ness. The Tribunal will, on the basis of this additional
evidence and in the light of the law laid down by us in this
j udgrment, determ ne whether the |oss
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suffered by the assessee on remttance of the two suns of
Rs. 25 lakhs and Rs. 12,50,000/- was a trading loss or a
capital |oss.

We accordingly set aside the order of the Hi gh Court
and send the case back to the Tribunal with a direction to
di spose it of in accordance with the directions given by us
and in the light of the lawlaid down in this judgnent.
There will be no order as to costs of the appeal
P. H P. Appeal s al | owed
and case renanded.
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