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ACT:

i ncome-t ax Act, 1922 s. 10(2) (vii)-Assessee sel ling
"cinena’ and ,other assets in exchange for shares in another
Conpany-Wet her transaction one of “sale’ or 'exchange’-
Therefore whether difference between book-value of ‘assets
and exchange consi deration taxable-Determ ning the substance
r at her t han form of transacti on in revenue
matters--Conditions for.

HEADNOTE

The respondent private Linted Conpany owned a ci nema house
and at a neeting of its Board of Directors on Septenber 9,
1955, it was resolved that the Managing Director nmay  be
authorised to negotiate with a buyer for the sale of the
entire concern with all its equipnent and machinery etc. for
a consideration of Rs. 1,20,000. After an agreenent had
been concluded to effect a sale and had been confirmed at an
extraordi nary general neeting of the conpany on Cctober 4,
1955, an "exchange deed" was entered into on February 21
1956 and the consideration was received by the  assessee
conpany in the shape of transfer of certain shares of the
face value of Rs. 1,20,000 -owned by the buyer in another
conpany.

In the course of its assessnment to tax for the year 1956-57,
the Income-tax Oficer conputed the respondent’s profits
under s. 10(2)(vii) by including an amount of Rs. 43,568 on
account of the excess anpunt realised over the witten down
value of the assets sold. The order of the Income-tax
Oficer was confirmed, in appeal, by the Appellate Assistant
Conmi ssi oner and substantially also by the Tri bunal
However, upon a reference under s. 66(2) of the Act the High
Court answered the question in favour of the respondent.

In the appeal to this Court it was contended on behalf of
the appellant that the noney consideration for the assets
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was fixed at Rs. 1,20,000 and the node of paynent was by
transfer of shares so that the transaction was really a sale
and not transfer by way of exchange; that the resolution of
the Board of Directors and of the sharehol ders reproduced in
the preanble of the exchange deed showed clearly that what
was aut horised was the sale of the entire concern; and that
in revenue matters it was the substance of the transaction
which nust be |ooked at and not the form in which the
parties have chosen to clothe the transaction

HELD : The Income-tax authorities were not entitled to treat
the transaction as a sale and to apply the provisions of s.
10(2)(vii) of the Income-tax Act, 1922. In essence the
transaction was one of exchange and there was no sale of the
properties described in the exhcange deed. There was no
price paid or pronmisedto be paid for the transfer of the
properties but there was only a consideration in the shape
of transfer of sharesin another conpany by the buyer.
[ 883E- QG

It was clear fromthe operative part of the exchange deed
that there was an exchange of the properties described in it
for the shares of a

877

conpany. Neither the recital in the preanble nor the
resolutions could ‘control the |Ianguage of the operative
portion of the deed or - its legal effect. [883D E]

Madam Pillai v. Badrakali Ammal, |.L-R_ 45 Mdras 612,
referred to.
The contention that in the present case it was the substance
rather than the formof the transaction which should be
| ooked at nust be rejected. ~There was no- suggestion on
behal f of the appellant of bad faith nor was it alleged that
the particular formof the transaction was adopted as a
cloak to conceal a different transaction. -In the absence of
any such suggestion the true principle is that the taxing
statute has to be applied in accordance wth the '|lega
rights of the parties to the transaction. VWhen the
transaction is enbodied in a docunent, the liability to tax
depends upon the neani ng and content of the | anguage used in
accordance with the ordinary rules of construction. /[883H,
884B]

Bank of Chettinad Ltd. v. C. 1. T. Madras, 1940 |.T.R 522;
Duke of Westm nster’s- case,, 19 T.C. 490; and Comm ssioner
of Inland Revenue
V. Wesl oyan and GCeneral Assurance Society. 30 T.C 11
referred to.

JUDGVENT:

ClVIL APPELLATE JURISDICTION : G vil Appeal No. 819 of

1966.

Appeal by special l|eave fromthe judgnment and order | dated
Cct ober 30, 1964 of the Andhra Pradesh High Court in case
Referred No. 6 of 1963.

D. Narsaraju T. A Ramachandran and R N. Sachthey for

the appel |l ant.

P. Rain Reddy and A. V. V. Nair, for the respondent.

The Judgnent of the Court was delivered by

Ramaswam, J. This appeal is brought, by special |eave, on
behal f of the Comm ssioner of |ncone-tax, Hyderabad fromthe
j udgenent of the Andhra Pradesh Hi gh Court dated Cctober 30,
1964 in a case Referred No. 6 of 1963.

The respondent (hereinafter referred to as the (' assessee-
conpany’) is a private limted conpany owni ng a ci nema house
called "Sree Rama Tal ki es", at Bobbili. 1t was being taxed
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on the profits nmade by exhibition of filns therein. At a
neeting of its Board of Directors held on Septenber 9, 1955,
it was resolved that the Managing Director, the Raja of
Bobbili nmay be authorised to negotiate with the Zani ndar of
Chi kkavaram or his nominee for the sale of the entire
concern with all its equi pment and nmachinery, fittings etc.
for a consideration of Rs. 1,20,000/-. An agreenment was
concluded to effect a salLe and this was confirmed by the
assessee-conpany at an extra-ordinary general body neeting
hel d on Cctober 4, 1955. Pursuant thereto a deed called the
"exchange deed" was brought into existence on February 21
1956 and the consideration was received by the assessee-
S78
conpany in the shape of transfer of 5%tax-free cunulative
preference shares in Sri Rama Sugar and |Industries Ltd.,
Bobbili. of the face value of Rs. 1,20,000/- held by the
Zam ndar and Zam ndari ni-of Chikkavaram Separate val uation
was given for the i movable property and for the novables
etc. and goodwill, each being valued at Rs. 60, 000/-. For
the assessnment year 1956-57, the assessee-conpany submitted
a return-of incone showing a sumof Rs. 9,823/- as profits
derived fromthe transaction. ~ The Incone-tax O ficer found
that the value realised exceeded the witten down val ue by
Rs. 43,568/- and accordingly conputed the profits under S.
10(2)(vii) of the Income-tax Act, 1922 and included the
amount in the taxable incone of the assessee-conpany. The
order of the Income-tax Oficer was confirmed by the
Appel  ate Assistant | Conm ssioner ~in appeal  and by the
I ncome-tax Appellate Tribunal except for allowing a sum of
Rs. 5,0001- as representing the cost of the goodw II. As
directed by the Hi gh Court, the Appellate Tribunal stated a
case under s. 66(2) of the Income-tax Act, 1922 on the
foll owi ng question of |aw

"(1) \Whether the transaction dated 21-2-1956

amounts to a sale within the purview of the

second proviso to section 10(2) (vii) of the

I ndi an | nconetax Act; alternatively,

(2)Whet her the consideration for the sale is

not the market value of the shares as on the

date of the transaction, nanely, Rs. 95/- per

share, but the face value of the shares.”
After hearing the reference the H gh Court answered the
guestion in favour of the assessee-conpany and against the
Comm ssi oner of |ncome-tax.
Section 10(2)(vii) of the Incone-tax Act’, 1922 provides as
follows :

"10. Busi ness. (2) Such profits~ or gains

shall be conputed after making the follow ng

al | owances,

namely ...

(vii) in respect of any such bui 1 di ng,

machi nery or

plant which has been sold or discarded or

denol i shed or destroyed, the ampunt by which

the witten down value thereof exceeds the

amount for which the building, nachinery or

plant, as the case may be, is actually sold or

its scrap val ue

Provi ded that such anmpbunt is actually witten

off in the books of the assessee

879.

Provided further that where the anount for

whi ch any such buil ding, nmachinery or plant is

sol d, whether during the continuance of the

business or after the cessation t her eof
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exceeds the witten down value, so nuch of the
excess as does not exceed the difference
bet ween the original cost and the witten down
value shall be deenmed to be profits of the
previous year in which the sale took place:
It is only if there is a sale of the cinema house and the
other assets that the taxable profits and gains are to be
conputed in the present case under s. 10(2) (vii) as the
amount by which the witten down val ue exceeds the anount
for which the assets are actually sold. The words "sale" or
"sol d* have not been defined in the Incone-tax Act, 1922.
Consequently, these words have to be construed by reference
to other enactnments. Section 54 of the Transfer of Property
Act defines 'sale’ as a transfer of ownership. in exchange
for a price paid or prom sed or part paid and part prom sed.
Section 54 of the Transfer of Property Act reads as. foll ows

"Sale’ is a transfer of ownership in exchange
for aprice paid or promsed or part-paid and
part - prom sed. "
There is no definition of the word "price’ in this Act. But
it is, well-settled that the word '"price’ is used in the
same sense in this sectionas ins. 4 of the Sale of Goods

Act, 1930 (Act Il of 1930) (See the decision of a Ful
Bench of the Madras Hi gh Court in Madam Pillai v. Badrakal
Ammal ) (1). Section 4 of the Sale of Goods Act reads as
follows :

"(1) A contract of sale of goods is a contract
whereby the seller transfers or. agrees to
transfer ~the property in goods to the buyer
for a price. There may be a contract of sale
bet ween one part-owner and another

(2)A contract of sale nmay  be absolute or
condi ti onal

(3)Where wunder _a contract of sale the
property in the goodsis transferred from the
seller to the buyer, the contract is called a
sal e, but where the transfer of the property
in the goods is to take place at a future tine
or subject to some condition thereafter to be
fulfilled, the contract is called an agreenent
to sell.

(4)An agreenent to sell beconmes a sale when
t he time elapses or the conditions are
fulfilled subject to which the property in the
goods is to be transferred."

(1) I.L.R 45. Madras, 612.

880
Section 2(10) of the Sale of Goods Act defines "price" as
neani ng the noney consideration for a sale of goods. The
presence of noney consideration is therefore an ‘essentia
element in a transaction of sale. |If the consideration is

not nmoney but some ot her val uabl e consideration it may be an
exchange or barter but not -a sale. Section 118 of the
Transfer of Property Act defines .exchange' as foll ows:
"When two persons nutually transfer the owner-
ship of one thing for the ownership of
another, neither thing, or both things being
nmoney only, the transaction is called an
" exchange’
A transfer of property in conpletion of an
exchange can be nmade only in nmanner provided
for the transfer of such property by sale."
Section 119 provides :
"If any party to an exchange or any person
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claimng through or under such party is by
reason of any defect in the title of the other
party deprived of the thing or any part of the
thing received by him in exchange, then,
unless a contrary intention appears from the
terns of the exchange, such other party is
liable to himor any person claimng through
or under himfor |oss caused thereby, or at
the option of the person so deprived, for the
return of the thing transferred, if still in
the possession of such other party or his
| egal representative or a transferee, fromhim
wi t hout consi deration."”
The definition of exchange ins. 118 of the Transfer of
Property Act is not lLimted to inmovable property but it
extends also to barter of goods. It is clear therefore that
both under the Sale of ,CGoods Act and the Transfer of
Property Act, sale is a transfer of property in the goods or
of the ‘ownership~ in inmovable property for a noney

consi der ation. But in exchange ‘there is a reciproca
transfer of “interest in the imovable property, t he
corresponding transfer of interest in the novable property
bei ng denoted by the word ’'barter’. "The difference between

a sale and an exchange is this, that in the former the price
is paidin nmoney, whilst inthe latter it is paid in goods
by way of barter." (Chitty on Contracts 22nd Edn., Vol. I
page 582).
The question presented for determination inthis case is
whet her the transaction of February 21, 1956 was a sale and
whet her the Inconme-tax authorities were entitled to include
the anmount of Rs. 43,568/- as profits under S. 10(2) (vii)
of the Income-tax Act as representing the excess of the
consi deration
881
realised by the assessee-conpany over the witten down val ue
of the assets transferred. On behalf of the appellant it
was contended that the noney consideration was fixed at Rs.
1, 20,000/ and the npde of paynent was by transfer of shares
and the transaction was really a sale and not transfer by
way of exchange. W are unable to accept this argument as
correct. In the first place, the docunment is called
"exchange deed". The preanble of the docunment states :
"And whereas the party of the first part as at
t he Directors neeting held on 3-2-1955
resol ved to exchange the property nentioned in
Schedul e for the property nment i oned in
Schedule 11 belonging to the party of the
second part and whereas in pursuance of. the
resolution of the Board of Directors the
Managi ng Director of the party of the /first
part had handed over possession  of t he
property described in Schedule | hereto on
9-9-1955 to the party of the second part and
wher eas the general body of the first part  at
a neeting held on 4-10-1955 resolved to
aut horise the Managing Director of the party
of the first part to negotiate with the zam n-
dar and zamindarini of Chi kkavaramthe second
part herein and or their nominees for the sale
of the party of the entire concern known by
the name of Sri Rama Tal kies, Bobbili now
owned by the party of the first part, with al
its equi prent nmachinery fittings spares acces-
sories the old Projector the Jeej car bearing
No. M S.P. 928 purchased fromits funds al
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the buildings and out houses either newy
constructed or nentioned in the registered
sale deed No. 1464/5-9-1949 and in this
exchange deed together with entire prenises
covered thereby and the cash deposits |lying
with the various distributors and comrercia
tax departnent of the State Government nore
fully described in Schedule | hereto and also
the goodwill of the concern for a con-
sideration of Rs. 1,20,000/- (Rupees one |[akh
twenty thousand only) consisting of imovable
properties worth Rs. 60,000/- and novable
properties worth Rs. 20,000/- (sic) total Rs.
1,20,000 which will be received in the shape
of transfer of 5% tax-free cumul ative
preference shares of Messrs Sri Rana Sugars &
I ndustries Ltd., Bobbili of the face value of
Rs. 1,720,000/ - (rupees one | akh twenty
thousand only) held by the zam ndar and
zam ndarini of Chi kkavaramthe party of the
second part herein and nmore fully described in
Schedul e 11 herein and to transfer receipt and
al so hand over records relating to the title
and managenent to enable themto carry on the
busi ness of the

8 82

concern and whereas the general body of the
part ‘of the first part at the nmeeting held on
11-2-1956 resolved that the action of the
managi ng director i n handi ng over possession
of the property described in Schedule | to the
party of the second part on 9-9-1955 is
approved and whereas the parties hereto have
agr eed to exchange the sai d properties
described in ‘thefirst and second Schedule
hereto in the manner herei nafter appearing.”
The operative part ‘of the docunment reads as

fol |l ows
"Now this deed wi tnesse the as fol l'ows :
(1) in pursuance of the said agreement and

in consideration of the transfer by the party
of the second part of the property nore fully
described in the Schedule 11 hereto to the
party of the first part, the party of the
first part hereby grants and transfers to the
party of the second part 11 all the property
nore fully described in Schedule | hereto -to
hold the same to the party of the second  part
absol utely for ever.

(2) In further pursuance of t he sai d
agreenment and in consideration of the transfer
by the party of the first part of the property
in Schedule | hereto to first part of the
property in Schedule | hereto to the party  of
the’ second part, the party of the second
part, hereby grants and transfers to the party
of the first part of the shares nore fully
described in Schedule 11 hereto to hold the
same to the party of the first part absolutely
for ever.

(3) each of the parties hereby covenants
(sic) with the other first that the properties
her eby transferred by him is free from
encunbr ance charge or lieu of any ki nd
what soever. Secondly that the properties so
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transferred by each of themshall be quitely
ent ered upon held and enjoyed by the other of
them and the rents and profits and dividends
received by the other of them wthout any
i nterruption of disturbance-by the party
transferring the sane or any one claimng
through or under themthirdly that each of the
parties hereto will at the request of and cost
of the other execute every such assurance and
so every such act or thinking as shal
reasonably be required by such other for
further or nore.
883
(4) The party of the first part covenants
and assurances the party of the second part
that all taxes due to the Governnent or the
| ocal” bodies and all bills for the supply of
electrical energy goods and accessories al
sal aries due to the staff have been paid upto
9-9-1955 the -date of transfer and that the
party of the second part will be in no way
liable for an act done or comm ssion made by
the Rajah of Bobbili............
On behalf of the appellant M. Narsaraju referred to the
Resol ution of the Board of Directors dated Septenber 9, 1955
in which it was resolved that the Managing Director WII
negotiate wth the zam ndar of Chi kkavaramor his nom nee
for the sale of he Sree Rama Talkies with all its equi pnent
etc. for a consideraion of Rs. 1,20,000/- M. Narsaraju also
referred to the preanble in which the resolution of the
Board of Directors dated Septenber 9, 1955 is  quoted and
also the resolution of the Meeting of the general « body of
the assessee-conmpany held on Cctober -1, 1955 authorising the
Managing Director to negotiate "for the;ale of the ‘entire
concern known by the name of Sree Rama Tal ki es". But, in
our opinion, neither the recital in the preanble nor the
resol ution of the Board of Directors dated Septenber 9, 1955

will control the |anguage of the operative portion of the
document or its legal effect. There is no anmbiguity in the
construction of the operative part.. It is clear from the

operative part of the document that there was an exchange of
the properties described in Sch. 1 for 5 % tax-free
cunul ative preference shares of Sri Rama Sugars & I ndustries
Ltd., Bobbili. It is true that a valuation of Rs.
1, 20,000/ - was fixed to consist of Rs. 60,000/ or inmovable
properties and the goodwill and Rs. 60,000/-  for ~ novable
properties, but that is only for the purpose of paynent of

stanp duty. In essence the transaction is one of exchange
and there was no sale of the properties described in Sch. |
for any noney consideration. In other words, there was no

price paid or pronmised to be paid for the transfer- of the
cinema house known as Sree Rama Talkies together wth
machi nery and equi pnent described in Sch. | to the deed
dated February 21,. 1956 but there was a consideration in
the shape of transfer of 5% tax-free cunul ative preference
shares of Sri  Ranma Sugar & industries Ltd. It follows
therefore that the Income-tax authorities were not entitled
to treat the transaction dated February 21, 1956 as a sale
and to apply the provisions of s. 10(2) (vii) of the Income-
tax Act.

We pass on to consider the argument of M. Narsaraju that in
revenue matters it was the substance of the transaction
which nust be |ooked at and not the form in which the
parties

884
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have chosen to clothe the transaction’. It was contended
that, in the present case, there was in substance a sale of
Sree Rama Talkies by the assessee-conpany for a noney
consi deration of Rs. 1,20,000/-, though the nmode of paymnent
was by transfer of shares and the resolution of the Board of
Directors dated Septenmber 9, 1955 clearly indicated that the

intention of the assessee conpany was to sell Sree Rama
Tal ki es al ong with its equipnent concer ned for a
consideration of Rs. 1,20,000/-. 1In the present case,

however, there is no suggestion on behalf of the appell ant
of bad faith on the part of the assessee-company nor is it
alleged that the particular formof the transaction was
adopted as a cloak to conceal a different transaction. It
is not disputed that the document in question was intended
to be acted upon and there is no suggestion of nala fides or
that the docunent was never intended to have any |ega
effect. In the absence of any suggestion of bad faith or
fraud the true principle is that the taxing statute has to
be applied in accordance with the legal rights of the
parties. to the transaction. Wen the transaction is
enbodi ed in a docunent theliability to tax depends upon the
meani ng and content of the |anguage used in accordance wth
the ordinary rules of construction. |In Bank of Chettinad
Ltd. v. CI.T. Madras(1), it was pointed out by the Judicia
Committee that the .doctrine that in revenue cases the
"substance of the matter’ nmmy be regarded as distinguished
from the strict legal position, is erroneous. |If a person
sought to be taxed comes within theletter of the law he
nmust be taxed, however great the hardship may appear to the
judicial mnd to be. On the other hand, if the Crown
seeking to recover the tax cannot bring the subject wthin
the letter of the law, the subject is free, " however
apparently within the spirit of the law the case night
otherwi se appear to, be. 1In the Duke of' Westmnster’s
cave(l) deeds of covenant had been executed by the Duke in
favour of enployees in such anpbunts-that the covenantees, if
remaining in the Duke's service, would receive respectively

suns equivalent to their wages and salaries. |If they Ileft
the services of the Duke the paynents would still have been
due, but it was in nearly all instances explained "to the
enpl oyee that so long as the service continued, while the
deed did not prevent his claimng ordinary wages in
addition, it was expected that he would not do so. It was

argued for the Crown that though in forma (,rant of  an
annuity, the transaction was in substance nerely one ~where
by the annuitant was to continue to serve the Duke at his
existing salary, so that the annuity must be treated as
salary. Neither the Court of Appeal nor the House of Lords
agreed wth this contention. To regard the payments  under
the deed as in effect paynents of salary would be to treat a
transaction of one legal character as if it were a
transaction of a different |ega

(1) 1940 I.T.R 522.

(2) 19 T.C. 490.

885
character. Wth regard to the supposed contrast between the
form and substance of the arrangenment, Lord Russell of

Kill owen stated at page 524 as follows :
“I'f all that is meant by the doctrine is that
havi ng once ascertained the legal rights of
the parties you nay di sregard nere
nonencl at ure and decide the question of
taxability or non-taxability in accordance
with the legal rights, well and good. That is
what this House did in the case of Secretary
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of State in Council of India v. Scoble, (1903)
A.C. 299 (4 T.C. 618); that and no nore. I f,

on the other hand, the doctrine nmeans that you
may brush aside deeds, disregard the |ega
rights and liabilities arising under a
contract between parties, and decide the
guestion of taxability or non-taxability upon
the footing of the rights and liabilities of
the parties being different fromwhat in |aw
they are, then | entirely dissent fromsuch a,
doctrine."

In a later case-Commi ssioners of |Inland Revenue v. Wesleyan

and General Assurance Society(1l) Viscount Sinbn expressed

the principle as follows :
“"I't may be well to repeat two propositions
which are well established in the application
of the lawrelating to Income Tax. First, the
nane given to a transaction by the parties
concerned does not. necessarily decide the
nature of the transaction. To call a paynent
a loan if it is really an annuity does not
assi st the tax-payer, any nore than to call an
item a-capital payment would prevent it from
bei ng regarded as an income paynent if that is
its true nature. The question always is what
is the real character of the paynent, not what

the parties call it.

Secondlly, a transaction which, on its true
construction, is of a kind that would escape
tax, is -not taxable on the ground that the
sanme result could be brought -about by a
transaction in another form which woul d

attract tax."
For the reasons already given we hold that the question has
been rightly answered by the H gh Court in the negative and
in favour of the assessee -conmpany-and this appeal nust be
di sm ssed with costs.
R K P.S. Appeal dism ssed.
(1) 30 T.C. 11 .
886




