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Income laa:—I’roﬁls Tax Act, No. 3 of 1948—Section 9—*‘ Capital employed in the

business *’
Whero a limited company engaged in producing te& retained in the form of
eash the equivalent of the amounts that were likely to bo needed for the payment
of (a) the income tax that would shortly fall duo and () dividends that would
shortly bo declared—
Held, that tho sum of money so retained was ‘ capital employed in the

business *’ within the menning of section 9 of thoe Profits Tax Aet, No. 5 of 1948.

CASE stated under seetion 74 of the Income Tax Ordinance (Cap. 188)
read with section 14 of the Profits Tax Act, No. 5 of 1948.
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Crown Counsel, and 1. #. B. Wickremanaiyake, Crown Counsel, for tho

appellant.
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October 26, 1956. GUNASEKARSY, J.—

This iz an appeal by the Commissioner of Income Tax by way of a
Case Stated under section 7+ of the Income Tax Ordinance (Cap. 188)
read with section 11 of tho Profits Tax Act, No. 5 of 1948. Section 9 of
the latter enactment provides that the chargeable surplus of profits
or income of any person for each profits tax year shall be ascertained
by deducting from the taxable profits or incomo of that person for that
year an allowance cqual to the larger of the two following amounts :—

() an amount cqual to six per centum of tho capital cmployed

in the business of that person at the commencement of thke
accounting period of which the profits uro assessed to tax

in that year, or

(6) an amount of fifty thousand rupees.

Tho main question that arises upon the appeal is the meaning of the

oxpression ‘‘ capital employed in the business” that is used in this

section.

.The respondent is a limited company engaged in: producmg tea.
In an_appeal-to the Commissioner of Incone Tax against ani dssessment
to proﬁts tax-for the y:ar 1951 it ckumed that an 1tem of cashamouating
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to Rs. 475,162 should have been included in the computation of the
capital emploxcd in its business at the conmmencement of that year.
This item, according to the company”’s balance sheet for 1950, was mado
up as follows :—

Rs. c

National T"ank of India, Ltd.— :
Current Aceount .. .. 468,238 55
Dividend Account .. 5,137 33
LEstate Current Account .. 1,624 G2
Cash on Estate .. .. 141 30

'he assessor had reduced the amount to Rs. 375,162, on the ground
that that was “a reasonable estimate of the amount of cash used by
the company for the purpose of the business ’. Upon a referonce back
to the assessor the question was discussed between an assistant
commissioner and the company, and the former offered to fix the amount
at Rs. 320,000. At the hearing of the appeal before the commissiener
the assessor contended that the amount must be further reduced by a
sum of Rs. 140,632, made up as follows :—

Rs.
Net dividend paid in respect of 1930 .. 73,123
Income tax for 1951-1952 .. .. 67,507

140,632

The commissioner agreed with this contention and fixed the amount
of the cash to be included in the computation of the capital employed
in the business at Rs. 180,000. Upon an appeal by the company the
Board of Review inereased the antount by Rs. 190,000. The commissioner
had included in the sum fixed by him a sum of Rs. 120,000 as the equiva-
lent of 2 months’ estate expenditwre, which he held would be sufficient
for the current requirements of the business. The Board increased this
sum by Rs. 50,000, on the ground that * a prudent Tea Estate Co. would
keep more than 2 months’ costs of upkeep in ready cash, because
unforesceable contingencies like a slump, strike accompanied by violence
or an unusual pestilence, may suddenly demand abnormal expenditure .
"They held that they should allow under this head the equivalent of the
‘¢ costs of upkeep ” for 3 months, which they cstimated at Rs. 170,000.
They also held that “ it was plainly necessdary for the appellant company
to have in deposit on 1.1.1931 the cash required (1) to pay tho im,ome
tax which would shortly fall due, i.c. 67,507, (2) the divideud of 73,125 °
and that tho commissioner * was wrony in reducing tho capital employ cd
by the amount of those two itefns ™. ’
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Tho questions of law that are said to arise for "decision upou this
appeal aro formulated in the stated cdse as follows :— .

‘(1) Can the monies held in deposit (a) for tho payment of Income

Tax which will fall due and () for tko payment of dividends,

amount in law to capital employed in the business of the

Glasgow: Istates Co., Ltd.. for the accounting period in

question 2

(2) Wore the Board of Review Jushﬁe(l in holdmg, in the absence
of evidence, that threo months cost of upkeep be held as
working expenses in place of tho two months cost fixed by

the Commissioner 2 *’

At the commencement of the chargeable accounting period, that is
to say on tho Ist January, 1951, the income tax for 1951-1952 had not
been assessed and the dividend in question had not been declared.
The Board took the view that ‘“ the company was well advised to have
cash in hand to meet those claims’ and that therefore the cash that
was necassary for the purpose must be taken to have been capital em-
ployed in the business. It is contended for the Crown that tax and
dividends must be paid out of profits and that therefore the sum of
Rs. 140,000 cannot be treated as capital. It is also contended that in any
cvent cash that was reserved for these payments was monoy that was
to be paid out and not money that was to be employed in the business.

On the question of the meaning of ¢ capital employed inr the business
the learned Deputy Solicitor-Geuneral cited, among other cases, those
of Liberty <& Co., Ltd. v. The Commissioners of Inland Revenue® and
James TWaldie & Sons, Lid. v. The Commissioners of Inland Revenue?.
The question that was considered in each of these cases was whether
certain sums forming part of the capital employed in a business were
also investments and should therefore be excluded in the computation
of the amount of the capital employed in the business for the purposes
of Excess Profits Duty under ccrtain provisions of the Finance (No. 2)
Act, 1915. The sums in question in the former casec wers held to be
investments and in the latter not. The question whether they weve
investments arose, however, only upon the assumption that they formed
part of the “ capital employed in the business ”’. These cases, therefore,
throw no light on the question whether this expression means anything
more than the ‘¢ capital of the business ’. The saime comment may be
made on the case of Inland Revenue Commissioners v. Laturence Plzzlzpps
& Co. (Insurance),” Ltd.3, whick too is relied on by the learned Deputy
Solicitor-General. The question "there was whether cerbam loans were
investments and should therefore be left out of accouub as plowded in
Schedule VII to the Finance (No. 2) Act, 1939, in the computa.tlon of
"the capital employed in a business in the relevant penod

It is contended for the’ Crowu ‘that the’ e\"presuon mea.ns caplta.l thab'

‘is a.ctualh 'eammg proﬁts "and does not mcludo caplt,al in the form
of ca.sh lymg ldle in the ba.nkr The learned Deputy Sohclbor Genexal

i (1924) 12 7. C. 630. 1(1919) 12 T. C. 113. .
3[1947) 2 AUE. R. 144. Tt T
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cited in support of this contention an observation made by Lord Greene
M. R., in Northern Aluminium Co., Ltd. v. Inland Revenue Commnissioners?,
as to the meaning of ** capital employed in the trade or business in any
chargeable accounting period > in the proviso to section 13 (3) of the
. Financo (No. 2) Act, 1939. But the distinction drawn there is not batween
capital actually earning profits and capital lying idle, but between
capital actually- earning profits in the relevant period and * notional
and artificial capital which had no real existence >’ during that period.
What Lord Greene said was :

“ That (i.e. © capital employed ’) scemns to me quite c]ear] v to refer
to capital actually employed, not to some item which is artificially
going to be written back into the capital in some future year, hut
capital which is in faet being employed for the purpose of earning
profits. You carn profits with real capital, not with something which,
on a subsequent rs-opening of the account, is going artificially to be
attributed to a particular period.’

The question whether there is any distinction that can be drawn betweon
one part of the capital of a business as being employed in the business
and another as not being so employed did not arise for consideration.
The learned judge was only concerned to point out that the capital
provisions of the Act “ are dealing with realities, things which are really
assets and really liabilities, and not with somethking which is for profit
purposes (which is quite a different couception) to be artificially
regarded as a liability to be written back into the accounting period *°.

It was pointed out in the case of Laurence Philipps & Co. (I nsurance),
Lid.2 that ‘ there is never any difificulty about regarding money lying
idle in the bank as money employed in the business providing there is
a reascnable probability of it being wanted in the accounting year or
in a short space of time thereafter ”’. The gualification that there must
Dbe such a reascnable probability was nceessary in view of a provision
in the TFinance (No. 2) Aect, 1939, Schedule VII, Part II, para. 3 that

‘any moneys not requived for the purposes of the trads or business ”
shall bo left out of account in the computation of the capital eiaployed
in the trade or business in any chargeable accounting period. Our
Profits Tax Act, No. 5 of 1948, contains no such provision, although
there was a similar provision in section 10 (5) of the Excess Profits Duty
Ordinance, No. 38 of 1941, as amended by Ordinance No. G of 1942,
Under our law, therefore, there is no ground for limiting to an amount
that will probably be “v:m\ted in the accounting year or in a short
space of time thereafter * the amount of any cash in the bank that can
be regarded as employed in the business, but the entirety of such 2
asset must be regarded as being so cmp]o ved inasmuch as lh is a\'ml:\.ble
for any purpose of the business )

The casc of Birmingham Small Arms. Co., L{J v. Inlund Revenue
Commissioners® was cited by the learned counsel for the Crown. The
question that arosc for dceision there was whether a right of claim to
compensation for war (mmane, under the War D.:.m-wc Act, 1941, w as

1[1946] 1 AU L. R: 516 at 559, 552. é [1947j 2 AUE. R. 144,
. 3[1951] 2 AU E. R. 990.
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an asset the value of which, during a chargeable accourting: period
formed part of the capital employed in the trade or business of .the
appellant _company, within the meaning of the Finance (No.:2):Act,
1939, Schedule VII, Part II, paragraph 1 (1); which provides for the
valuation of various kinds cf assets in the computation of *‘ the.amount
of the capital employed in a trade or business (so far as it does not
consist of money) *’. When the company was assessed to excess profits
tax for the period lst August 1940 to 31st July 1941 no account, was
taken of this claim in tho computation of the amount of the caplta.l
employed in their trade or business. The company ‘appealed . aﬂanst
the assessment, contending that tho right of claim, which was in 1cspcct,
of damage caused before the 31st May 1941, became an asset of the
trade or business on that day upon the coming into force of Regulations
under the War Damage Act. The appeal was dlsmnssed by thz Conimis-
sioners for the Special Purposes of the Income Tax Acts, who held
that the claim, regarded as an asset, did not appear to them to be
employed in the trade. An appeal from their determination to the
King’s - Bench Division was dismissed, and further appeals taken
successively to the Court of Appeal and the Housc of Lords were also
dismissed. The appeal to the House of Lords was heard by Lord Simonds,
Lord Normnand, Lord Oaksey, Lord Radcliffe and Lord Tucker. The
ground upon which Lord Simonds based his conclusion was tha,t a right
which is assumed te be an asset belonging to a limited company ‘ cannot
be capital employed in its trade unless it is an asset so employed >’, and
that he saw no reason for disturbing the finding of the com:missioners
who had determined as a fact that the right in question had not béen
so employed ; Lord Normand, Lord Radcliffe and Lord Tucker ivere
of the view that the dismissal of the appeal should be based on a differcitt
ground, that the right was not an asset of the kind contemplatdd by the
relevant provision of the Finance (No. 2) Act, 1939 ; and Lord Oaksey
aid that he was not prepared to dissent from the conelusions at which
tbe rest of their Lordships had arrived. -

The opinion of Lord Simonds is relied’ upon by the learned Deput)
Solicitor-General as supporting a view that an asset can form part of
the capltal eni]_)lO) ¢d in a trade or business only if it * is actually carnmd
profits ”’ or is ‘‘ actively ” employed in the trade or business. I am
unable to agree that support for this view can be found in that opinion
Having pointed out that the right in question ‘ consisted of. a right,
subject to proof which might be difficult, to an indeterminate sum payable
at a future and uncertain date ’, and that that was the position during
the two months of the relevant accounting period with which alone
the appeal.was concerned, Lord Simonds formul.xte(l as .follows the

qucshon that . aro;e :
SR
¢ The questxon tben, is what was the a.vera.cre a.lnounb of capxtal
_c:11p103m1 by the trade or. busmess of the a.ppel]a.nts durmﬂ the :
accounting penor] or, more preczsely, was, it rzﬂht in oxdel' to bmna ’
up that average, to include at any, and what, ﬁa-ure the value of the
right to which I have referrcd for the last t\vo months of the pcuod [

e
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Discussing the answer to this question, he rejected a contention that
*“ every asset of a trade or business is part of the capital employed in
the trade or business unless expressly excepted by statute ”’, and that
therefore the commissioners must be held to have misinterpreted the
word “ employed ** ; Lut he did not hold that an asset is not * employed
in a trade or Dbusiness ”’ unless it was *‘ actually earning profits *’> or
‘was ““actively employed ’>. On the other hand, the opmlous of Lord
Normand, Lord Radecliffe and Lord Tucker definitely negative such a
view. Lord Normand held that “ para. 1 (1) of Part IT of sched. VII
to the Finance (No. 2) Act, 1939, does not call for an inquiry whether
an asset (within the meaning of the paragraph) was ‘actively’
cmployed in the company’s trado or business in the relevant year >’
Lord Radelifte that he did not think that the words “ capital employed
in a trade or business ”” bore any significant difference of meaning from
the words *“ capital of a trade or business ’’ ; and Lord Tucker that “ the
words ‘capital employed’ . . . . do not refer to the actual use
made of a particular asset in the relevant accounting period once it is
shown to have been a form of capital put into the business and still
there ™

I do not think there can be any question that the Board of Review
were right in regarding the item of cash with which the present casc is
concerned as being “ a form of capital put into the business and still
there ”’. A decision by the company to rctain in the form of cash the
equivalent of the amounts that were likely to be nceded for the payment
of the income tax that would shortly fall due and dividends that would
shortly be declared would not be a withdrawal of that amount of cash
from the capital or even an carmarking of any money for these purposes ;
for the sum so retained in the form of cash would continue to be available
for any purposc of the business. I am therefore unable to accept the
contention that the sum of Rs. 140,000, which the commissioner regarded
as representing the amount needed for the payment of the income tax
for 1951-1952 and the dividend declaved in 1951, cannot be treated as
capital.

In my opinion there is no ground for limiting to what is required for
the purposes of a trade or business the amount of cash that can be
regarded as capital employed in it. But assuming that it was necessary
in this case to determine what sum the appellant company neceded to
have available in cash for working expenses, I am unable to agree that
the Board determined this question without evidence when it held
that a reasonable sum would be the equivalent of the cost of upkeep
for 3 months rather than 2 months. The Board had before it sufficient -
material in the form of evidence as to the nature and extent of the
business done by the company. . ‘

The appeal must be dismissed with costs..
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BasSNAYAKE, C.J.— )
- I have had tho;advantage of iea.ding the Judgment prepared by my

brother Gunasekara with which I agree.

The Board of Review has held as a question of fact that there was a
- reasonable probability of a sum of Rs. 370,000 out of the money in the
cash account of the Company being required by the assessce for his
business. That is a finding of fact which falls within the province of the

Board and is final under 6ur Income Tax Ordinance.

The statement of Atkinson J. in the Acme Flooring Co. case ! in regard
to the manner-in which this question of the capital employed in- a

business should be approached appeals to me and I quote his words :—

““ A man could nét be allowed to rctain very, very large sums of
money where the possibilities of their being required were so unlikely
or so remote that no reasonable man would retain the money lying
idle in order to meet such vague possibilities. I imagine (the Special
Comnissioners) haveé to ask themselves this question : * What would
a reasonable business man regard as sufficient money to retain lying

- idle to meet his future commitments—ecertainly the commitments
in the near future ?’ The Commissioners say : ‘\Ve accept that.’
- I think they have said : * We go beyond that’ but we do not think
that he ought to be allowed to look too far ahead.’ To my mind,
" where the line is to be drawn is obviously a question of fact. I cannot
interfere merely because I think I would have drawn the line some-
where more favourable to the trader. It is for the Commissioners to

sa}_. 3

In the later case of Inland Revenue Commissioners wv. Laurence
Philipps & Co. ® the same Judge said :

*“ There is never any difficulty about regarding money lying idle in

the bank as money employed in the business providing there is a

reasonable probability of it being wanted in the accounting year or

in a short space of time thereafter. ”

The view that it is the function of the Special Commissioners to
determine as a fact whether an asset belonging to a Company is an
asset employed in its trade has never been doubted. It was re-asserted
in the Birminghai Small Arms case 3. Though the questions stated
by the Board for the opinion of this Court have been answered they.
are strictly not'questions of law which arise on the stated casé.”

A ppeal dismissed -

11943 (1) AUE.R.516. " efogr (o) AU B R 4L -
31951 (2) AU E. E. 295.



