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1. A Short question which arises for deternmination in this civil appeal is
Whet her | TAT was justified in Law, on the facts and circunstances of this

case, in holding that the method adopted by the assessee for val uation of

cl osing stock of "zinc concentrate" at the international rate, was in

order, particularly when there was no export during the financial year

ending 31.3.96 and particularly when inthe past the assessee has been

val uing the closing stock of zinc concentrate for captive consunption at

the wei ghted average cost. The facts giving rise to this civil appea

briefly are as foll ows.

2. At the relevant tinme respondent-assessee was a Government Conpany. In
this civil appeal we are concerned with the assessnent year 1996097.
Assessee was engaged in the business of producing zinc concentrate which
was utilized by the assessee captively. During the assessment year 1996-97,
zinc concentrate got accunul ated to the extent of 84000 netric tones
(approximately). It was not possible to consunme the said quantity as the
accunul ated stocks contained | ow netal content and high inpurity |evel of
silica. Further, no other plant in India had the ability of producing zinc
concentrate in a viable manner. Since domestic consunption of the

accunmul ated stock was not possible the assessee decided to explore the
possibilities of exporting the accurulated stock. Further in 1991, on
account of econom c reforns, globalization came to India. Therefore, the
assessee-conpany took the decision in consultation with the Governnent to
export the accunul ated quantity of zinc concentrate. Wth the perm ssion of
the CGovernnent, the assessee decided to price "zinc concentrate" for the
pur pose of sale by adopting what is called as the London Metallic Exchange
Price (for short, ‘LME price) as on 31.3.1996 the LME price was | ower than
the wei ghted Average Cost (for Short, ‘WAC by Rs. 27.08 crores. However
the A.O took the view that during the financial year 1995-96 there was no
export sale of zinc concentrate; that in the Auditors’ /'Report there was a
categorical observation that the decrease in the value of inventory byRs.
27.08 crores was not in accordance with the accounting policy of the
conpany and if the inventory woul d have been val ued at the domestic price
then the conpany’s profit would have been hi gher than by Rs. 27.08 crores.
According to the A.Q, in view of the above Auditors’ Report, an-addition
was inquired to be nade to the inconme of assessee for the accounting year
ending 31.3.96. According to the assessee-respondent, the allegation made
by the A O that there was no export sale during the said year was not

rel evant as the goods were lying in stock and they were supposed to be sold
out in the succeeding years. According to the assessee, the goods were
actually exported out of India in subsequent years.

3. Aggrieved by the order of the A O the assessee-respondent preferred an

appeal before CIT (A which was partly allowed. The assessee further

carried the matter in appeal before the | TAT which deleted the additions
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made to the i nconme of the assessee.

4. Aggrieved by the decision of the | TAT, Departnent preferred an appea
bef ore the Division Bench of the H gh Court which was of the opinion that
no substantial question of |aw as suggested by the Departnent arose for
consi deration. Hence this civil appeal

5. M. P.P. Malhotra, Additional Solicitor General, appearing on behalf of
the Departnment submitted that on the facts and circunstances of the case
there was no reason for the assessee to change the nethod of accounting. It
was urged that in the financial year ending 31.3.96 there were no export

sal es and, therefore, there was no question of taking into account the
factum of export sales in the next accounting year ending 31.3.97. Learned
counsel submitted that in the present case there was no allegation that the
accunul ated stock and zinc concentrate was a junk which had no market in

I ndi a. Learned counsel urged that the Auditors’ Report in the present case
clearly indicated that if the accounting policy of the earlier years was to
be foll.owed then'in that event the profits would have increased by Rs.
27.08 crores. Learned counsel urged that in view of the said Auditors’
Report the Department was right in add back to the income of the assessee
for the financial year ending 31.3.96.

6. M. K Sanpath, |earned advocate appearing on behalf of the assessee-
respondent, on the other hand submtted that the accumnul ated stock had no
market for sale in/India. He urged that the assessee was a Gover nnent
Conpany; that the accunul ated stock of zinc concentrate had | ow neta
content and it had high inpurity |evel of silica and, therefore, it was not
fit for captive consunption. Learned advocate subnitted that under the
above circunstances with the perm ssion of the Governnment, the assessee had
to segregate the quantity which was capable of captive consunption and the
bal ance of the stock which was not capabl e of captive consunption and which
had to be sold. however, there were no buyersin India for the accunul ated
stock. Learned advocate urged that the portion of the stock which had to be
sold constituted a new commodity. Learned advocate submitted that the
Auditors failed to recogni ze such segregation. In the circumnstances,
according to the assessee, a new comodity canme into exi stance during the
financial year 1995-96 which had to be given a new accounting treatnent. In
this connection, |earned advocate for the assessee placed reliance on the
letter dated 10.8.98 in which the assessee had stated 'that the

i nternational rate showed a declining trend inthe prices of ‘zinc
concentrate and, therfore, it becane necessary to wite down the inventory
to the net realizable value. That, in accordance with the principles of
prudential accounting the assessee did not carry forward the current assets
in excess of the anpbunt expected to be realized in the ordinary course of
busi ness and, therefore, the quantity identified for sale was valued at net
realizable value fromexports on the basis of LME price. Learned advocate
urged that the assessee has, therefore, acted on the accepted accounting
practice recognized by the Institute of Chartered Accountants In India by
way of Accounting Standards. This letter has been noted in the Assessnent
Order (at Page 47 of the S.L.P. paper book). In this connection |earned
counsel placed reliance on the authorities nentioned hereinbelow It was
further urged that LME price was the best estimate of the nmarket val ue of
the said conmmodity on 31.3.96. Learned advocate al so relied upon the
circular of the Board of Direct Taxes which stated that the Departnment was
not entitled to deviate fromthe Accounting Standards. According to |earned
advocate for the assessee, the Departnment has failed to take into account
the principle of anticipated | osses while valuing the closing stock.
Learned advocate submitted that it was open to the assessee to value the
inventory in the present case at Bel ow Cost.

7. Inrejoinder M. P.P. Ml hotra, |earned ASG appearing on behal f of the

Departnment Urged that the Auditors’ Report is the basis of the Assessnent

Order. It was pointed out that while valuing the closing stock it was not

open to the assessee to say that the net realizable value estinmated on the

basis of LME price resulted in a loss; that it was |ower than WAC and that
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there was reduction in value. Learned counsel submtted that even under the
accounting principles though reduction in value was adm ssible, the sane
was possible only in the year in which the sane took place and since in the
present case there were no export sales in the financial year 1995-96, the
assessee was not entitled to claimreduction in value on the basis of LM
price.

8. In the Case of Chainrup Sanpatramv. Comm ssioner of Incone Tax, West
Bengal , (1953) 24 | TR 481 SC, it has been held by this Court that valuation
of unsold stock at the close of the accounting period was a necessary part
of the process of determning the trading results of that period. It cannot
be regarded as a source of profits. Profits can be correctly ascertai ned
only after bringing into the trading account the closing stock wherever it
may exist. It was further held that the true purpose of crediting the val ue
of unsold stock is to balance the cost of the goods entered on the other
side of the account at the tinme of their purchase so that on cancelling out
of the entries relating to the sane stock fromboth sides of the account
woul d |.eave only the transactions in which actual sales in the course of
the year have taken place and thereby showi ng he profit or loss actually
realized onthe years trading. The entry for stock which appears in a
tradi ng account is nerely intended to cancel the charge for the goods

pur chased whi ch have not been shoul d necessarily represent the cost of the
goods. If it is more or |less than the cost, then the effect is to state the
profit on the goods actually sold. Fromthe doctrine there is one
exception, nanely, 'the adoption of market value at the date of making up of
accounts, if that value is less than the cost. This is in anticipation of
the loss that may be nade on the goods in the follow ng year. Wile
anticipated loss is taken into account, anticipated profit in the shape of
appreci ated val ue of the closing stock is not brought into the account as
no prudent trader would care to show increased profits before actua
realization. This theory that the closing stockis to be valued at cost or
mar ket price whichever is the |lower, is now generally accepted as an
established rule of commercial practices and accountancy.

9. To the sane effect is the judgnent of this Court in the case of

comm ssioner of Income Tax v. British paints India Ltd. (1991) 188 ITR 44
SC. In the said judgnent it has been held that is a 'well-recognized
principle of comrercial accounting to enter in the 'profit and | oss account
the value of the Stock-in-trade at the beginning and at the end of the
accounting year at cost on market price, whichever is the |lower. where the
mar ket val ue has fallen before the date of valuation and where the narket
val ue of the article on that date is less than its actual cost, the
assessee is entitled to value the articles at market val ue and thus
anticipate the loss which he may incur at the tine of the sale of the
goods. It was further held that the correct-principle of accounting is to
enter the stock in the books of account at cost unless the value is
required to be reduced by reason of the fall in the nmarket value of the
goods bel ow the original cost. Odinarily, therefore, the goods shoul d not
be witten down bel ow the cost price except where there is an actual or
anticipated loss. On the other hand, if the fall in the price is only such
as it would reduce nerely the prospective profit, there would be no
justification to discard the initial valuation at cost.

10. The narrow controversy involved in the present case is whether the
assessee was right in witing down the inventory (zinc concentrate) bel ow
the cost price by estimating its net realizable value at LME price and not
by estimating its net realizable value at the donestic price. There is no
di spute in the present case that as on 31.3.96 the international prices of
zinc concentrates were | ower than the donestic prices thereof. Further, in
the past the assessee has been val uing zinc concentrates at net realizable
val ue at the domestic prices It is for this reason that Auditors in their
Report have categorically stated that if the net realizable val ue stood
estimated in accordance with the past accounting policy (at donestic
prices) the profits of the conpany woul d have been higher by Rs. 27.08
crores. This Report of the Auditors is not erroneous as it sought to be
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urged on behal f of the assessee. There is no rectification of the said
Report. In the case of British Paints (Supra) it has held by this out that
it the fall in the price has the effect of merely reducing the prospective
profits (which appears to be the case if one | ooks at the Auditors’ Report)
there woul d be no justification to discard the valuation at Cost.
Therefore, in our view, the present case in not the case of anticipated
loss, it is the case of reduction in the prospective profits.

11. For the aforestated reasons, we are of the view that the | TAT had erred
in deleting the additions nade in the assessnent. Accordingly, the appea

is allowed and the inpugned judgment of the H gh Court is set aside with no
order as to costs.
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