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ThlS appeal by'the assessee relates to the AY 1995-96 'I'he assessee is a eompany -

- engaged m the maﬁﬁfacture of gas. stoves

g 7 The ﬁrst and seventh grounds are gen_ | }\_»ﬂand reqmre no de(:lsxon | : :
_ Ground nos 2 to 5 are chrected agalnst the additxon of Rz 23 68 264 ou zscount of __ |
L dxfference m stock as per e assessee’ s beoks and the, statement of stock submltted to the
- bank. The brief: facts in th1s connec‘uon are that in the assessee 5. balanee»sheet as on
31:3.1995; the: stock of ﬁmshed and semi- ﬁmshed goods Were shown as ml However :
the raw materlals were shown at Rs. 22 30 550 and The. packmg matenal were shown. at' R
" Rs.4, 20 895 The total stock thus. came to F.,s 46 51 445 Acoordmg to the mformatmn'_.:_‘_ R

O COHected by the AO from Bareilly (‘Dfpdratlon Bank Ltd Fandabad from whom the
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assessee was enjoymg credxt facliwcs against the hypothecatxon of‘ stock, the assessee

{/ e had subm:tted th ‘statement otl.,uoek as, o 31.3; 1995 to the bagk discl _smg the followmg__,.;. o

E pos;tlon i

1, GasS‘tove4BurnerSS o '_ 415 Nos. 93009 _'466,560;00 T

2. Gas Stove 3 Burner S.8. » 638 Mos. - -41800 26668400 -
3. Gas Stove Boublle Burner SS | 8053 Wes.  385.00  [521.905.00

1 935Wos.  185.00 - 172.975.00
cae e 236826400
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RAW MATERIAL |
Stock Components of the stoves o . . 1030,670.00
' - ' 3398,934.00

Less: Sundry Creditors: _804,635.00
_ 2594,299.00
Less; ‘Margin 35 ; - _908.005.00
. L 1686 294.00” :

~ Noticing the dxfference between the stock shown in the assessee’s balance-sheet and the

stock shown to the bank, the AO called upan the assessee to explain the d:fferenoe iu
particular, he noticed that whereas the value of semi-finished goods comprising of gas
stoves of different verities was shown to the bank at Rs.23,68,264, no such stock was

shown in the balance sheet.

- 4. In response to the AO’s query, the assessee wrote to the AO a letter containing its
_expiananon The same 1s not reproduced here for the sake of brevity. It is reproduced in

the assesSment order In br1ef what the assessee stated was that while preparing the_

balance sheet the entire stock (semi-finished goods) wis converted- mto components and

treated as raw material. In other words, it was the assessee’s claim that the same stock

. which was shown as raw material in the balance sheet at Rs.22,30,550 was shown to the

bank #s serm finished goods at Rs.23 68 264 inciusive of the margin of profit. It was the

assessee’s case that the raw material for the gac stoves consisted of different components

which were being Sutsourced by the assessee and that a very small process of merely -
=~

: assembimg the components was required 1 ordu to arrive at the semi-finished °tqgaz1l.

-stage of the gas stoves. Tt was also submitted thut all the quantltatxve mformauon wnh

respect to the stock, purchases and sales Were glven to the AO and the valuation has been

done nccordmg!y to the method cons1stent1y-folloxyed by».t_he assessee and that the

accourits of the assessee were audited and the auditors have not found any. major

discrepancies between the physical stock and the book stock. It was prayed that in these
circumstances, there was no justification to treat the difference as income o’(_the aSSESSEL.
5. The AO rejected the explanation in the followmg words: .

“The assessee’s reply has been considered and is not acceptable It s plea that the
stock in the statement submitted to the bank was inflated in order to get the
.+ .. maximum credit fac;lxtxes, cannot be relied upon since the details of the different

 thus there was substantmlly no d:fferencn between the components and the semi-finished



items manufactures by it have been mentioned in the said statement. Relying on
the cases of Coimbatore Spinning & Weaving Co. Ltd. vs. CIT (1974), 95 ITR
375 (Mad.), Gaindawal Honda & Sons vs. CIT (1980), 18 CTR (P&H) 210, and
Swadeshi Cotton Mills Co. Ltd. vs. CIT (1978), CTR (AlL) 349, the book results

: the stock as shown to the bank is taken as the true stock with the

are rejectéd and
‘assessee.”
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 He acéordingly” added the value of the susrby. way -of usacapunted: stock.  The

R
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{/ _“.‘.SS@ssmem--WaS_'ﬁﬁ.mpl'éfed_'acCor,c_lm'g!y';anqz_‘ semi-~finished: goods shown to the bank at
6.  On éppéal, the addition was confirmed "by the CIT(A) who refied on the judgment -
- of the Madras High Court in the case of Coimbatore Spinning & Weaving Co. Ltd. Vs.
: . CIT9STIR3TS - L B -
| 7. The dssessee. is in _furthe'r'appeal. 'f-We have considered the facts and the rival
contentions. The arguments of the Ld Representative for the assessee were -
( j ~ ({a) there is a difference between hypothecation of stock and pledge of stock in the
- : B - sense that in the case of hypothecation the goods remain with the assessee
s “ e whereas in the case of pledge the goods remain in the custody of the bank and,
D : therefore, the certificate of valuation is given by the bank and it enjoys more
o : credibility and that in the present case it is not a case of pledge, but it is a cése
' of hypothecation where thestock statement is given by the assesseg’in which
s some inflation in order to enjoy more facility cannot be ruled-out.
| (b_)'The"'certiﬁcation given to the assessee by the bank can at best only be a
starting point for further enquiry and cannot by itself justify the acdition.
{ - (¢) The AO was not justified in rejecting the book result without finding any
; "~ defect in the books. 1 :
’ (d) The assessee is liable to excige duty and it has maintained all the records liable
i to be-maintained ungér the Excise Duty Law and the excise auttorities not
S ) ' - having found any defect in these records, the rejection of book result was not
- O justified. . T
P | | | LA
; (e) The comparison of the gross profit rate between the year under appeal and the
earlier years shows a favourable position in the sense that whereas for the
"AYs 1993-94 and 94-95, the gross profit rate was 20.84% and 20.30%, it
 improved ‘to 21.94% for the year under appeal whick is a prime facie
- ' indication that the book result were fair and reasonable. In this context, it was
= further pointed outthat the afdition made for the stock would raise the gross
b : profit rate to fantastic level which &£ impossible to achieve.
P
W% % .
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.-(1‘) The accounts of the assessee ére‘a_udited u/s44AB of the Act and the tax’
~ auditors have furnished complete Quantitative pafticulars of stock of raw

" material, finished ‘and semi-finished goods and the packing material (pages
- 12-14 of the paper booIg)a_nd these details have not been found to be incorrect
- ofunanipulatedy. 7 o o

statement furnjshed by the assessee in the case of hypothecation has not been verified by
the bank officials, no addition can be made on account of difference in the stock, E&ﬁfd{

o,
being hefd to the prevailing practice of inﬂati_ng the stock for availing of higher credit

of Devgon Rice & General Mills vs. CIT, 263 ITR 391 is not against the assessce.
& Cnthe other hand, the Ld.SrDR, Mr. Santam Dhamija submitted as under:

(4) the addition can be stated to be incorrectly made only if it is a pure estimate or

pure work, which is not the case,

(b) th= AQ has clearly est‘ablished that there is a difference in Quantity of stock
and not mere price differences whicy, could be a matter of opinion.

. (d) there is a valye addition to the stock at very stage of assembling the product

which has not been Tecognized

- as.if the components wher assembled do not gain in valye. The vale of the

- final product which is the gas stove is not the same as the sum total of the

values of the components which £0 10 make it.. This principle’ has not been
recognized in the accounts of the assessee.
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- (e) the fact that the gross profit rate shown by the assessee compares well with the
rate shown in the earlier years is of no relevance to the dispute.

6 eridééh m}aterials havé'b'eén‘"l_'dré_uéh-t_vbﬁ record for rejecting thé book result.
And the assessee has not taken any specific ground against the rejection of the
book result.” : e e o

I

PREE

- (@) The jpdgment-of.theil_-loﬁ’ble

- Rice'& General Mills (Supra) has not laid down any legal proposition and that

it is distinguishable on facts. - It is submitted that the facts in the case of
Coimbatore ' Spinning & Weaving Co. Itd. (suprag are the same as in the
. 185sessee’s case and hence _righ;lyréliedby—-the CIT(A)... N
9. The Ld:.Sr.DR also cited the. judgments of the Hon’b‘:le_P&H High Court in ITO
vs. Emerson Pguf Plastic Company and Others, 191 ITR 560 _'and CIT vs. Lal Chand
Tirath ‘Ram, 225 ITR 675 to contend th'at_"‘oxi' S_imiiar' 'facts" pehalty and prosecution
procéedings were s’upcessﬁll_iy lé_lunched by the depé;t'rnent in these cases. |
10 In our view, the addition is not jus_tiﬁed. The assessee admits that there is a

differenceé between the balance sheet and the stock statement furnished to t_he bank _

insofar as semi-finished goods are concerned. Howé‘i/er, it seems to us that the assessee’s
explanation has not been appreciated in the corréct perspective by the departmental
authorities. It hag stated that what was shown in the ba.lance sheet as raw n'l'at.erial was
nothing but the components parts of the gas stove which, when assembled became semi-
finished goods which were shown to the ‘bank in the stock statement. It has to be
appreciated that the 'as'sessee'did not shfow'é'ny semi;ﬁnish:e'd' goods in the balance sheet
as on 31.3.1995. In other words, what was shown in the balance sheet as raw material
was shown to the bank as’ seiﬁi.-ﬁnishe_d goocﬁis.""'l‘he difference in value between the two
represents the profit l:iz_a.rgi!_a.' Th.i.s takes care of the ja‘réument,i of the Ld.Sr.DR thet the
va@ue of the gasstove:smorethan the aggregate of the values of the cdmponents. The
raw material has been valued in the balance sheet at Rs.22,30,550 whereas the semi-
finished goods have been valued at Rs.23,68,264. It is also to be noted that whereas the
packing materials were shown at Rs.4,20,895 in-fhe balance sheet, no value was placed

on them in the statement given to the bank.
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B&H High Court:in-the-gase of CIT vs. Sidhu:~ -
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11 Apart form th.e Vabove; the AO has Arejected the book result only because of the -~
diffcrerice in the stock position as shown m thegt balance sheet and as reflected in the
stock statement-givlen _to‘_the bank. - We ere of the view that the book result cannot be

- rejected sirnpty for this reason. As pointed out on behalf of the assessee, the alleged
discrepancy between the balance sheet and the stock statement given to the bank can

""-;-furmsh the basxs for a detalled enqmry mto the accounts of the assessee and if upon
i/ g enquxry it.is found as a fact that the assessce dld possess htgher stock than what it
- declared in the balance sheet then there wouId bc strong basis for the addition.. ‘The
| 'asscssec 8 accoungare audrted under the Compames Act as well as w/s 44AB of the
Income-tax Act. The tax auditors have gtven the complete stock particular in pages 12-
14 of the paper book The statutory audltors have also stated in the annexurc to the
report that the proccdure of physical verification of stock followed by the management is
reasonable and adequate and that no material discrepancies have been noticed on physical
verification of the stock Further, the rate of gross profit showed for the year under

appeal at 21. 94% compares well with the rate of gross profit shown for the meedtately

| two ‘preceding years at 20.30% and 20.84%. It was argued on behalf of the department

that the gross profit rate was. irrelevant to the dispute. We are unable to say that it is
irrelevant bccause the addltlon of Rs 23, 68 264 made as unaccounted stock would razse'
‘the gross proﬁt rate to a fantastlc level whlch an- assessee in the business of manufacture
of gas stove may not be able to achieve. The rate of 2ross profit declared by an assessee
is generally accepted as an indicator of the reliability of the accounts. Even in the income
tax assessmentgenerally, the starting point of any enquiry is the rate of gross profit and if
there is a steep fall compared to the earlier year, the accounts are subject to closer
“scrutiny to find out if they are reliable and ing case further defects in the maintenance of
the accoonts or the method of accounting are unearthed, the departmental authorities do
_reject the book results and estimate the profits. it cannot therefore, be said thathe rate of{‘s
gross profit is wholly irrelevant to the present issue. It furnishes a reliable guide to test
the veracity or reliability of the accounts. In the present case apart form relying on the
stack statement given to the bank, no other evidence has been brought on record to justify
the rejection of the books. In the judgment of the Hon’ble P&H High Court in the case of

CIT vs. Sidhu Rice & General Mills (supra) it has been held that mere reliance on the




) 1s ot open to any pérson to contend that there is no decision of the high Court

v

"

stock statement furnished by the assessee to the bank, without any other material brought
on record to show that the assessee in fact possessed a larger quantity of stock, cannot
add_iti_é;l_'_for .t;t_t;:rc:_k.= '_ In th_is._c_ase, the Hon’ble high Court has also taken note of

Justify thi_-:-__

jurisdictional High.Court. The argument-_of;t'hél LdSrDR that this judgment does not tay
down any law as it has merely dismissed the appéal u/s 260A inlimine on the ground that
there was no substantial ciue_stz’on of law, cannot be aéc‘epfé& i the light o\f the legal
position adumbrated by the Gujarat :Hig'h_\.Court in Nirma Industries (283 ITR 402). In
this judgment, it has been heId b}; ‘t-h‘tla‘(‘}ltlljarat High Court as follows:

“In the result, the effect of dismissal of a tax appeal by the High Court holding
that no substantial question of law arises is that he order of the Tribunal on the.
. -1ssue which was agitated by the'appellant before the High Court stands merged in
the order of the High Court, and for all intents and purposes it is the decision of
the high Court which is operative and which is capable of being given effect to. It

T

and the subordinate forum is entitied to take'a contrary view than the one adopted
in the earlier proceedings which have been affirmed by the High Court by a
process of dismissal of the appeal simpliciter.” ,

iz, In the light of the above position, we are unabl_é to give effect to the argument of

th 1.d.Sr.DR that an order of the High Court dismissing.an appeal u/s 260A in limine on

the ground that no question of law arises, does not lay down any legal principle and does

' not have binding effect,

15 There is one more fact of considerable significantewhich needs to be adverted to.
I'lie assessee is subject to excise duty and is obliged to maintain records under the Excise
Duty Law. In the stock statement dated 6.4.95 given to the bank, which is extracted in
the letter written by the assessee to the AO which is reproduced in pages 2 & 3 of the
-<Sessment order, the assessee has given the break up of higher ﬁguréé of stock given to
the bank. The break up shows that the semi-finished godds included 415 g gas stoves of
four burners and 638 numbers of gas stoves with three burners. In. its lettef dated
8.3.2002, written to the AQ (pages 48-55 of the paper book) the assessee has stated that it

never produced-stoves with three or four burners and it never sold such stoves either in

1
-

the fact fﬁ_af theCIT(A) did 'pbsérﬁc that the assessee had merely hjpothecated the stock
without plédgihg_:ihc_- s_,é_xile‘arid that there was no evidence that the stock was ever verified
by the bank | The facts of the - present case fall ‘within the ruling of the Hon'ble

R s o



the past or subscquently It has fhrther stated that this fact can be venfied from the exczse " “

record mamtarred by the assessee and in fdct the assessee produced the excise productron

record in ongmal before the AO for venﬁcatron No adverse comment has been made by

the AQO wzth regard to thrs clarm made. by the assessee “In the }etter the assessee has

further stated that the. saies tax assessmentsalso do not drsclose any sale of gas stoves with

*hree or four burners The relevant saIes-tax assessment orderywere enclosed to the letter.

' The hcense 1ssued by the Bureau of Ind;an Standards was also attached to the letter

which showed that the assessee company was hcensed to produce only single and doubIe

burner stoves Al these. claims were put. forth before the"AQ anng with the relevant
evrdence whrch have not-been adversely commented upon by the AO. In fact, ‘he has not :

adverted to such evidence at- all. The=se clalms were made to support the argument that :

the stock shown to the bank was mﬂated in order to get max1mum credit facility. It

therefore, seems to us, having regard to the ewdence referred to above that the statement

given to the bank has no credence.

14, In the light of the above we hold that the addmon 1s not justified. We delete the -

Qg
samejallow the grounds ] _
15, Ground no.6 is directed against the dieallowance of R.12,160 on account of sales

promoiion expenses. The Ld., Representatzve for the assessee drew our attention to pages

28, 58-anc 66-67 ol the paper book to show that the items marked in these pages are not
sales promotion at all. 1t is the assessee’s claim that il these items are removed from
consideration, there will be nothing to be disallowed as sales promwtion expenses. WIS
find that these 'it_ems are not on account of entertaimment, but they relate mostly to
purchase of gas lighters Taking an over all view of the matter, we reduce the
diszllowance on accont of entertainment element in the sales promotion elemen: to
K.5,00C and allow the ground in part. |
16, In the result, the appeal of the assessee is partly allowed. No costs. Decision
pronounced in court on é”‘oc} leoé '_ )
(RAIENDRA SINGH)' | ! | R (R.V. EASWAR)
ACCOUNTANT MEMBER : - VICE PRESIDENT

Delhi, Dated, Oct. =€ ,2006.
SKB
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