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EMrL SAVUNDRANAYAGAM, Appellant, an d  COMMISSIONER 
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S . C. 323 an d  325— I n  the m atter o f  a  case sta ted  fo r  the op in io n  o f  the 
Suprem e Court under the p ro v is io n s  o f  Section  74 o f  the Incom e  

T a x  O rdinance (C ap . 88)

Income ta x —C .i.f. contract— P aym ent o f purchase price— Void  ab initio—L iability  o f 
the setter or his agent to be taxed in  respect o f the assum ed profits.

When money is paid by A to B under a mutual mistake as to the substance of 
the whole consideration, B is not liable to pay inoome tax in respect of the 
money received by him.

In a o.i.f. oon tract for the sale of a  large quantity of oil it was stipulated tha t the 
purchase price of the goods should be p rid  by the buyer’s Bank to thq seller’s 
agent, S, on the presentation by S to tbs Bank of documents relating to the 
shipment of tho oil. 8 received payment of the purohase price against certain 
documents but it was subsequently discovered that a person D, who had boon 
entrusted by S with the matter of shipping tho oil, had committod a very serious 
fraud ; no oil had in truth been shipped, and every document forwarded by D 
to S in proof of the purported shipment was a forgery.

Held, that as S’s mandate was to secure an actual fulfilment of tho sollor's 
obligations and to obtain the purchase price in exchange for genuine  documents 
8 was not liuble to pay inoome tax on any money received by him, as commission 
or dividend, out of the assumed profits derived by the seller from tho contract 
of sale.

rV.JASE stated for the opinion of the Supreme Court under section 74 
of tho Incoino Tax Ordinance.j!

11. V. P erera, Q .C ., with S . N adesan , Q .C ., C . R enyanathan  and 
N . N adarasa , for the asaessee (appellant in No. 323 and respondent in 
No. 325).

T . S . F ernando , Q .C ., Acting Attorney-General, with M . T iru ch elvam , 
Deputy Solicitor-General, V. Tennekoon  and R . S .  W an asun dera , 
Crown Counsol, for the Commissioner of Income Tax (respondent in 
No. 323 and appellant in No. 325).

C ur. adv . vu lt.

March 4, 1955. G r a tia en  J .—

This appeal (No. 323) comes up by way of a case stated for tho opinion 
of tho Supreme Court under section 74 of the Income Tax Ordinance.

Tho assosseo was a director of two private companies called Transworld 
Enterprises Ltd. (the “ T. W. E. Company ") and the Eastern Traders 
Ltd. (the “ E. T. Company”). Between August 1950 and October 1950 he 
entered into negotiations in Colombo with a representative of the Hwa 
Shih Company (the “ Chinese Company ”) for the supply of a large
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quantity of oil to be shipped direct to them at Tsingtao. Evontually, on 
23rd October, 1950, he accepted on behalf of the T. W. E. Company an 
order to supply 45,000 drums of oil (at various specifications) for 1,230,000 
dollars c.i.f., stipulating that the purchase price should bo assured in 
advance by a letter of credit opened in Ceylon, India or Switzerland “ in 
favour of our subsidiary firm, Messrs. Eastern Enterprises Company 
On the Bame day the representative of the Chinese Company “ con­
firmed” the contract and on 29th November, 1950, the Chinese Company 
arranged for a reputable Bank in Switzerland to open an irrevocable 
letter of credit A 27 in favour of the Eastern Enterprises Company 
whereby the Bank undertook to pay the purchase price against bills 
drawn by the Eastern Enterprises Company” accom panied by the following  
docum ents . (1) commercial invoice in duplicate, (2) full set clean onboard 
bills of lading, (3) Lloyd’s survey certificate, (4) analyst's certificate of quality, (5) Insurance policy

Something must now be stated with regard to the Eastern Enterprises 
Company. The assesses had apparently arranged that, if a contract 
could be negotiated for the sale of lubricants to the Chinese Company, 
the business should be undertaken by a partnership called the Eastern 
Enterprises Company consisting of the T. W. E. Company and the E. T. 
Company. This partnership in fact came into oxistenco on 27th October, 
1950, and was registered a few days later. The correspondence makes it 
clear that it was the partnership which thereafter undertook the responsi­
bilities of the seller under the c.i.f. contract and as such becamo 
entitled to receive payment’ of the purchase price upon the due 
completion of the sale.

On 28th Novomber, 1950, the assesses, armed with a general powor of 
attorney from the partnership, went to Europe in search of someone who 
was in a position to supply the oil required for shipment to China. He 
eventually contacted a rogue named fierre Duval who represented that 
ho was willing and able to ship the entire quantity from Marseilles to 
Tsingtao for 825,552/50 dollars. The arrangement was that Duval, 
having shipped the oil should send the relative documents to the assessce 
who would in turn present them to the Swiss Bank. Having received 
payment against these documents, the assessee would pay Duval his 
purchase price leaving a considerable margin of profit for the partnership.

Early in January 1951 Duval informed the assessee that the oil had in 
fact been shipped as arranged, and he furnished the assessee with the 
documents in proof of shipment. These documents were presented by tho 
assessee to the Bank together, with a bfll of exchange drawn on the 
Chinese Company. On 17th January, 1951, the Bank made full payment 
to the assessee who in turn settled Duval’s account for 804,475 dollars. 
The balance sum (so it was thought) represented the gross profits earned 
by the partnership in this fabulous venture. Out of this amount, the 
following sums were received by the assessee personally in Ceylon 
currency :—

(1) Its. 1,110,204 “ as commission earned by him for his part in the 
transaction ” ;
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(2) Jts. 180,000 as dividends paid out to him and Ilia wifo (out of tho
“ profits ” from the same transaction) by tho T-. W. E. Conipnny ;

(3) Rs. 5,000 as Director’s fees (also paid out of the same “ profits”).
The assessee’s appeal raises the question whether these throe payments 
represented “ income ” in his hands so as to attract tax under tho Ordinance. 
Before discussing this issue, however, it is necessary to return to tho 
facts as found by the Board of Review.

After the payments and distributions previously referred to had been 
made it was discovered that Pierre Duval had committed a vory sorious 
fraud. No oil had in truth been shipped to China, and ovory document 
forwarded by him to the assessee in proof of the purported shipment 
was a forgery. Tn the result, the assesseo (on behalf of tho partnership) 
had forwarded to the Swiss Bank nothing but worthless documents and 
received in exchange for them the purchase price of a non-existent consign­
ment of oil. The Board was satisfied, however, that, at that time tho 
assossco “ bolieved bona fide  that the Bank was making paymont on 
gonuino documents and became aware of the fraud and forgery for tho 
first time about the end of March or tho beginning of April 11)51 ”.

There was uvidenco before tho Board to support these findings of fact, 
and wo have thereforo no option but to accept them as correct for the 
purpose of answering the questions of law submitted for our opinion.

The Board decided that tho assessee was liable to pay tax on tho three 
paymentsenumerated by me because (1) in receiving the purchase price from 
the Bankintermsoftheletter of credit A 27 upon documents bona fide  but 
erroneously believed at that time to be genuine, the partnership “ had done 
all that they woro roquired to do”, (2) the payments mado to the assesseo 
by tho partnership out of this sum by way of commission, dividends 
and Director’s feos were similarly bona fide  recoivod and properly earnod 
by him.

.Air. Perora has submitted that the legal inferences drawn by tho Board 
upon the facts as determined by them are insupportable. His argumont is 
that the payments of the purchase price was void ab in itio , and that no 
property in any part of the assumed “ purchaso price ” ever passed to the 
partnership or thereafter from tho partnership either to the assesseo or (in 
the case of the dividends) to the assessee’s wifo. The learned Attorney- 
General supported the conclusions arrived at by the Board, and argued in 
the alternative that, even if money became liable to be refunded by the 
partnership upon the discovery of Duval’s fraud, it could not bo 
followed in tho hands of the assessee or his wifo (they having received it 
innocently and for value).

I must dissociate myself at the outset from the remarkably cynical 
theory that tho partnership had dono “ all that it was required to do ” in 
ordor to “ earn ” the purchase price either under the contract of salo or 
under the letter of credit which guaranteed payment upon due compliance 
with the conditions thcroin stipulated. The documents which form tho 
basis of the Board’s determination make it clear that the partnership had 
assumed in every respect the obligations of a seller, and that the purchaso 
price could only be “ earned ” upon presentation of genuine documents
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relating to a genuine shipment. The passing of property in the goods to 
the buyers and in the purchase price to the seller wero intended to take place simultaneously.

I agree with Mr. Perera that in the circumstances of this case the pro­
perty in the money did not pass to the partnership. The money was paid 
by the Bank and received by the assesses on behalf of his partners under 
a common mistake about a matter which was as fundamental in character 
as one can conceive of in relation to a c.i.f. contract and a lottcr of credit 
undertaking to pay the purchase price under a c.i.f. contract. The pay­
ment was made under “ a mistake or misapprehension as to the substance 
of the whole consideration, going as it were to the root of the matter ”. 
K en n ed y  v . P a n a m a , N ew  Z ealand  an d  A u stra lia n  R oya l M a il Co. '. Tn 
these circumstances, “ the mind of the grantor did not go with the trans­
action at a ll; his mind went with another transaction, and he was meaning 
to give effect to that other transaction, depending upon facts difforont 
from thoso which were the true facts”, per Lord Shaw in Jones v. 
W aring  an d  O illow  2. As Lord Sumner pointed out in tho latter case,
“ tho passing of property is a question of intention, .and just as much so in 
tho case of a payment of money asm the case of the transfer of a chattel ”.

Tho common mistako which the Bank and the assesseo (as attorney of 
the partnership) shared at the time of the payment was of a kind which 
in the opinion expressed by Lord Atkin in B ell v. Lever Brothers L td .3 ren­
dered the transaction and the payment void oft in itio , so that the Bank’s 
consent to tho transfer of the property in the money was nullified. “ The 
mistake prevented there being an intention which the common law 
regards as essential to the making of an agreement or the transfer o f money 
or property”. N on vich  F ire  Insurance L td . v. P rice* .

Both parties were content to argue the appeal before the Board of Re­
view on the assumption that the English law applied. In my opinion this 
assumption was justified by the provisions of section 58 (2) of the Salo of 
Goods Ordinance because the payment was intended to be made as Con­
sideration under a concluded contract for the sale of goods. The effect of 
common mistake upon the validity of the transaction is therefore 
governed by the rides of the English law. But the controversy seems to 
be only of academic interest. Even under the Roman-Dutch law, tho 
true position was that the common mistake fraudulently induced by 
Duval vitiated the payment. “ The mere delivery of an article does not 
transfer its ownership, for this takes place only when a sale or some 
other ju s t  cause precedes delivery D igest 41. 1. 3 1 ;  W essells on 
Contract in  S . A fr ic a—vol 2, para 3636. See also Voel 1 8 .1 .  5 and 1 8 .1 .  6 
where a clear distinction is drawn, between the kinds of “ error ” which 
would render a contract void and those which render it merely voidable.

I concede that the case for the taxing authority is not nocessarily con­
cluded by tho circumstance that the money received from the Bank 
nevor passed into tho ownership of the partnership. If, for instance, it 
had been diverted into the hands of a third party who received it in good 
faith and for value, the third party could thereby (under tho English law)

3 (i.9.32) A. G. 161.•(1934) A. C. 465.> (1867) 2 Q. D. 580. 
•(1926) A. C. 670.



(jHATXAKN J .—Haoundranayag  mi v. Commissioner o f Incom e Tax  40L

claim t hat the money had now become his own property. The rules o f Roman-Dutch law are very similar. W essells (supra), paras 3712-3710. 
The question therefore remains whether all or any of the relevant sums 
subsequently received by the assessee from the partnership by way of 
commission, dividends and Director’s fees can properly be regarded as 
having become his “ income ” for taxing purposes, although the money 
did not belong to the partnership itself at any time.

Let us first consider the sum of Rs. 1,110,264 appropriated by the 
assessee on 17th January, 1951, out of the assumed profits of the partner­
ship. The Board held that this amount had been “ lawfully earned by 
him as commission” and received by him at a time when he “ knew ” 
(i.o., I presume, “believed”) that the partnership had“ legal title to the 
money ”. I find it impossible to adopt this line of reasoning. In my 
opinion, the determination that the Company and assessee acted bona  
fide  rules out the theory that the assessee could have been intended to 
" earn ” his commission merely by obtaining payment for forged docu­
ments. His mandate was to secure an actual fulfilment of the seller’s 
obligations under the contract of sale and to obtain the stipulated purchase 
price in exchange for genuine documents securing for the seller title in the 
goods and indemnifying him against risks during shipment. He originally 
entertained the belief that he had earned his commission, but the truth 
is that ho had not. No doubt he received the money bond fide , but not 
in exchange for anything approximating to the services intended to bo 
rendered by him. Accordingly, the ownership in this part of the fund 
nover passed to him for the same reason that it had previously not passed 
to the partnership from the Bank.

Similarly with rogard to the dividend and the Director’s fees. Ob­
viously the intention (to which he was himself privy) was to distribute 
profits actually earned by the partnership from this particular venture ; 
but as no such profits were in fact earned, there was no effective transfer 
of money to the assessee.

The documents produced before the Board established that, after the 
fundamental error was discovered, the assessee (on behalf of himself and 
his principals) undertook to refund to the Chinose Company such part 
of the purchase price as was still within his control. Whether he fulfils 
t hat undertaking or not, the fact remains that the money is not (and never 
wus) tho property of himself or his principals.

In my opinion, it is unnecessary to givo a dotailod answer to tho specific 
questions submitted for our opinion. I would reduce the assessment 
determined by the Board by deleting the sums of Rs. 1,110,264, Rs. 180,000 
and Rs. 5,000 in respect of which the assessee was not assessable. He is 
entitled to tho costs of this appeal and to a refund of the sum deposited 
by him under section 74 (1) of the Ordinance.

There remains the Commissioner’s connected appeal (No. 325). Tile- 
conclusions already arrived at by me leave no room for adopting the argu­
ment that the assessment should be increased by the addition of other 
items representing a further distribution of the imagined “ profits ”

2 *
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>of tho partnership. Moreover, the learned Attorney-General very fairly 
informed ns that he could not support th a t part of the caso for the 
Commissioner, whose appeal must therefore' be dismissed with costs.

Ŝansoni J .—I agree.
A ppeal N o . 323 allowed. 

A p p e a l N o . 325 dism issed.


