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ACT:

Bonus Acr, 1965 ss. 4, 6, 7-Scope of - Comput ati on of
bonus-Pri nci pl es for deduction from gross profits on
account of depreciation, devel opment rebate, and estinmated
liability for gratuity-Treatnment of interest on capita
reserve attributable to revaluation of assets-Principles for

deternmining allowance for direct taxes that —enmployer "is
liable to pay".
HEADNOTE:

In a dispute between the appellant and its worknen relating
to the computation of bonus under the Payment of Bonus Act,
1965, the Conpany contended that the avail abl e surplus . came
to Rs. 49.96 |akhs sixty pet cent of which, nanely, Rs.
29.98 lakhs was the allocable surplus. The enpl oyees
di sputed the conputation claimng that the Conmpany had
wongly reduced the gross profits and the avail able 'surplus
and contended, inter alia, that certain anbunts deducted on
account of provisions for gratuity and for doubtful debts
should be added back; they challenged a deduction  of
interest on reserves on the ground that the capital reserve
was artificially arrived at by a nmere revaluation of the
conpany’s fixed assets as on April 1, 1956; and also
di sputed the figures of depreciation, devel opment rebate and
direct taxes deducted by the conpany while working out the
avai | abl e surpl us.

The Unions disputed the amount of Rs. 28.82 |akhs worked
out by the Company’s auditors as depreciation in accordance
with the Income-tax Act, 1961 on the ground (1) that there
was no evidence that the anobunt of depreciation canme to
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Rs. 28.82 lakhs; and (2) that since the profit and |oss
account nentioned Rs. 23.48 |akhs as depreciation, t he
Conpany could only claimthat anmount.

Inits award the Tribunal allowed Rs. 23.48 | akhs instead of
Its. 28.82 |lakhs claimed by the company as depreciation

Simlarly it allowed only Rs. 7 |l akhs instead of Rs. 8.8
| akhs clainmed by the conpany as devel opnent rebate. The
Tribunal held that the anpbunt of Rs. 18.38 [|akhs clained
under the head of gratuity was not a reserve but a provision
and therefore, was not liable to be added back, but it held
that the conpany could deduct only about Rs. 10 |akhs as
al so Rs. 1.31 | akhs and Rs. 87,000/- actually paid
during the year to enployees who retired during that vyear
and added back the balance of Rs. 6 lakhs to the gross

profits. Except for these anpbunts, the Tribunal accepted
the rest of the conpany’s computation. Both the Uni ons and
t he Conpany obtained special |eave and fled appeal s
chall enging the correctness of the Tribunal’s award. In

their ' appeal it was al so contended by the Unions that the
Tri bunal '‘had wongly allowed a deduction of Rs. 145 | akhs as
direct taxes under sec. 6(c); all that the enployer could
deduct was direct taxes whichhe "is liable to pay" for the
accounting year in respect of "his income, profits and gains
during that vyear", i.e., the enployer is entitled to
deduct only his /actual tax liability. Such liability.
therefore, has to /be worked out in accordance wth the
provi sions of the Income-tax Act and ot her rel evant Acts by
first arriving at 'the actual taxable incone, gains and
profits under those Acts and then conpute the taxes at rates
provided by them for that particular accounting year

751

HELD: The appel | ant. conpany contentions on _the guesti ons
of devel oprment rebate and the provisions for gratuity nust
be upheld; the amount of depreciation nust be ascertained
afresh by the Tribunal after giving the parties opportunity
to lead such evidence as they desired. The’ workmen’ s
appeal nust be di sm ssed.

(1) The depreciation deducted in the expendi ture col um
in the Profit and Loss Account was the depreciation ‘worked
out under s. 205(2) of the Conpanies Act, but under ~section
6 of the Bonus Act, the Conpany is entitled to deduct from
its gross profits depreciation adm ssible —under Section

32(1) of the. Income-tax Act, i.e., such percentage on the
witten down value as may, in the case of each of the
cl asses of assets, be prescribed. It was for this reason

that Rs. 23.48 |akhs were shown as depreciation in the
Profit and Loss Account by the Conpany while in the
conput ati on for bonus the conpany clained Rs. 28.82 | akhs
as. depreciation. [755 H-756 B]

Si nce the Conpany clai med the deduction of depreciation, the
burden of proof that the anount clainmed was in accordance
with the Incone-tax Act was on the Conpany and that bur den
the conpany mnust di scharge once its figures were chal |l enged.
It was not sufficient for it to produce its auditors’
certificates. The question as to the correct anount  of
depreciation nust therefore go back to the Tribunal for a
further decision. The Tribunal nust give an opportunity to
the Conpany to prove its claim for depreciation by
reasonabl e proof and to the Unions to test such, evidence by
cross-exam nation or otherw se. [757 D

Khandesh Spg. & Wg. MIls Co. Ltd. v. The Rashtnya Grn

Kangar Sangh, [1960] 2 S.C. R 841, 847, Petlad Turkey Red
Dye Works Ltd. v. Dyes & Chemical Wdrkers’ Union [1960] 2
S.C.R 906, 909, referred to.

(2) Under s. 6(b) of the Bonus Act the Conpany is entitled
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to deduct out of the gross profits arrived at under s. 4 the
whol e of the devel opnent rebate adm ssible under the | ncomre-
tax Act, i.e., the anmount, 75 per cent of which cones to Rs.
7 lakhs in the present case. The Tribunal was in error in
m xing up the development rebate reserve to which the
Conpany had to appropriate Rs. 7 lakhs in the Profit and
Loss Account and the devel opnent rebate of Rs. 8.87 |Iakhs
allowable to it under s. 6. of the Act. There was therefore
no justification for the Tribunal to allow Rs. 7 lakhs only
i nstead of Rs. 8.87 | akhs as devel opnent rebate. [ 759D F]

(3) An estimated liability under gratuity schenes as in the
present case, even if it amounts to a contingent liability
and is not a debt under the Wealth Tax Act, if properly
ascertainable and its present value is fairly discounted, is
deductible from the gross receipts while preparing the
Profit and Loss Account. This is in accordance wth
accepted principles of comercial practice and is also the
position under~ the lIncone-tax Act. There is no rule or
direction /in the Bonus Act which prohibits such a practice.
[766 C 767 D

The Tribunal -in allowing Rs. 10 | akhs out of the estinated
liability of Rs. 16 lakhs inpliedly accepted the sane
principle but allowed only Rs. 10 | akhs because it thought
the estimate to be excessive. This was not done on the
ground that the estimate of Rs. 16 | akhs was not warranted
on any valuation. |In the absence of any challenge as to the
correctness of the wvaluation and in the absence of any
challenge that such iiability cannot be estinmated on any
fair standard. the Tribunal ought to have allowed the whole
of Rs. 16 |lakhs to be deducted while arriving at the net
profits in the Profit and Loss Account. [767 E]

752

Cal cutta Company Ltd. v.CI.T., [1960] "1 S.CR 185;
Comm ssioner Walth Tax v. Standard Vacuum G| Co. ' Ltd.
[1966] 2 S.C R 327; Kesoramlndustries and Cotton Mlls
Ltd. v.CWT., [1966] 2 S.C.R 688; Standard MIIls Co. @ Ltd.
v. Comm ssioner of Inconme Tax, [1967] 1 S.C. R 768; Southern
Railway of Peru Ltd. v. Owen, [1957] A.C. 334 and San
Insurance Office v. Cark, [1912] A C. 443; referred to.

(4) There was no justification for the contention that
reval uation of conpany’s assets in 1956 was fictitious and
that the difference of Rs. 57 lakhs was a nere -hook
adjustnment and did not add to the wealth of the conpany so
that no deduction by way of interest was permssible on such
an artificial anmount. [767 H

In the present case the revaluation was made as early as
1956 and did not appear to have been objected to at any tinme
either by the Conpany’'s auditors or by any one  else
concer ned with the Conpany’s nanagenent. It cannot,
therefore, be legitimately said that it was done for any
oblique purpose, nuch less with a view to defeat the
labour’s claimto bonus. It is true that such revaluation
does not bring in any tangi ble additional anbunt into the
conpany’s coffers which it can use for its business. But
under sec. 211 of the Conpanies Act, every bal ance-sheet  of
a conpany nust give a true and fair view of the state of
affairs of the conpany as at the end of the financial year
Sch. VI to the Conpani es Act al so provides that where sums
have been witten off on a reduction of capital or a re-
val uation of -assets, the bal ance sheet, subsequent to such
reduction or revaluation nust show the reduced or the
increased figures as the case may be. Apart from the
provisions of the Conpanies Act, it is a recogni sed
principle of accountancy to transfer the increased value of
assets on revaluation to a capital reserve account. Such an
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increased figure is an unrealised accretion in the value of
a fixed asset. The fact that such an increased figure does
not actually bring in any additional anpbunt to the conpany
does not make the capital reserve any the less a reserve.
[768 C QG

The Tribunal was therefore right in accepting the figure of
Rs. 57 lakhs and deducting interest thereon fromthe gross
profits.

(5) Bonus being payable within eight nonths after the close
of the accounting year in cases where there is no dispute
pending before an authority under s. 22 of the Act as
provided by s. 19, it is hardly possible, except in rare
cases, that assessnent under the Incone-tax Act and other
such Acts would be conpleted by the tine bonus has to be
paid. Therefore, the Tribunal would not have before it the
taxable incone assessed by the Incone-tax and other such
officers. |If the Union's contention were to he right, there
woul d be two or nore parallel authorities working under the
Bonus 'Act and thelncone-tax Act and other such Acts who
woul d have  to assess taxable income and the tax payable
them before-all of whomthe enpl oyer would have to prove
his taxable inconme. In each bonus dispute, the Tribunal, not
equi pped with the -detailed know edge of all such Acts,
woul d have to undertake an enquiry into various deductions,
rebates, reliefs, etc. clainmble by the enpl oyer under those
Act s. The fact that paynent of bonus cannot broke del ay
wi t hout causing hardship to | abour would seem to nmilitate
agai nst the possibility of such prolonged enquiries. [774 E-
775 A

An exami nation of the provisions of the Bonus Act shows that
the 'Tribunal nust estimate the amount of direct  ‘taxes on
the balance of gross profits as worked out under ss. 4 and
6, but without deducting the bonus, then work ‘out the
guantum of taxes thereon at rates applicable ,during that
year to the incone, gains and profits of the enployer and
753

after deducting the anmobunt of taxes so worked out arrive at
the available surplus. Section 6(c) being subject to 's. 7
the conputation has to be done without taking into account
the itenms specified in s. 7(a) and in the nanner prescribed
by t he remai ni ng cl auses of that secti on. Thi's
interpretation is comendabl e because; (1) it is consistent
with the words "is liable to pay" ins. 6(c), (2) it-is in
harmony with the provisions of ss. 4 and 6 and Sch. H, —and
(3) it is consistent with the intention of  Parlianent
apparent fromthe schene of conputation of avail abl e surplus
inthe Act. Furthernore, if Parliament intended to make a
departure fromthe rule |laid down by courts and tribunals
that the bonus anmpunt should be cal cul ated after. provision
for tax was nmade and not before, it would have made an
express provision to that effect either in the Act “or in the
Schedul es. [776 B-D;, F-G

Associ ated Cenment Comnpanies Ltd. v. The Wrknmen, [1959]
S.CR 925 at 974; Cronpton Parkinson (Wrks) Private Ltd.
V. Ilts Workmen [1959] Supp. 2 SSC.R 936; and Wor knmen
o! India Explosives Ltd. India Explosives Ltd., [1966] 2
L.L.I. 313, referred to

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeals Nos. 2138 and
2196 of 1966.

Appeal s by special |eave fromthe Award dated June 27, 1966
of the Sixth Industrial Tribunal, Wst Bengal in Case No.
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VI11-251 of 1965.

N. A Pal khi val a, Jatinder Mahajan, O C. Mathur and Ravi nder

Narain, for the appellant (in C. A No. 2138 of 1966) and the

respondent (in C. A No. 2196 of 1966).

A S.R Chari, R K Mheshwari and B.P. Maheshwari, for

the respondents (in C A No. 2138 of 1966) and the

appellants (in C A No. 2196 of 1966).

H K. Sowani, K. RaJendra Chaudhuri and K R Chaudhuri, for

i ntervener No. 1.

N. A Pal khivala and D.N. Miukherjee, for intervener No. 2.

M K.  Ramanurthi, Shyanala Pappu and Vineet Kumar, for

i ntervener No. 3.

R J. Kolah and O C. Mathur, for intervener No. 4.

N. A Pal khivala and O C.  Mathur, for Intervener No. 5

A. N. Parekh and Subhag Mal Jain, for intervener No. 6.

The Judgnent of the Court was delivered by

Shelat, J. By a reference dated Septenber 17, 1965, the

CGovernment, of West Bengal referred to the Sixth Industria

Tri bunal the following question for adjudication
"Whet her conputation of bonus in respect of
the accounting year ending 31st March 1965
payabl e to the enployees is in accordance with
the payment of Bonus Ordinance ? If not, what
should be the quantum " of bonus for the
enpl oyees ?"

754

The di spute between the appellant conpany and its enpl oyees

arose in the follow ng manner. The  conpany’s accounting

yearis from1lst April to 31st March of the follow ng year

and its books of account are maintained on the mercantile

system of accounting. The conpany conputed the anpbunt of

bonus payable to its enpl oyees under the Paynment of Bonus

Ordi nance which was pronmulgated on My 29, 1965 and

furnished on July 5, 1965 copies of its this conputation to

the three respondent Unions representing its enpl oyees. The

avai l abl e surplus and all ocabl e surplus, according to this

conputation, were Rs. 49.96 lacs and Rs. 29.98 | acs

respectively. On this basis ‘the conpany declared the
bonus at 13.28 per cent of the total wages paid to the
enpl oyees. Accor di ng to this conputati on, t he gr oss
profits came to Rs. 2,70,61,234/-. Qut of this the

conpany deducted the follow ng anobunts allowed under the
Ordi nance, nanel y:
Rs. 28,64,000/- as depreciation admssible
under the Income Tax Act, 1961
Rs. 9,00, 000/- as devel oprrent rebate.
Rs. 1,36, 33,000/- as direct taxes.
Rs. 1,50,000/- as dividend on preference
shar es;
Rs. 23,37,000/- as interest at 8.5 p.c.
on paid up capital;
Rs. 17,80,358/- as interest at 6 p.c. on
reserves.
Thus the avail able surplus cane to Rs. 49,96,876/-, sixty
per cent of which, namely, Rs. 29,98,125/- was the allocable
surplus. The enpl oyees disputed the conputation contending
that the conpany had wongly reduced the gross profits and
the available surplus and that the follow ng amunts shoul d
be added back, viz.,provision for gratuity Rs. 18, 38, 605/-
and provision for doubtful debts Rs. 50,000/-. They also
chal | enged deduction of interest on the reserves on the
ground that the capital reserve of Rs. 57,00,151/- was
artificially arrived at by a mere revaluation of the
conpany’s fixed assets as on April 1, 1956. They al so
di sputed the figures of depreciation, devel opment rebate and
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direct taxes deducted by the conmpany while working out the
avai | abl e surpl us.

Parliament in the neantinme passed the Paynent of Bonus Act,
1965 which by sec. 40 repeal ed the Ordi nance but which saved
all things done and action taken under the 'Odinance as
havi ng been done or taken under the Act. On Septenber 27,
1965 conpany paid, subject to the result of the reference,
bonus at the rate of 13.28 percent of the wages including
dearness al l owance to its enpl oyees.

Inits award the Tribunal allowed Rs. 23,48,226/- instead of
Rs. 28,82,261/- <claimed by the conpany as depreciation

Simearly it allowed only Rs. 7 lacs instead of Rs.
8,87,371/- clained

755

by the conpany as devel opnent rebate. As regards Rs. 18.38
lacs clained under the head of gratuity, the Tribunal held
that anmount was not ~a reserve but a provision and,
therefore, was not liable to be added ’back. But it held
that the conpany could deduct only Rs. 10 lacs and odd as
also Rs. 1.31 lacs and Rs. 87,000/- and odd actually paid
during the year to enployees who retired during that vyear
and added back the balance of Rs. 6 lacs to the gross
profits. Except for these anobunts, the TribUnal accepted
the rest of the conpany’s conputation. "In the result the
Tribunal found the available surplus 'and the allocable
surplus to be 54 /Jlakhs and odd and Rs. 32.42 | acs
respectively and directed paynent of bonus at 14.55 per cent
of the total wages. Both the Unions and the conpany obtained
speci al |leave and fil ed appeal s chall enging the  correctness
of the Award.

In the profit and |oss account for the year 1964-65, the
Conpany had shown Rs. 17 chores and odd as gross  receipts
and out of that anobunt had deducted diverse anmount s as
expenditure including the sumof Rs. 23,48, 226/- by way of
depreciation. In its conputation filed before the Tribunal

t he Company, however, clainmed depreciation at Rs. 28.82 | acs
worked out by its auditors in accordance with the provisions
of the Income Tax Act, 1961. The Unions disputed this anount
on the ground (1) that there was no evidence that the
amount of depreciation came to Rs. 28.82 |acs and (2) that
since the profit and [ oss account mentioned Rs. 23.48 | acs
as depreciation, the conpany could claim  that anount
only. The Tribunal accepted the Unions’ contention stating
that there was nothing to show that the conpany t hr ough
m stake had shown Rs. 23.48 lacs as depreciation in the
profit and | oss account and that subsequently on finding out
the mstake it had revised in its conputation depreciation
at Rs. 28.82 lacs. The Tribunal, as we shall presently show,
was in error in confusing depreciation clained by it ~as a
deduction wunder sec. 6 of the Act and in thinking that the
conpany had nmade or clained to have nmade a mi stake and was
trying to correct such m stake.

Under sec. 205( 1 ) of the Conpanies Act, 1956, no divi dend
can be declared or paid by a conpany for any financial  year
except out of profits arrived at after providing for
depreciation in accordance with sub-sec. (2). Sub-sec. (2)
provi des different nmethods of cal cul ating depreciation, one
of which is to calculate it by dividing 95 per cent of the
original cost of each of the depreciable asset by a

specified period in respect of each such asset. The
depreciation deducted in the expenditure colum in the P&L
account therefore was the depreci ati on wor ked out
under sec. 205 ( 2 ) of the Conpanies ’'Act. Under sec. 2 (

18 ) of the Bonus Act, gross profits mean gross profits
cal cul ated under sec. 4. In the case of conpanies other
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than a banki ng conpany, gross profits under Sec. 4 are to be
conputed in the manner laid
756
down in the 2nd Schedule. That Schedule requires adding
back to the net profit shown inthe P & L account of
depreci ati on deducted in that account while conputing gross
profits. CQbviously, the depreciation so to be added back is
the one worked out by the company under sec. 205 (2 ) of the
Conpanies Act. Section 6 of the Bonus Act provides that
having arrived at the gross profits under sec. 4 read wth
the 2nd Schedule, the Conmpany is entitled to deduct
therefrom depreci ati on adm ssible under sec. 32( 1) of the
I ncome Tax Act, that is, such percentage on the witten down
value as may, in the case of each of the classes of assets,
be prescri bed.
The fact that the company while preparing its P & L Account
and its conmputation (Ex: 6) produced before the Tribunal
had kept  the distinction between depreciation worked out
under 'the Conpanies Act and the one to be worked out under
the Income-tax Act for the purposes of the Bonus Act is
clear fromthe evidence of its witness, Verma. It was for
this reason that Rs. 23 lacs and odd were shown as
depreciation in the P & L Account while in the conputation
(Ex. 6) the conpany clainmed Rs. 28.64 |acs as depreciation
There was, therefore, no question of the conpany havi ng nade
any mstake in calculating depreciationin the P & L Account
or its trying to amend that mi stake as erroneously thought
by the Tribunal. ‘The only m stake, the conmpany clainmed it
had made, was that the true  figure of depreci ation
deducti bl e under sec. 6(a) of the Bonus Act was Rs. 28.82
lacs and not Rs. 28.64 |acs. The Conpany - produced a
certificate of its auditors (Ex. U 2) dated Decenber 20,
1965 wherein the auditors certifiedthat ~on the records
produced before themthe true figure of ‘depreciation  would
be the revised figure of Rs. 28:82 |acs and not Rs. 28.64
| acs. But the -controversy between the parties was not
confined to the difference between these two /figures.
There were three figures for depreci ati on before the
Tribunal, Rs. 23 lacs and odd shown.in the P &L Account,
Rs. 28.64 lacs shown in the conputation and Rs. 28.82 |acs
subsequently cl ained by the conpany as the revised figure of
depreci ati on. The last two figures were taken by the
conpany fromits auditors’ certificate certifying first Rs.
28.64 lacs and, latex on, revising that figure to Rs. 28.82
lacs on certain further records and information produced
before them The evidence of Verma shows clearly that the
Uni ons di sputed the Conpany’s cal cul ati ons of . depreciation.
VWhen questioned by them Verma could only say that. the
calcul ations were done not by himbut by the Secretaria
Departnment and, therefore, was not in a position to answer
guestions in that regard. No witness fromthe Secretaria
Depart ment was produced. As regards their books and records
produced before the auditors, his only answer was:
757
"So far as books and records nentioned in the
first part of Ext. U2 are concerned, the
books and record relating to the branches were
pr oduced bef ore the representatives of
the, auditors’ firmthere, and the other books
and records were produced there before the

auditors’ firm So far as t he record
nent i oned in the second part of t he
certificate are concerned, they are different
records. The informations and explanations

given to the auditors were given verbally
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after consulting our books of accounts".
These books and records not having been produced or
di scl osed, there was obviously no opportunity to the Unions
to verify either of the two figures, viz., Rs. 28.64 lacs or
Rs. 28.82 |lacs. It is true that Vernma said that the
cal cul ati ons shown to the auditors could be produced but he
qualified the offer by saying that would be done if the
Tri bunal required.
Si nce the conpany clai ned the deduction of depreciation, it
stands to reason that the burden of proof that t he
depreciation claimed by it was the correct anobunt in
accordance wth the Income Tax Act was on the Conpany and
that burden the conpany nust discharge once its figures were
chal | enged. But it was; contended that once the conpany
pr oduced its auditors’ certificate. that shoul d be
sufficient and must be accepted and that the Tribunal should
not insist either on the auditors proving their certificate
or on  the conpany proving depreciation on each and every
item of ~/depreciable asset. Such an enquiry before the
Tri bunal, it was argued, would be a harassing and prolonged
enquiry, —not contenplatedin industrial adjudication and,
therefore, the Tribunal ought to have accepted as correct
Rs. 28.82 lacs certified by the auditors. Under sec. 23 of
the Act the presunption of accuracy is allowed only to the
bal ance sheet and/'the P & L Account of conpanies. No such
presunption is provided for by the Act to audi tors’
certificates. Speaking of rehabilitation ambunt deductible
as a prior charge under the Full Bench formul a while working
out the available surplus this Court in Khandesh Spg. ana
Wg. MIlls Co. Ltd. v. Rashtriya Grni _Kangar Sangh(1)
observed at page 847 as follows:
"The i mportance of this question (the
procedure to be followed for ascertaining
facts) in the context of fixing the ‘anount
required for rehabilitation cannot be over-
estimated. The item of rehabilitation is
generally a mmjor itemthat enters. into the
calcul ations for the purpose of ascertaining
the surplus and, therefore, the  anpbunt of
bonus. So, there would be a tendency on the
part of the enployer to.inflate this figure
and the
(1) [1960] 2 S.C R 841,847. ap. C. 1./69-2
758
enpl oyees to deflate it. The accounts of a
conpany are prepared by the managenent. The
bal ance-sheet and the profit and | oss account
are also prepared by the conpany’s officers.
The | abour have no concern in it. Wien so
much depends on this item the principles of
equity and justice demand that an [Industria
Court should insist upon a clear proof of the
same and also give a real and adequat e
opportunity to the Ilabour to canvass the
correctness of the particulars furnished by
the enpl oyer."
The necessity of proper proof of the correctness of
statements in the balance-sheet was repeated in Petlad
Turkey Red Dye W rks Ltd. v. Dyes & Chem cal W rkers
Uni on(1) . These observations nade with regard to bal ance-
sheets and P & L accounts would equally apply to statenents
nmade in ,the auditors’ certificates ’'prepared on t he
instructions and information supplied to them by enployers.
Mere production of auditors’ certificate, especially when
it is not admtted by |abour, not by the auditors but by the
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enpl oyees of the conpany who adnmitted not to have been
concerned with its preparation or the cal culations on which
it was based. would not be conclusive. W do not say that
in such a case the Tribunal should insist wupon proof of
depreciation on each and every itemof the assets. It
shoul d, however, insist on sone reasonable proof of the
correctness of the figure of depreciation clained by the
enpl oyer either by exam ning the auditors who cal cul ated and
certified it or by some other proper proof. Depreciation in
sone cases would be of a large anpbunt affecting materially
the available surplus. Fairness, therefore, requires that
an opportunity nust be given 'to the enployees to verify
such figures by cross-exam nation of the enployer or his
Wi t nesses who have cal cul ated depreci ati on anount .
Notwi t hstanding the Unions’ <challenge to the figure of
depreci ation clai ned by the conpany, the only thing that the
conpany did was to-exam ne Verma, who admittedly had nothing
to do wth its calculation, and to produce through him the
said certificate. I'n our view, that was neither proper nor
sufficient. The proper course for the Tribunal in such a
case was to insist upon the conpany adducing |egal evidence
in support of its claiminstead of taking the figure of
depreciation fromthe P & L account which was not worked out
in accordance with the Income Tax Act but under sec. 205 of
the Conpani es Act, 'and saying that the Conpany had failed to

prove that it was a mstaken figure. In our view, the
guestion as to the correct amount of “depreciation nust go
back to the Tribunal for a fresh decision. The Tribuna

shoul d give opportunity to the Conmpany to prove its claim
for depreciation by reasonable proof and tothe Unions to
test such evidence by cross-exam nation or ot herw se.

(1) [1960] 2 S.C.R 906, 909.
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An error of the sane type seens to have been committed by
the Tribunal in the matter _of devel opnent rebate. It

allowed Rs. 7 lacs as devel opment rebate. instead of Rs.
8.87 lacs. «clained by the Conpany. Under sec. 33/ of the

| ncone Tax Act, an assessee is allowed by  way of
devel opnent rebate a certain percentage of the cost of
machi nery or pl ant depending on the date of its

installation. Secti on 34(3) of that Act provi des,
however, that the said all owance shall not be given unl ess
an anount equal to 75 per cent of the devel opnent rebate to
be allowed is debited to the P & L account of the rel evant
previous year and credited to a reserve  account to be
utilised by the assessee in the 8 years next following for
the purposes of the undertaking. Accordingly, the Conpany
appropriated Rs. 7 lacs to the devel opnent rebate reserve as
it was bound to do if it wanted to clai mdevel opment rebate.
The Conpany took the round figure Rs. 9 lacs instead of Rs.
8.87 lacs for devel opnent rebate and credited Rs. =7 |acs,
being 75 per cent thereof to the devel opnent rebate reserve.
Under the Second Schedule to the Bonus Act, read with  sec.
4 thereof the Conpany is required while conputing its gross
profit to add the devel opnent rebate and as footnote 1 in
that Schedule shows "to the extent charged to profit and
| oss account", that is, Rs. 7 lacs. Under sec. 6(b) of the
Bonus Act, the Conpany is entitled, however, to deduct out
of the gross profits arrived at under sec. 4, the whole of
the devel opnent rebate adm ssible under the Income Tax Act,
i.e., the amobunt, 75 per cent of which comes to Rs. 7 | acs.
The error which the Tribunal fell into was in mxing up the
devel opnent rebate reserve to which the Conpany had to
appropriate Rs. 7 lacs in P & L account and the devel opnent
rebate of Rs. 8.87 lacs allowable to it under sec. 6 of the
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Act. M. Chari for the Unions fairly conceded that he could
not challenge this position. There was, therfore, no
justification for the Tribunal to allow Rs. 7 | acs only
instead of Rs. 8.87 lacs as devel opnent rebate.

The next question relates to a sumof Rs. 18.38 |lacs, being
the estimated liability under two gratuity schenes framed by
the Conpany, which was deducted fromthe gross receipts in
the P & L account. 1In 1960 the Conpany introduced a
gratuity schene for its enployees other than its officers.
Under that schene gratuity was payable on the term nation of
an enployees’'s service either due to retirenent, death or
term nation of service, the anount of gratuity payabl e being
dependent on his wages at that tine and the nunber of vyears
of service put in by him The Conpany had worked out on an
actuari al valuation its westimated liability and nade
provision for such liability not all at once but spread over
a nunmber of years.  Thusin 1959-60, 1960-61 and 1961-62 the
Conpany all ocated towards this liability Rs. 5 lacs. Rs. 10
lacs and Rs. 5 |lacs respectively fromout of the profits,
760

debiting these anpbunts inthe profits and | oss account. In
all Rs. 40 lacs have so far been provided in the aforesaid
manner against the said liability. The practice followed by
the Conpany is that every year the Conpany works out the
additional liability incurred by it on the enployees putting
in every additional year of service. Wenever an enployee
retires, the anount of gratuity payable to him is debited
agai nst the amount provided for as aforesaid. The anount
so paid is not debited in the P& L account as an outgoing
or expenditure but against the estinmated liability provided
as aforesaid. 1In 1964-65 the, Conpany introduced a simlar
gratuity schenme for its officers. According to the Conpany,
the estimated liability under this schenme was worked out at
Rs. 20 lacs. But instead of providing the whole for it
provided only Rs. 11.31 lacs. It also provided Rs. 7 |acs
under the schene for its non-officers against the liability
for service put in by themin that year. Qut of Rs. 18.38
| acs so provided, the Conpany paid as gratuity Rs.
1,31,585/- and Rs. 87,295/to officers and other enpl oyees
who retired during 1964-65, debiting as aforesaid, these
amounts not as an outgoing or expenditure but against the
said amounts of Rs. 11 lacs and Rs. 7 lacs: The Conpany
claimed that it was entitled to. deduct the bal ance of Rs:
16 lacs fromthe gross receipts in the P & L account while
working out its net profit. The Unions contended that the
Conpany coul d deduct fromthe gross receipts only Rs. 1.31
lacs and Rs. 87,000/- and odd actually paid during the year
The Conpany, on the other hand, maintained that what it had
"done was legitimate and was warranted by the principles of
accountancy and, therefore, the whole amount of Rs. /18.38
| acs was deductible in arriving at its net profits. What
the Tribunal did, however, was that instead of squarely
facing this controversy, it held that as the Conpany had in
the forner years debited Rs. 5 lacs e.g., in 1959-60 and
1961-62, it would allowonly Rs. 5 lacs for each of the two
schemes. Thus it allowed Rs. 10 lacs as dubitable in the P
& L account in addition to the said Rs. 1.31 lacs and Rs.
87,000/- and disallowi ng the balance of Rs. 6 |acs added
back that anpbunt in the net profits shown inthe P & L
account .

The contention of M. Chari was two fold: (1) that t he
amount which could be debited was that which was actually
pai d and the Conpany was not entitled to debit inthe P& L
account any amount worked out by it as estinmated liability.
The Tribunal. therefore, was not justified in allowing the
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Conpany to debit any such anbunt and that the Tribuna
arbitrarily fixed Rs. 10 lacs and allowed wongly that
amount to be deducted; and (2) even if such estinmated
liability was debitable, the appropriation amounted to a
reserve and under the Bonus Act such a reserve had to be

761

added back while working out the gross profits under the 2nd
Schedul e to the Act.

Two qguestions, therefore, arise: (1) whether it is
legitimate in such a schenme of gratuity to estimate the
liability on an actuarial wvaluation and deduct such

estimated liability in the P & L account while working out
its net profits; and (2).i.f it is, whet her such
appropriation anounts to a reserve or a provision. If it is

a reserve, obviously the ambunt has to be added back while
conputing the gross profits. But in that event the Conpany
would be entitled to interest-thereon at 6 per cent per
annum under Item 1 (iii) of the Third Schedule to the Act.
In the case  of an assessee mmintaining his accounts on
nercantil'e “system a liability already accrued, though to
"be discharged at a future date, would be a proper deduction
while working out the profits and gains of his business,
regard being had to the accepted principles of conmercia

practi ce and accountancy.” It is not as if such deduction is
permssible only /in case of anbunts actually expended or
paid. Just as receipts, though not actual receipts but
accr ued due or brought in for inconme tax -assessnent, so
also liabilities ‘accrued due would be taken ‘into account
whil e working out the profits and gains of the business. A
Conpany carrying on business of ‘buying |land and selling it
after devel opment sold certain plots, received a part of the
price but entered the whole of the price receivable as it
mai ntained its books of accounts on mercantile nethod. It
al so debited a certain sum being the estimted expenditure
for the devel opnents it undertook to carry out wthin six
nont hs fromthe execution of the sale deeds although no part
of such expenditure was actually incurred during that year

It was held that having regard to the accepted comercia

practice and trading principles and there ' being no
prohibition against it in the Income Tax Act, deduction of
such estinmated liability even though it did not come under
any specific provisions of sec. 10(2) of the Incone  Tax
Act, 1922 was pernissible; (see Calcutta Conpany Ltd. .
CJ.T. (1) Such a deduction of an accrued I'iability
though not actually paid is not confined to the lncone Tax
Act only but is also perrnissible under the Walth Tax Act,
1957. In Commissioner of Walth Tax v. Standard Vacuum G

Co. Ltd.(-2) demands in respect of paynent of tax under. sec.
18A  of the I ncone Tax Act, 1922 were nmade against’' the
'assessee conpany for 1956-57. The final installnent of Rs.
47 lacs and odd for each of the two years was outstandi ng on
the respective valuation dates. The question was whether
the demand ,for such tax could be deducted while determ ning
the net wealth of the Company. This Court held that a  debt
is "owed when an order is passed under sec. 18A and a
notice of demand is sent. The anpbunt nentioned in the

notice begins to be "owed till a newfigure is

(1) [1960]1 S.C.R 185. (2) [1966] 2 S.C. R 317
762

substituted by the assessee under sec. 18A(2) of the Incone
Tax Act. But till that is done, the ambunt is ascertained

and there is a statutory liability to pay the anpunts
nmentioned in the order wunder sec. 18A(1) and were debts on
the valuation dates and, therefore, deductible for the
purpose of arriving 'at the Company’s net wealth. The
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Court also held that a condition subsequent, the fulfilnent
of which may result in the reduction or even extinction of
the Iliability, would not have the effect of converting
that liability into a contingent liability. The decision

no doubt, turned on the neaning of 'debt’ as defined by
sec. 2(m of the Weal th Tax Act, the.Court there holding
that the statutory liability to pay the anmount nentioned in
the order comrenced when the demand notice was served and,
therefore, the liability did exist in present. In Kesoram
I ndustries and Cotton MIls Ltd. v. CWT.(1) also a case
under the Wealth Tax Act, the appellant conpany showed in
its P & L account tw amounts: (1 ) the amount  of
di vi dend proposed to be distributed for that year and (2)
another sum as a provision for tax liability wunder the
income Tax Act, 1922. ~The question was whether these two
Sums were debts and coul d be deducted while conmputing the
Conpany’s net wealth. It was held that the dividend anmount
was not a debt as on the valuation date nothing nore than
a recomendation by the Directors had taken place. But as
regards the estimated tax liability, it was held that it was
a debt ‘inasnmuch as the liability ~to pay the tax was in

present though payable in future and was in respect of an
ascertai nable sum of nmoney. In Standard MIIs Co. Ltd. v.
Comm ssioner of |Inconme Tax(2) the decision turned on the
guestion whether an estimated liability under gratuity

schenmes framed under /A ndustrial awards amounted tO debts and
could be deducted while conputing the net wealth. On
reliance havi ng \been placed on Southern Railway of Peru
Ltd. v. Omen(a) a decision to which we shall presently cone
the Court observed’ at page 773 that decision had no
rel evance to the question before it as the House of Lords
in t hat decision was concerned in det'er m ni ng t he
deductibility of the present value of a Iliability whi ch
may arise in future in the conputationof taxable income
for the relevant year under thelncone Tax | aws- The Court
held, in view of the ternms of sec. 2(m of the Walth Tax
Act, that as the liability to pay gratuity was’/ not in
presents but would arise in future on the termination of
service i.e. onretirenent, death or termnation; the
estimated liability wunder the schenes woul d not be a
debt and, therefore, could not be deducted while conput i-ng
the net wealth. These observations show that the Court
was of the view that though such a liability is a contingent
liability and therefore not a 'debt’ under sec. 2(m of the
Weal th Tax Act, it would be deductible under ~the _Incone
Tax Act while
(1) [1966] 2 S.C. R 688.
(2) [1967] 1 S.C R 768. (3) [1957] A.C 334.
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conputing the taxable profits. |In the instant case, the
guestion is not whether such estinmated liability - arising
under the gratuity schemes ambunts to a debt or not. The

guestion that concerns us is whether while working out the
net profits a trader can provide fromhis gross receipts his
liability to pay a certain sumfor every additional year  of
service which he receives fromhis enployees. This, in our
view, he can do, if such liability is properly ascertainable
and it is possible to arrive at a proper discounted present

value. Even if the liability is a contingent Iliability,
provided its discounted-present value is ascertainable, it
can be taken into account. Cont i ngent liabilities

di scounted and val ued as necessary can be taken into
account as trading expenses if they are sufficiently certain
to be capable of valuation and if profits cannot be properly
estimated wi thout taking them into account. Contingent
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rights, if capable of valuation, can sinmlarly be taken into
account as trading receipts where it is necessary to do so
in order to ascertain the true profits: (see C.N Beatti’s
El ements the Law of Income and Capital Gains Taxation 8th
ed. 54).
In Southern Railway of Peru Ltd. v. Omen(1l), the House of
Lords was concerned with the problemsimlar to. the one
before us and, therefore, the observations made there would
be of assistance. An English Company operating a railway
in Peru was under the |laws of that country liable to pay
its. enployees conpensation on the termnation” of their
services either by dism ssal or on term nation of service by
notice or on such termnation by death or affluence of
contractual tine. The conpensation so paid was an anount
equi valent to one nonth's salary at the rate in force at the
date of deternination of every year of service. The Conpany
clained to be entitled to charge agai nst each years receipts
the <cost  of making provision for the retirement paynents
which ‘would ultimately be thrown —on it, calculating the
sum required to be paid to each enployee if he retired
wi t hout feature at the close of the year and setting’ aside
the aggregate of what was required insofar as the year had
contributed to the aggregate. The House of Lords rejected
the deductions on  the ground that in calculating the
deduction the conpany had ignored the factor of discount.
But their Lordships recognised the principle that the
conpany was entitled to charge agai nst each year’s receipts
the cost of nmking provision for the retirement payments
which would ultimtely be payabl e as the conpany had the
benefit of the enpl oyees’ services during the year provided
the present value of the future paynents could be fairly
esti mat ed. The contention on behalf of the Crown was very
nearly the sanme as the one before us. Counsel conceded,
that a trader conputing his taxable profits for a particul ar
year may properly deduct not only the paynments actually made
to his enpl oyees but
(1) [1957] A.C. 334.
764
al so the present value of any payments in respect of ~ their
services in that year to be nmade in a subsequent year if it
can be satisfactorily estimated. But it was argued that
proposition would not apply to that case as the conmpany was
not in any year under a definite obligation to pay its
enpl oyees |lunp suns on the term nation of their enpl oynent
as in each case the right to a lunmp sumwas contingent on
certain conditions being fulfilled and’ so the prospective
liability remai ned contingent until the service was actually
ended. The lunmp sum could not be regarded as' earned or
payable in respect of a particular year of service / and,
therefore, the whol e sum should be debited in the account of
the last year of service. This contention was not - uphel d.
In the course of his opinion, Lord Radcliffe cited wth
approval the dictum of Lord Hal dane in Sun Insurance Ofice
v. Clark(1l) at p. 455, nanely:
"It is plain that the question of what ,is  or
is not profit or gain rmust primarily be one of
fact, and of fact to be ascertained by the
tests applied in ordinary business. Questions
of law can only arise when (as was not the
case here) sone express statutory direction
applies and excludes ordinary conmer ci a
practice, or where, by reason of its being
i mpracticabl e to ascertain t he facts
sufficiently, sone presunption has to be
i nvoked to fill the gap."-
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Hol di ng

t he

liability

that there was no such statutory rule prohi biting
conmercial practice of providing for such an estinmated
for each year, he conpared the: two systens and

observed at pp. 351-352 as foll ows:

"Now t he question is how ought the effects of
this statutory scheme to be reflected in the
appel lant’s accounts of the annual profits
arising from its trade ? One way, which is
certainly the sinplest one, is to let the
paynments made fall entirely as expenses of the
year of paynent and ignore any question of
maki ng provision for the maturing obligation
during the years of service that precede
it It has one considerable
advant age; no el enent of estimate or val uation
appears in the profit assessment and not hing
is charged to profits except the actual cash
outgoing. But, when this has been conceded, |
t hi nk that there is the very serious
di sadvantage to be set against the inefficient
met hod of arriving at the true profits of any

one year. The retirement benefit is not
obvi ously paid to obtain the services given in
the year of retirenent. The incident of

retirement paynents nust be variable from year
to year, and

(1) [1912] A.C. 443.
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they 'may inordinately depress the profits of
one year just as they may inordinately inflate
the profits of another. It is true ‘that the
conpany carries on business fromone year to
another, but it is not charged on the average
of its annual profits. Tax rates and
al | owances thenselves vary and, apart from
that, to charge tax on a profit undul y
accelerated or unduly deferred is, in ny
opi nion, no nore respectable an achievenent
than to admit that the annual accounts of
busi ness do in some cases require the
introduction of estimates or valuations if a
true statenment of profit i,s to be secured.

Anot her nethod is that which the appellant is

seeking to establish with regard to its
assessments for the four years 1947-
1950 ..... VWhat the appellant clains the

right to do is to charge against each year’s
receipts the cost of making provision for. the
retirement paynents that will wultinmately be
thrown wupon it by virtue of the fact that it
has had the benefit of its enployees' services
during that year. As a corollary it will not
make any charge to cover the actual paynents
made in the year in respect of retirenent
benefits. Only by such a nethod, it is said,

can it bring against the receipts of the
year the true cost of the services that it has
used to earn those receipts. General ly
speaking, this must, | think, be true. For

whereas it is possible that any one of its
many enpl oyees may forfeit his benefits and
SO never require a paynent, the substantia
facts of the situation are that when the
conpany has paid every salary and wage 'that
is due for current renuneration of the vyear
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it has not by any neans wholly discharged

itself of the pecuniary burden which fails

upon it in respect of the year’s enpl oynent."
Agreeing with the conpany’s claimhe observed that provision
for retirement payments would give an accurate reflection of
the true costs of earning the year’s receipts than nerely
charging against themthe year’'s paynent to enployees who
retired in the year.
That there is no rule against providing for any such
contingent liability but on the contrary such a provision is
perm ssible can be seen fromthe formof bal ance-sheet in
Schedul e VI to the Compani es Act, 1956 where provisions for
taxation, dividends. provident fund schenes, staff benefit
schenes and other itenms for which a conpany is contingently
liable are to be treated as current liabilities and,
therefore, dubitabl e against the gross receipts. Schedule
VI, Part 2, lays down the requirenents of profit and |[|oss
account and el. 3 (ix) of it provides that a profit and
| oss account  shall” set out —anpbngst other t hi ngs the
aggr egat e of ampunts set aside or provisions nmde for
neeting. specific liabili-
766
ties, contingencies or commtnents. But the contention was
that though Schedule VI -to the Conpanies Act may permt a
provision for contingent liabilities, the Income-tax Act,
1961 does not, for under sec. 36(v) the only deduction from
profits and gains permssible is of a sum paid by an
assessee as an enpl oyer by way of his contribution towards
an’ approved gratuity fund created by himfor the exclusive
benefits of his enployees under an irrevocabl e trust Thi s
argunent is plainly incorrect because sec. 36 deals wth
expenditure deductible from out of the taxable incone
al ready assessed and not with deductions which are to be
made while mnmaking the P & L account. In our view, an
estimated liability under gratuity schemes such as the ones
before us, even if it ampunts to a contingent liability and
is not a debt under the Wealth Tax Act if /properly
ascertainable and its present value is fairly discounted is
deductible fromthe gross receipts while preparing the P & L
account. It is recognised in trading circles-and we find no
rule or direction in the Bonus Act which prohibits such a
practice.
The next question is whether the anount so provided is a
provision or a reserve. The distinction between a provision
and a reserve is in comercial accountancy fairly “well-
known. Provi si ons made agai nst antici pated | osses and
conti ngenci es are charges against profits and, ~therefore,
to be taken into account against gross receipts in the P &
L account and the bal ance-sheet. On the other hand, reserves
are appropriations of profits, the assets by which they
are represented being retained to formpart of the capita
enpl oyed in the business. Provisions are usually shown in
the bal ance-sheet by way of deductions fromthe assets in
respect of which they are nade whereas general reserves -and
reserve funds are shown as part of the proprietor’s

i nterest: (See Spicer and Peglar’s Book- keepi ng and
Accounts, 15th ed. p. 42). An anmount set aside out of
profit and ot her surpl uses, not designed to neet a

l[iability contingency commtnment or dimnution in value of
assets known to exist at the date of the bal ance-sheet is a
reserve but an anpbunt set aside out of profits and other
surpluses to provide for any known liability of which the
amount cannot be determined with substantial accuracy is a
provision, (see WIIliam Pickles Accountancy, Second Edn.

192, Part 111, cl. 7, Sch. VI to the Conpanies Act, 1956
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whi ch defines provision and reserve).

Under sec. 23 of the Bonus Act, there is 'a presunption of
the genuineness of the P & L account produced by t he
conpany unless it is challenged in the manner provided
therein. The Conmpany’s case was that the estinmated liability
under the gratuity schenmes in respect of the accounting
year was ascertainable wth fair accuracy under the
actuarial valuation and Rs. 16 lacs which it took into
account while making it P & L account was the
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present discounted liability. This position does not seem
to have been disputed before the Tribunal. The princi pa

contention urged against. that figure was not that the
estimated liability was not ascertainable or as in the case
of Southern Railway of Peru(l) that it did not represent the
present discounted value, but that the Bonus Act pernits
only the deduction of the anpbunt actually paid during the
accounting year. This was also the principal contention of
M. Chari before us. M. Ramanurthi, appearing for one of
the interveners, argued that though it nmay be possible to
take into account such a contingent liability in arriving at
the true profits and gains under the Income-tax Act, it
woul d not be so under the Bonus Act as the schene of the Act
treats the accounting year as a wunit and, therefore,

reserves or provisions on the footing of estimat ed
liabilities to be /paidin future cannot be taken into

account . But under the Inconme-tax Act also the previous
year is aunit and it is only the profits and gains during
that year which are taxable. |If under the |Income-tax Act an

estimated liability ascertainable with substantial accuracy
can be taken into account for arriving at the true profits
and gains, there is no reason why the sane cannot = be done
under the Bonus Act unless 'there is any provision therein
f or bi ddi ng such a practice recognised by conmer ci a

accountancy. No such provision was shown to exist in the
Bonus Act.

The Tribunal in allowing Rs. 10 llacs out of the estimat ed
"Rs. 16 lacs inpliedly accepted the principle canvassed by
the company. It, however, allowed only Rs. 10 |lacs because
it thought it to be excessive as in sone prior years the
Conpany had deducted Rs. 5 lacs. But this was not™ done _on
the ground that the estimate of Rs. 16 lacs was  not
warranted on any valuation. In our view, in the absence of
any challenge as to the correctness of the valuation and in
the absence of any challenge that such liability cannot be
estimated on any fair standard, the Tribunal ought to have
allowed the whole of Rs. 16 lacs to be deducted while
arriving at the net profits in the P & L account.

Turning now to the appeal filed by the enployees two
guesti on besides those already di sposed of were raised; one
dealing with interest on capital reserve and the other
relating to the amount of direct taxes to be deducted from
the gross profits.

As regards the first question, Verma' s evidence was that the
Conpany had revalued its fixed assets in 1956.and credited
the difference of Rs. 57 lacs between its cost and the val ue
fixed on such revaluation, to the capital reserve. The
Tri bunal accepted the valuation as bona fide and allowed
interest on the said reserve at 6 per cent in accordance
with sec. 6(d) and el. 1 (iii) of the 3rd Schedul e. M.

Chari’s contention was that the reval uation

(1) [1957] A.C. 334.
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by the director in 1956 was fictitious; t hat the
di fference of Rs. 57 lacs was a mere book adjustnent and




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 17 of 24

did not add to the wealth of the Conmpany and though that
amount was transferred to the capital reserve it was not as
i f any addi ti onal amount became available for t he
Conpany’ s busi ness and therefore, no i nterest was
perm ssi bl e on such an artificial amount. At first blush
it would seemas if there is sone force in this contention

for it would be possible for a conpany to deflate its gross
profits by fictitiously revaluing its fixed assets at
regular intervals red claimng interest on the excess by
carrying such excess to capital reserve and to reduce thus
labor’s claimto bonus. |In the present case the reval uation
was made as early as in 1956 and it does not appear that it
was ever objected to either by 'the Conpany’s auditors or by
any one else concerned wth the Conpany’s nmanagenent.
It cannot, therefore, be legitimtely said that it was done
for any oblique purpose, nuch less with a view to defeat the

labor’s claimto bonus. It is true that such revaluation
does not bring in any tangible additional anbunt into the
conpany’s.  coffers which it can use for its business. But

under sec. 211 of the Conpanies Act every bal ance-sheet of a
conpany nust —give a true and fair viewof the state of
affairs of the conpany as at the end of the financial year

Sch. VI to the Compani es Act al so provides that where sums
have been witten off ~on a reduction of capital or a
reval uati on of assets the bal ance-sheet subsequent to such
reduction or revaluation nust show the reduced or the
increased figures as the case may be. Apart from the
provisions of the ' Conpanies Act, it 1is ‘a recogni sed
principle of accountancy to transfer the increased value of
assets on revaluation to a capital reserve account. Such an
increased figure is an unrrealised accretion in-the val ue of
a fixed asset. (see Pickles Accountancy 2nd Edn.  pp. 103
and 935). So that the fact such an increased figure does
not actually bring in any additional amount to the Conpany
does not nmake the capital reserve any the less a reserve.
Nor is it possible to postulate that if such a claim is
al | owed to be deducted, the (‘nanagenent would go on
artificially inflating the value of the fixed assets with a

view 'to claiminterest. |In the first place, if such an
inflation is nade nala fide, the Tribunal can-always reject
it. In the second place, it is hardly profitable for a
conpany to resort to such a practice for under the Walth
Tax Act the conpany would be liable to an increased

assessment. Section 7(2) of that Act provides that where  an
assessee is carrying on a business for which accounts are
mai nt ai ned regularly, the Wealth Tax O ficer may instead of
determ ning separate the value of each asset held by the
assessee determne the net value of the asset of the
busi ness as a whole having regard to the bal ance sheet of

such business as on the valuation date. I n Kesor am
Industries v. Comnissioner of Wealth Tax(1l) the  assessee
sought

(1) [1966] 2 S.C. R 688.
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to argue exactly what M. Chari contended, nanely, that the
reval uati on of the assets nade by himdid not represent the
true value of the assets. That contention was rejected and
this Court held that the Wealth Tax O ficer was entitled to
rely on such reval uation and proceed to assess on the basis
of the net wealth shown as a result of such revaluation. W
do not , therefore, see any justification for t he
apprehension felt by M. Chaff, for, by trying to reduce the
gross profits, the Conpany would land itself into being
assessed on a higher net wealth. The Tribunal was, in
our view, right in accepting the figure of Rs. 57 lacs and
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deducting interest thereon fromthe gross profits.
There renmains now the question regarding conput ati on

of direct taxes. Section 6(c) of the Act provides:

"subject to the provisions of section 7, any
direct tax which the enployer is liable to
pay for the accounting year in respect of his
i ncomre, profits and gains during that year;"
Section 7 inter alia provides:

"For the purpose of clause (c) of section 6,
any direct tax payable by the enployer for any

accounti ng year shal I, subject to t he
following provisions. be calculated at the
rates applicable to the i nconme of the

enpl oyer for that year, ..........
The Conpany claim a deduction fromthe gross profits of

Rs, 145 lacs as direct taxes. It had nade provision

however; for Rs. 130 lacs for-direct taxes inthe P & L
account. In its conputation it had made a provision for Rs.
136 | acs. At the stage of the evidence and argunents it
contended however that the proper anpbunt would be Rs. 145
| acs. 't clained that direct taxes are to be worked out

under sec. 6(c) on the gross profits worked out under sec. 4
less the prior charges allowable under sec, 6, nanely,
depreci ati on and devel opnent rebate, but w thout deducting
from such bal ance /'t he 'bonus payabl e by the Conpany in the
particular accounting year. The Tribunal accepted the
contention and allowed Rs. 145 | acs. as direct taxes to be
deducted under s. 6 (c).

This conclusion has been seriously disputed by the Unions.
M. Chari’s argunment was that the Act lays down its own
statutory fornmula for working out avail able surplus and
al l ocable surplus, that the deduction from gross profits
allowable are those permnissible under the Act,  nanely,
depreciation admissible in accordance with the provisions’
of sec. 32(1) of the Incone-tax Act, the devel opment rebate
and subject to the provisions of sec. 7 of the Act, the
amount of direct taxes which the enployer "is liable to pay"
for the accounting year in respect of "his incone, profits

and gains during that year". M. Chari laid stress on the
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words "is liable to pay"’ and "in respect of his incone,

gains and profits during that year" and argued that inasnuch
as cl. (c) incorporates 'the |anguage of the Income-tax Act,
it contenplates that the enployer is entitled to deduct his
actual tax liability. Such liability, therefore, is to be
wor ked out in accordance with the provisions of the |ncome-
tax Act and other relevant Acts by first arriving at the
actual taxable incone, gains and profits under | those  Acts
and then conputing the taxes at rates provided by them for
that particular accounting year. He argued that since cl

(c) is subject to the provisions of s. 7, the only departure
per m ssi bl e under the Act is that which is provided in s. 7.
H's contention thus was that the Tribunal nust start its
calcul ations fromthe net profit shown in the P & L account
whi ch woul d have made provision for direct taxes and then
deduct from the gross profits calculated under s. 4 the
prior charges permnissible under s. 6. The provision for
direct taxes nmade in the P & L account would be conputed
after deducting fromthe gross receipts such deductions,
al | owances, reliefs, rebates, credits etc. as are
perm ssi bl e under the Incone-tax Act which would include the
bonus anount payable during the year, for, wthout such
deducti on the P & L account cannot reflect the true net
profit of the enployer. The Conpany’s contention, on the
ot her hand, was that the enmployer is entitled to conpute his
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tax liability wthout deducting first the amount of bonus he
woul d be liable to pay fromout of the amount conputed under
s. 4 and s. 6. M. Palkhiwala subnmtted fromthe different
provisions of the Act that the concept of actual tax
l[iability wunder the Income-tax Act is foreign to the Bonus
Act inasmuch as the Bonus Act is concerned wth gross
profits calculated in accordance with s. 4 and Sch. 11, and
that s. 7 to which s. 6(c) is nade subject, mlitates
agai nst the concept of actual tax liability as worked out
under the Income-tax Act. The contention was that prior to
the enactment of the Act when avail abl e surplus was worked
out under the Full Bench Fornula bonus was not deducted
while arriving at. the anpbunt of incone-tax deductible from
gross profits, that Parlianment could not possibly have
contenplated a departure fromthe course followed in a
nunber of decisions both of courts and tribunals and
suddenly deci ded to incorporate into this Act t he
conplicated and el aborate provisions of the Income-tax Act
and throw the burden on Industrial Tribunals to work out
deductions, all omances, reliefs, rebates etc. under the
I ncome-tax Act-and then finally to assess the actual t ax
l[iability. 1t was subnitted that what has to be done by the
Tribunal is first towrk out gross profits under s. 4 and
Sch. Il and then to deduct therefromthe prior charges under
s. 6 (a) and (b) ‘and estinmate direct taxes on the bal ance
and thus arrive at the available surplus. The controversy
thus is one of principle rather than on the anobunt deducted
by the Tribunal by way of direct taxes.
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Before we attenpt to resolve this controversy, it wll be
worth our while to recount the principle consistently follow
before the passing of this Act, not with a view to interpret
s. 6(c), but to ascertain whether Parlianent has nade a
departure from that principle and laid down, a new
procedure on which direct taxes are to be conputed. M.
Chari’s contention was that the Bonus Act is drafted on a
clean slate giving a go-bye to the wearlier principle of
wor ki ng out bonus, and, therefore, we nust proceed on the
footing of the |anguage used in s. 6(c). At first sight it
woul d appear that the |anguage of el. (c) |ends support to
his contention. But acceptance of that contention would
mean i ncorporating into the Bonus Act the el aborate and
conplicated provisions of not only the Income-tax Act but
other Acts levying direct taxes and throwing a considerable
burden on Tribunals, |east equipped with working out the
provisions of those Acts entailing inevitably prolonged
enquiries. Therefore, we nust proceed cautiously in
exam ni ng the scheme of. the Act before we concl ude
on the interpretation to be giventos. 6(c) and s. 7.
Calculating the avail. able surplus under the Full /Bench
Formula used to work out nationally the anount “of ' bonus
whi ch they thought would be awarded and deducted that
amount fromthe gross profits, on the remaining bal ance of
whi ch, i ncome tax payable by the enployer would  be
det er m ned. The result of this procedure was that the
amount of tax so worked out was proportionately |ess.
Deprecating this procedure, Gajendragadkar, J., (as he then
was) observed in Associated Cenent Conpanies Ltd. v. The
Wor kmen(1) as foll ows:
"Logically it 1is only after all the prior
charges have been determ ned and deducted from
the gross profits that available surplus can
be ascertained; and it is only after the
available surplus is ascertained that the
guesti on of awardi ng bonus can be consi dered.
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Sone tribunals seem’to work out nationally
the anpunt of bonus which they think can be
awarded and placed that amount higher up in
the process of making, calculations before the
i ncome-tax payable is determ ned cee We
wish the nake it clear that this procedure
shoul d not be followed."
In Cronpton Parkinson (Wrks) Private Ltd. v. Its Wrknmen(2)
di sapproval of the said procedure was once again Vvoiced,
Das, C.J. observing that such a procedure is certainly not
giving effect to the bonus formula "but amounts to ad hoc
determ nati on which may vary according to the Iength of the
proverbial foot of the Lord Chancellor and is bound to |ead

to chaos and i ndustrial unrest.” In Wrknmen of India
Expl osives Ltd. v. Indian Expl osives

(1) [1959] S.C.R 925at974. (2) [1959] Supp. 2S.C. R
936.
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Ltd. (1) the labour-relied on the report of the Directors
which was to the effect that no i ncone tax was payable on
the year's result and a total of Rs. 62.39 |acs nade up of
i ncomre tax and devel oprment rebate was being carried forward.
On this report it was argued that no. deduction should be
made for incone tax. Negativing 'the contention it was held
that in the application of the Full Bench Fornula the
deduction of income tax is notional, the gross profits are
arrived at by adding back certain itens to the net profits
and then the gross profits are reduced by making certain
noti onal deductions, = one such deduction is under the head

of incone tax. It was held that this deduction is not made
on the actual anount payabl e, but what would be nationally
payable on the profits determ ned under the Full Bench

Formula and that if the argument on behalf of the ' |abour
were to be accepted the Tribunal wouldin effect not be
applying the fornmula. Simlar observations are to be found
in several other decisions but we need not add them here.

The question is whether the concept of notional t ax
liability which was adopted so long was laid ‘aside by
Parliament when it enacted s. 6(c) and s. 7 and replaced the
concept of actual tax liability. To answer this question we

nmust exam ne the schene of the Act and Sch. |I1. Br oadl'y
speaking, it can be safely said that Parlianment has retained
the main outlines of the Full Bench Fornmula in the Act. It

mai nt ai ned, for instance, the accounting year as the unit,
the principle that the enployer, and where it happens to be
a conpany, the conpany and its sharehol ders —and | abour as
are each entitled as contributories to the profits to a
share therein, the deductions of certain prior charges, the
concept of gross profits etc. which were the features of the
For mul a. The principal change it introduced was t he
statutory formula of mnimmand nmaxi nrum bonus<-and the
corollary flowi ng therefromof "set on" and "set off" and
the doing away of rehabilitation as a prior charge against
whi ch |abour had clanored |ong. But do these changes
envisage the doing away of the concept of notional tax
liability which the Tribunals used to work out and
substituting actual tax liability by first working out the
taxabl e income of, the enployer under the Income Tax Act and
other Acts ? The answer of course, nust be found from the
provisions of the Act and not fromwhat used to be done
before its enactnent.

Sections 4, 5, 6 and 7 together with the Schedul es deal with
conputation of gross profits and avail able surplus out of
which 67%in cases falling under el. (a) of sec. 2(4) and
60% in cases falling under cl. (b) of that sub-section would




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 21 of 24

be the allocable surplus. Under Sch. Il, which applies to
est abl i shnents which are not banking conpani es, the starting
point is the net profit

(1) [1966] 2 L.L.J; 313.
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shown by the enployer in his P & L account. The reason for
doing so seens to be that the Tribunal is not expected

ordinarily to reopen the P & L account, verify the accounts
from which it is worked out or find. out for itself ’the
true net. profit. Parliament was award that Tribunals which
woul d adj udi cate disputes under the Act would be the |east
efficacious for such a purpose, apart fromthe fact that
such enquiries would be prolonged and bitter enquiries.
That is why s. 23 was enacted to raise a presunption about
the correctness of "the P & L account and bal ance-sheets of

conpani es duly certified by auditors qualified under s. 226
of the Conpanies Act, 1956. Since the P & L account woul d
have taken into account, besides expenditure al | owabl e
under the Income Tax Act, ~bonus payable to | abour

provi si ons for tax, developnent  rebate or devel opnent
al  owance _and reserves, Item 2 of Sch. Il requires these
amounts to be added back. Similarly, the anpbunts set out in
Itens 3 & 4 in Sch. I'l are also to be added back. Iltem 5
provi des for certain deductions’ such as capital receipts,
capital profits, profit and receipts relating to business

outside India, incone of foreign concerns from investnents
outside India etc. It is clear fromthe nature of these
deductible itens ‘that they are items in which generally
| abour woul d not have nade any contribution. Havi ng thus
arrived at the gross profits, s. 6 provides for deduction of
prior charges Set out incls. (a), (b), (¢) and(d). d ause
(a) allows the deduction of depreciation adm ssible under s.
32 (1) of the Income Tax Act or a simlar provision under
other Acts charging direct taxes, but not depreciation
unabsorbed in any earlier previous year by reason of 'there
being no profits or gains chargeable for that year or of
such profits or gains being less than the al | owance
al | owabl e under s. 32(2) of the I'nconme Tax Act. The result
is that while naking his P & L account the enployer would
deduct both 'the depreciation allowable unders. 32(1) as.
al so the depreciation unabsorbed during the earlier years.
The whole of Such depreciation, however, has to be added
back wunder item 2(b)of Sch. Il while conputing the  gross
profits. Not wi t hst andi ng such addi ng back of depreciation
al | owabl e under both sub-secs. 1 & 2 of s. 32 of the I'ncone
Tax Act, the depreciation deductible under s.6(a) of the Act
is the one allowed under s. 32(1), that is, the depreciation
rel ating to the accounting year only and not the
depreciation unabsorbed in any earlier accounting  year

Simlar is the position regarding bonus paid during the
accounting year but which relates to the earlier accounting
years. Even in the case of an enpl oyer keeping his accounts
on nmercantile basis, he would not get a deduction of bonus
though payabl e but not actually paid during the accounting

year. He woul d, however, be entitled to deduct such bonus
from his taxable profits and gains as expenditure incurred
whol ly for the business. Under Sch. I Item 3(a) bonus,

even though paid during the accounting year, has to be
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added back if it is deducted in-the P & L account. The net
profit in the P & L account: would thus not be the sane as
the avail able surplus worked out under 'the Act, The sane
is the position of |osses and expenditure relating to a
foreign business which though allowabl e under’ the |Income
Tax Act have to be added back to the net profit shown in the
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P & L account. As already stated deductions pernissible
under Sch. 11 are those itens in which it can be said that
| abour -could have nmade no contribution in earning them So
far as devel opment rebate is concerned, s. 6(b) allows the
whol e of such rebate all owabl e under the Inconme 'Fax Act
and, therefore, there would be no difficulty in working out
the devel opnent rebate under this head and the Incone Tax
Act .

Conming now tocl. (c) of s. 6, is it the actual taxable
income, the direct tax on which is a prior charge, which is
to be worked out, or the tax’ on the estimted bal ance of
gross profits after deducting depreciation and devel opnent
charges but wi thout deducting the bonus payable during the
year ? In other words, when the Tribunal. reaches the
stage’ of cl. (c), does it have to assess the taxable incone
in accordance with the various provisions of the Income Tax
Act just as an Income Tax O ficer would do and assess the
[iability of income tax on such taxable incone according to
the rates applicable during the particular accounting year
or should it conpute the balance of gross profits and as
stated above and apply the said rates and estinate the
amount of direct tax and deduct themfromthe remain gross
profits? Bonus being payable within eight nmonths after the
close of the accounting year in cases.where there is no
di spute pending before an authority under s. ,22 of the Act
as provided by s. 19, it is hardly possible, except in rare
cases, that assessnent under the Incone Tax Act and other
such Acts would be conpleted by thetine bonus has to be
pai d; Therefore, the Tribunal would not have before it the
taxable incone assessed by thelncone Tax and other such
officers. |If the Unions' contention were to be right, there
woul d be two or nore parallel authorities working under this
Act and the Income Tax Act and other such Acts who would
have to assess taxable incone and the tax payable thereon
before all of whomthe enployer would have to prove his
taxable incone. Prima facie, it would seemthat the Bonus
Act could not intend an enquiry into the actual taxable
income worked out wunder all ‘the elaborate provi si ons
relating to deductions, allowances, reliefs, rebates etc.
provi ded by the Income Tax Act and other such -Acts. This is
particularly so as in each bonus dispute the Tribunal not
equi pped with the detail ed know edge of all such Acts would
have to undertake an. enquiry into the various deducti ons,
rebates. reliefs etc. clainable by the enpl oyer under those

Act s. The fact that paynent of bonus cannot brooke del ay
wi t hout causing
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hardship to |abour would seem to mlitate against the
possibility of such prolonged enquiries.

The key to the words in s. 6(c), nanely, "is liable to pay"
enphasi sed on behalf of the wunions and sone" of t he
interveners lies in the opening words "subject to the

provi sions of section 7" in cl. (c). These words are ‘used,
whether the tax liability is to be calculated on actual
taxable incone or on the notional ampbunt worked out under
ss. 4 and 6 and Sch. |1, because the direct taxes payable by
the enployer are to be calculated at the rates applicable
during that year as provided by s. 7. That both such
amounts cannot be the same is clear because s. 7 in express
terns prohibits taking into account unabsorbed | osses and
arrears of depreciation allowable wunder s. 32(2), the
exenption allowed under s. 84 and the deduction allowed
under s. 101(1) of the Inconme Tax Act. Simlarly, where an
assessee is areligious or charitable institution and its
income either wholly or partially, as the case may be, is
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exenpt under the Incone Tax Act, such an enpl oyer to whoms.
32 of the Act does not apply is treated as a conpany in
whi ch the public are substantially interested and its income
is to be assessed accordingly by the Tribunal and conpute
its liability for direct taxes. Cause (c) of s. 7 does
away for the purposes of ss. 6 and 7, the distinction
between the liability of an individual and a H ndu Undi vi ded
Fam |y under the Income Tax Act and provides that the incone
derived by such a H ndu Undivided Fanily is to be treated as
the incone of that enployer as an individual. Li kew se,
where profits and gains of an enployer include profits from
export, a rebate allowed under the Income Tax Act on such
profits is not to be taken into account while working out
the tax. liability under s. 6(c). Also, the rebate allowed
under any of the Acts levying direct taxes on suns spent on
devel opnent of an industry is also not to be taken into
account while conmputing the tax liability. It was, however,
argued ~that the provisions of s. 7 lay down the only
departure  fromthe 1ncome Tax Act and that except for that
departure the Tribunal nust assess the actual taxable incone
and arrive at the tax liability thereon at rates prevailing
during the accounting year in question. In our view this
submi ssion is not correct: Wiat s. 7 really means is that
the Tribunal has to compute the direct taxes at the rates at
which the incone, gains and profits of the enployer are
taxed under the Incone Tax Act and other such Acts during
the accounting year in question. That is the reason why s.
6(c) has the words "is liable for" and the words "inconeg,
gains and profits". These words do. not, however, nean
that the Tribunal while conputing direct  taxes as a
prior charge has to assess the actual taxable incone and the
taxes thereon. How can the Tribunal arrive at the anount of
bonus to be paid to |abour wi thout ~first™ estimating the
anount of taxes and deducting it fromthe gross profits and
thus ascertaining the
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available surplus ? If it were to reverse the process and
first deduct bonus and ascertain the tax amount, it /would

have to do so on a sonewhat ad hoc. figure thus bringing
about the sane result deprecated by this Court in decisions
referred to above. This and the other difficulties already
poi nted out nust deal to the result that the Tribunal rmust
estimate the ambunt of direct taxes on the bal ance of ~ gross
profits as worked out under ss. 4 & 6, but wi thout deducting
the bonus, then work out the quantum of taxes thereon at
rates applicable during that year to the income, gains and
profits of the enployer and after deducting the ~amount of
taxes so worked out arrive at the avail able surplus. Section
6(c) being subject tos. 7 the conputation has to be / done
without taking into account the itens specified in-s. 7(a)
and in the manner prescribed by the remaining clauses of
that section. This interpretation is commendabl e because: (1
) it is consistent with the words "is liable to pay" in s.
6(c), (2) it is in harnony with the provisions of ss. 4 -and
6 and Sch. 11, and (3) it is consistent with the intention
of Parliament apparent fromthe schene of conputation of
available surplus in the Act. The Act recognises the
principle laid down in the Full Bench Fornmula that both
| abour and capital are entitled to a share in the profits.
That is why 40 p.o. of the available surplus is left to the
capital and interest is allowed to the enployer on paid up
and working capitals while working out the gross profits.
Parliament besides was or at any rate is presuned to have
been aware that depreciation allowed under the Income Tax
Act would not be sufficient for rehabilitation purposes. It
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did away wth rehabilitation as a prior charge partly
becane there were conplaints that it was being ill-used,
but partly also because it knew that the rebate in Incone
Tax Act on bonus paid would go to the enpl oyer with which he
could recoup the depreciation which would be larger than the
one allowed under s. 32 of the Income Tax Act. In our view
it was for that reason that it did not |lay down that bonus
is to be deducted before computing the anpbunt on which
direct taxes are to be calculated under s. 6(c). | f
Parliament intended to nmake a departure fromthe rule laid
down by courts and tribunals that the bonus anmount shoul d be
cal cul ated after provision for tax was made and not before,
we woul d have. expected an express provision to that effect
either in the Act or in the Schedules. 'In our view the
contention urged by the Conpany that the tax liability is to
be worked out by first woerking out the gross profits and
deducting therefromthe prior charges under s. 6 but not the
bonus payable to the enployees is right.

In the result, the appellant Conmpany succeeds on the
guestions of devel opnent rebate and the provision for
gratuity ampunt. Its appeal on those questions is therefore

allowed and to that extent the award is set aside. As
regards the question of depreciation
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amount the Tribunal will ascertain the amount afresh after
giving the parties opportunity to | ead such evidence as they
desire and taking that amount and the anpunts of devel opment

rebate and’ of the provision for gratuity in the [light of
this judgment, the Tribunal will adjust it award and arrive
at the quantum of bonus payable to the worknen.

Appeal by worknmen is dism ssed. There will be no order as
to costs.

R K P.S. Appeal by Conpany allowed in part.

Appeal by Worknmen-di sm ssed.
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