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ACT:

HEADNOTE

JUDGVENT:
JUDGMENT
D. P. Wadhwa. J.

This is assessee’s appeal against judgrment dated Apri
89, 1981 of the Division Bench of the Bombay Hi gh Court on a
reference under Section 66(1) of the Incone-tax Act, 1922
(1922 Act, for short) on the follow ng question

"Whether on the facts and in the

ci rcunst ances of the case, the

paynment of gratuity in the sum of

Rs. 4,08,622/- which the assessee

made to Ms. Rallies India Ltd.

was an al | owabl e deducti on?"

The High Court answered the question in favour of the
revenue and agai nst the assessee.

As to howthe reference arose, we nay notice a few
facts. The assessee, a private limted company, was wholly
owned subsidiary of Rallis India Ltd. One of its activities
was the distribution of the products of Ms. Taddi ngton on
Chemical Factory Private Ltd. which was al so anot her wholly
owned subsidiary of the Rallis India Ltd.-Wth effect from
May 1, 1959 the assessee closed its unit for distribution of
the products of Taddington Chenical Factory Private Ltd.
whi ch business was taken over by Rallis India Ltd. On Apri
22, 1959, the assessee wote letters to enployees working in
the unit dealing with distribution stating that arrangenents
had been nade for the business conducted by the assessee to
be taken over by Rallis India Ltd. and that the transfer
woul d take effect from May 1, 1959. By this letter the
enpl oyees were further informed that arrangenents had al so
been nade whereby all the enployees f the assessee of the
distribution unit would be offered sinmlar enploynent with
Rallis India Ltd. on and from My 1, 1959. The enpl oyees
were, therefore, informed that their enployment was to cease
on and from April 30, 1959. The enpl oyees were further told
as under:

"A) If , for any reason, any nenber

of the staff does not wsh to

accept enploynment with Rallis India

Ltd., retiring gratuity on the

normal scale will be paid to himon
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the close of his service with us as

also our nonth's salary in lieu of

noti ce.

(B)...

(O....

(D You will see that, in their

of fer of enploynent, Rallis India

Ltd. undertake that, if you accept

service with them from 1st My,

1959, it shall be assessnent that

there has been no br eak or

interruption in your enploynment and

they undertake to assune liability

to pay on t hat basi s any

retrenchnent conpensation that may

becorme payable in the event of any

subsequent retrenchnent.”

By separate letter of the sanme date Rallis India
Private Ltd. also informed the enployees of the assessee
of fering ‘enpl oynent with that conpany from My 1, 1959 on
the following ternms and conditions:

"1, The CGener al termns and

condi tions, grades and rates of pay

are set out ~ in the terns of

services of which a copy is
att ached.

2. Your actual work and position
in the office will remain as it has
been herebefore.

3.

4.

5. As nentioned by WT. Suren and
Co. Private Ltd. In their separate
letter to you of today's date, we
confirmthat your past service wth
WT. Suren and Co. Private -Ltd.
shal |l count as continuous wth
future service with Rallis India
Limted and that the change of
enpl oyment on 1st My, 1959 shal

not constitute a break in or
interruption of enploynent and we
hereby assunme liability to pay on
t hat basi s any ret renchnment
conpensati on t hat nmay becone

payable in the event of any
subsequent retrenchnent.
If you accept this of fer of

enpl oyment, will you please sign
and return to us inmediately the
letter of acceptance which is
attached. "

Sone of the enployees of the assessee did accept the offer
given by Rallis India Ltd. and some did not. On May 1, 1959
Rallis India Ltd. issued a circular No.1/59/60 to all the
nenbers of the staff. A part of the circular concerned
paynment of gratuity to the enployees who had cone fromthe
assessee and this was to the followi ng effect:

"Re : Gratuity.

In order to dispel any doubt which

m ght have arisen from our letter

of appointnment dated 22nd April

1959, we wish to make it clear that

continuity of service will operate

in all respect, including t he
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conputation of gratuity. In this
respect, as there may be certain
cases in which there will be
di fference between the gratuity
accrued in the service of WT.
Suren and Co. Private Ltd. and the
Gratuity as calculated Ltd. and the
gratuity as calculated under our

gratuity scheme, it is understood
that any menbers of the staff so
affected wll, on | eaving t he

conpany be pai d the gratuity

accrued to themin the service of

WT. Suren and Co. Pvt. Ltd. as at

30th April. 1959, if it is higher

than the gratuity as calculated

under our scheme."

The assessee had announced a gratuity schene for its

enpl oyees ‘'on August 31, 1953. It is as under

"The Managenent have pl easure

i n announcing a gratuity scheme for

the members of the staff as under

No. of conpl eted For each
year of service Years of
equi val ent to: - servi ce.
Gratuity
5,6, and 7 ... Hal f- a-
nmont h’'s basi c
sal ary.
8 and 9 3/4 moth's
basi c sal ary.
10 and above. .. 1 nonth’s
basi ¢ sal ary
witha

maxi mum of 15
mont h*s ‘or Rs.

15. 000/ -
which is |ower.
Gratuity will not be payable to

those staff nenbers who have been

di sm ssed for msconduct, etc. The

above Schene is being introduced as

from 1-9-1953."

In respect of the enpl oyees whose services had been
termi nated and who had accepted the offer to join Rallis
India Ltd. wth continuity of service as offered their
gratuity ampunting to Rs.4.10.177.75 was paid (over by the
assessee to Rallis India Ltd. on April 30, 1959. This anount
was held by Rallis India Ltd. on trust for the benefit of
the staff of the assessee and a decl aration was nade to the
effect that Rallis India Ltd. had no beneficial interest in
the said sumof Rs. 4,10,177.75 or any apart thereof. Though
a part of the business of the assessee was cl osed and taken
over by Rallis India Ltd. the other business of the assessee
continued. In its return of inconme for the assessnent year
1960-61 the assessee clainmed the anobunt of Rs. 4,08, 622 as
deduction. The Income-tax O ficer was, however, of the view
that the correct procedure was that Rallis India Ltd. al one
woul d be entitled to claimthe anbunt when paid by themto
the enpl oyees of the assessee at the tine of their
respective retirement. He, therefore, declined to allowthe
claimof deduction of gratuity to the assessee. Being
aggrieved the assessee appealed to the Appellate Assistant
Conmi ssi oner contending that paynent of gratuity to Rallis




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

Page 4 of 16

India Ltd. should be held to be an allowable deduction on
the ground that the assesses had a liability to pay such
amount on the date when the enpl oyees of the assessee were
transferred to Rallis India Ltd. It was also the contention
of the assessee that the anbunt of gratuity was actually
paid to trustees of Rallies India Ltd. and that, therefore,
the paynment of the gratuity to the trustees should be
treated as the discharge of the liability of the assessee.
The Appellate Assistant Commi ssioner concurring wth the
I ncome-tax O ficer held that there was no actual termnation
of the services of the enployees and the discharge of the
l[iability in question was capital in nature and he also
rejected the claimof the assessee. The appeal was then
taken by the assessee to the Inconme-tax Appellate Tribuna

where again the assessee asserted that the paynment of the
amount to Rallis India Ltd, had been necessitated by
busi ness consi derations viz.; to keep the enpl oyees
contented and satisfied and, therefore, the anmount shoul d be
al l oned as deduction. It was submtted that the assessee had
addressed a letter dated April 23, 1959 to its enployees
about ceasing of their enployment on and from April 30,
1959. According to assessee this letter terminated the
services of the enpl oyees and the assessee was bound to pay
gratuity till that point of time. It, therefore could not be
said that there existed no liability to pay any gratuity. It
was submitted that if the assessee had not paid gratuity
anmount to Rallis India Ltd. the enployees were well within
their legal right to claimit fromassessee. Revenue on the
ot her hand asserted that the enployees had waived their
claimwith the assessee in regard to their gratuity and,
therefore, no Iliability survived in the hands of the
assessee. Revenue also submitted that the paynment nade to
Rallis India Ltd was in pursuance of ~an arrangenent wth the
assessee who was ceasing to carry on its nmain business
activities which formed the structure of the assessee and
thus this was nothing but in thenature of transfer of
busi ness by the assessee to Rallis India Ltd. According to
the revenue, therefore, paynent was rightly treated as not
deducti bl e fromthe business inconme of the assessee conpany.
After considering rival contentions of the parties. Tribuna

all owed the appeal in favour of the assesses. Tribunal held
that there was termi nation of enployment —of the enpl oyees
fromthe service of the assessee and also that there was
valid discharge of the payment of gratuity; that assessee
was still functioning and paynment of gratuity anount was
rightly clained as deduction. At the instance anpunt was
rightly clainmed as deduction. At the instance of the
revenue, the Tribunal referred the aforesaid question to the
High Court for its opinion. No question if  there was
term nation of the services of the enpl oyees of assessee was
sought to be referred or that if the assessee was stil

functioning. High Court in the inpugned judgnent answered
the question in favour of the revenue and against the
assessee holding that the amount paid by the assessee to
Rallis India Ltd. could not be considered as a paynent of
gratuity to the enployees of the assessee and could not,
therefore, be held to be an allowable deduction for the
purpose of Section 10(2)(xv) of the Income-tax Act, 1922.
Hi gh Court said that since the enployees had been given the
benefit or continuity of enploynent, in law, there was no
retirement from enploynent of the assessee giving rise to
the right in favour of the enployees to claimgratuity from
the assessee. In this circunstances, it was of the view that
the anbunt paid to Ms Rallis India Ltd. by the assessee
could not be considered as a payment of gratuity to the
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enpl oyees and could not, therefore, be held to be allowable
deduction for the purpose of Section 10(2)(xv) of the 1922
Act. High Court referred to a nunber of judgnments of other
courts but it was the judgnent of this Court which formed
the base for the inpugned decision and that was Conm ssi oner
of Incone Tax. Kerala vs. Gem ni Cashew Sal es Corporation
[(1967) 65 [|ITR 643]. This judgnent considered the question
if retrenchment conpensation payable under Section 25FF of
the Industrial Disputes Act, 1947 constituted allowable
deduction which was answered in negative, in favour of the
Revenue. Hi gh Court, however, granted certificate of fitness
to appeal to this Court under Section 261 of the Income-tax
Act, 1961 (for short, “1961 Act’) as in its opinion the
guestion involved in the present case was a substantia
qguestion of |aw of general inportance which needed to be
decided by this Court. The inmpugned judgnent is reported in
(1982) 138 I TR 91.

Before we consider the rival contentions, we may note
down the 'relevant provisions of law both in 1922 Act and
1961 Act.

|.T. ACT. 1922

"10_ Business. (1) The tax shall be

payabl e by an assessee under the

head "Profits and gai ns of

busi ness, profession or vocation"

in respect f the profits and gains

of any busi ness, profession or

vocation carried on by him

(2) Such profits or gains shall be

conput ed after making the follow ng

al | owance, nanely :-

XXX XXX XXX

(x) any sumpaid to an enpl oyee as

bonus or conmission for services

rendered, where such sumwoul d not

have been payable to himas profits

or dividend if it had not been paid

as bonus or commi ssions:

Provided that the amunt of the

bonus or comm ssion is of a

reasonable anmpbunt with reference

to-

(a) the pay of the enployee and the

condi tions of his service:

(b) the profits of the business,

prof ession or vocation for the year

i n question; and

(c) the general practice in simlar

busi ness, professions vocations;

XXX XXX XXX

(xv) any expenditure not being an

al l owance of the nature described

in any of the clauses (i) to (xiv)

inclusive, and not being in the

nature of capital expenditure or

personal expenses of the assessee

laid out or expended wholly and

exclusively for the purpose of such

busi ness, profession or vocation."

I.T. ACT, 1961

"36.(1) The deductions provided for

inthe follow ng clauses shall be

allowed in respect of the natters

dealt with therein, in conputing

the incone referred to in Section
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28-

(1) e

(ii) any sumpaid to an enpl oyee as

bonus or conmission for services

rendered, where such sum woul d not

have been payable to himas profits

or dividend if it had not been paid

as bonus or comm ssion.

37.(1) Any expenditure (not being

expendi ture of the nature described

in sections 30 to 36 and not being

in the nat ure of capita

expendi ture or personal expenses of

the assessee), laid out or expended

whol |y and exclusively for the

pur poses of the busi ness or

prof essi on shall be allowed in

conputing the income chargeabl e

under the head "Profits and gain of

busi'ness or _profession".

It may be noticed that provisions where no deduction
shall be allowed in respect of any provision mnade by the
assessee for the payment of gratuity to his enployees on
their retirement or on -termnation of their enploynent for
any reason was nmade in the Incone Tax Act, 1961 by Section
40A(7) introduced by the Finance Act w. e.f. ‘April 1, 1973.

It was submitted by M. Vellapally that H gh Court went
wong in holding that there was no ternmination of the
services of the enpl oyees of the assessee. He said the High
Court wrongly addressed itself to this guestion of
term nation of services of the enployees of assessee which
had never been referred to it and the consequent error
conmitted by the H gh Court when the H gh Court did not in
effect refer to the question referred to it. Commenting on
the decision of the Suprenme Court in Gemni Cashew Sales
Cor por ati on (Supra) M. Vel | apal | 'y sai d it was
di stingui shabl e and submtted that retrenchnent conpensation
payable to an enployee was not the sane thing as 'gratuity.
Wiile right to gratuity accrue vyear after year and is
payable at the termination of enploynent voluntarily or
ot herwi se except when it is on account of m sconduct, the
right to retrenchnent is not always by reason of closure of
the unit or otherwise termnation of enploynent. If the
enpl oyees did not suffer any disadvantage on being taken
over by Rallis India Ltd. it was the affair of the
transferee conpany but it could not be said that there was
no term nati on of services of the enpl oyees of the assessee.
M. lyer, |learned counsel for revenue, did not! dispute the
fact that there was valid termnation of services of the
enpl oyees of the assessee. It was subnitted by the assessee
that the anount in question was certainly business expense
and it was the liability of the assessee in praesenti and
was di scharged by making over the paynment of Rallis India
Ltd. on behal f of the enployees. If we consider the balance-
sheet of Rallis India Ltd. the anount in question did not
formpart of its profits and |oss account. It was not a
revenue receipt. It entered ion the bal ance-sheet as trust
amount. M. Vellapally said as to how the anpbunt is received
and utilised by Rallis India Ltd., the transferee, is also a
rel evant consideration, if the service of the enployee is
term nated, he would becone entitled to the paynent of
gratuity as per the schene of the assessee and instead of
getting the amobunt directly it was paid to Rallis India Ltd.
which created trust for that anount for the enployees so
transferred from assessee it to. This anount could not be
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forfeited by the transferee conpany even if an enployee
transferred from assessee is ultimately disnissed on the
ground of alleged msconduct. He nay in that can forfeit his
right to get gratuity fromRallis India Ltd. accruing to him
after May 1, 1959 while to the service of Rallis India Ltd.

M. Vellapalli, in support of his subm ssions, relied upon a
Ful | Bench decision of Kerala H gh Court in Conm ssioner of
I ncome-Tax. Tam| Nadu-I111 Vs. Sri Venkateswara Bank Ltd,

[(1979) 120 |ITR (Ker) 152], Conmi ssioner of |ncome-Tax vs.
Sarada Bi nding Works [(1905) 152 |ITR (Mad) 520] and
Conmi ssi oner of Income-Tax vs. Salem Magnisite Pvt. Ltd.
[(1991) 189 ITR (BOW 154].

M. lyer in response said the anbunt was not paid for
carrying on the business of the assessee and rather it was
for closing its business and therefore could not be business
expense deducti bl e wunder Section 10(2)(xv) of the old Act.
It was subnitted that the arrangenent of payment of anount
to Ms. Rallis IndiaLtd. by the assessee was between these
two parties and the enployees of the assessee were not to
fall back —upon it for paynment of gratuity. There was,
therefore, no liability existed for the assessee to pay the
gratuity to the enployees. In support of his subm ssions he
relied on three judgnents of the Madras Hi gh Court in Stanes
Motors (South India) Ltd. vs. Conmi ssioner of |ncome-Tax.
Madras [(1975) 100 ITR 341]; Conm ssioner of Incone-Tax.
Madras-11 vs. Pathinen Gama Arya Vsya Bank Ltd. [(1977)
109 I TR 788]; and Comm ssioner of |ncone-Tax.  Tam | Nadu-1I
vs. Salem Bank Ltd.. [(1979) 109 ITR 224].  These three
judgrments were considered by the Madras Hi gh Court itself in
its later judgnent in Comm ssioner of Inconme-Tax Vs. Sarada
Bi nding Works [(1985) 152 [|ITR 520]. M. Vellapalli pointed
out that the inpugned judgnent was considered by the Bonbay
H gh Court in Commi ssioner of Incone-Tax vs. Sal em Magesite
Pvt. Ltd. [(1991) 189 |ITR 154] where it was distinguished.
M. Oyer’'s stress was that the ratio of judgments cited by
himwas here the expense was not |laid down for the business
of the assessee and so was not (deductible and that it was
not for conducting or carrying on the business of the
assessee but for closing the same. But then what  we find is
that before the Tribunal and in the H gh Court, the whole
edifice of the departnent was built on the stand that there
was no termnation of enployment of the enployees by the
assessee and as such no liability had arisen and that the
assessee was not liable to pay any gratuity. 1t, was,
however, admitted that there was no dispute as to the fact
that gratuity would be allowable deduction as and when it
becomes payable. The contention of the Revenue was that so
far as the assessee was concerned, there was no liability
for paynment of gratuity to the enployees directly arising as
the enpl oyees would have to | ook forward to their clai m of
gratuity fromMs. Rallis India Ltd.

Since many a judgnment of the Mdras and Kerala Hi gh
Courts rendered earlier to Full Bench of the Kerala Hi gh
Court and of Sarada Binding Wirks of Madras High Court
extensively relied upon the decision of the Court in Gemni
Cashew Sales Corporation's case, we nay consider that
j udgrment in somewhat detail

In Commi ssioner of Income Tax, Kerala vs. Gem ni Cashew
Sal es Corporation [(1967) 65 |TR 643] question before this
Court was whether the allowance of Rs.1,41,506/- constituted
an all owabl e expenditure in the assessment of the firmfor
the year 1958-59 being retrenchnent conpensation payable
under Section 25FF of the Industrial Disputes Act. The facts
giving rise to the question were that there were two
partners constituting the firm One partner died on August
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24, 1957 and the partnership stood dissolved. The busi ness
was taken over and continued by the surviving partner on his
own account. The services of the enployees of the firmwere
not interrupted and there was no alteration in the terns of
their enployment. 1t was wurged that since the firm stood
di ssolved on August 24, 1957 and the wundertaking was
transferred, the enployees becane entitled to retrenchnment
conpensation which the firm was liable to pay. Though the
assessee failed inits claimbefore the Incone-tax O ficer
and Appel | ant Assistant Comm ssioner, the Appellate Tribuna
held that the firm was entitled to deduct the sum of Rs.
1,41,506/- in conmputation of its incone in the assessnent
year 1958-59. Kerala High Court on reference nmade to it at
the instance of the revenue agreed wth the view of the
Appel late Tribunal and said that the firmcould claimas
perm ssi bl e out goi ng anmount for which liability was incurred
though no actual paynent was made to worknen since the firm
was maintaining accounts on nmercantile system. This Court
noticed the provision of Section 25F and 25FF of the
I ndustrial D sputes Act and al so the proviso to Section 25FF
whi ch provided where there has been a change of enpl oyers by
reason of the Transfer of -

"(a) the service of the worknman has

not been i nterrupted by such

transfer;

(b) the terns /and conditions of

service applicable to the worknman

after such transfer are not in _any

way | ess favrouable to the workman

than those applicabl e to hi m

i medi ately before the transfer;

and

(c) the new enployer is, under the

terms of such transfer or

otherwise, legally liable to pay to

the workman, in the event of ~ his

retrenchnment, conpensation. on the

basis that his service has  been

cont i nuous and has not been

interrupted.”

This Court said:

"Liability to pay retrenchment

conpensation arises under Section

25FF when there is a transfer of

the ownership or managenent of an

undertaking: it arises on t he

transfer of the undertaking and not

before. Transfer of ownership or

managenent of an undertaking in | aw

operates, except in the conditions

set out in t he provi so, as

retrenchnent of the workmen. But

until there is a transfer of the

undert aki ng resulting in

determ nation of enploynent, the

wor kmen do not beconme entitled to

retrenchnent conpensation. So |ong

as the ownership of the business

continues with the enployer, the

right of the workmen to claim

conpensation renains contingent. A

wor kman nmay, before the transfer of

owner ship of the business, hinself

term nate the enploynent: he may

die or he may become superannuat ed:
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in none of these cases the owner of

t he busi ness is under any

obligation to pay ret renchnent

conpensation to the workman. The

obligation to pay conpensati on

beconmes definite only when there is

retrenchnment conpensation to the

wor kman.  The obligation to pay

conpensation becones definite only

when there is retrenchment by the

enpl oyers, or when the ownership or

management of the undertaking is,

except in the cases contenpl ated by

the proviso, transferred to a new

enpl oyer, and not-till  then. The

right therefore arises from

det erm nati on of enpl oynment, or

fromtransfer of the undertaking:

it has no existence before these

event st ake pl ace. "

This Court also referred to its wearlier judgrment in
Cal cutta Co, Ltd. vs. Conmissioner of Inconme-Tax [(1959) 37
ITR1]. It said that in that case, expenditure which it was
estimated had to be incurred to discharge an existing and
definite obligation enforceable against the assessee in
praesenti was held a perm ssi bl e -deducti on in t he
comut ati on of incone.

This Court hel d that the” amount claimed as a
perm ssi bl e all owance by the assessee in its profit and | oss
account cannot, in its  judgment, be regarded as properly
adm ssi bl e either under Section 10(1) or Section 10(2)(v) of
the 1922 Act. This is how the Court said:

"As al ready observed, the liability

to pay retrenchment conpensation

arose for the first tine after the

cl osure of the business and not

before. It arose not in t he

carrying on of the business, but

on account of the transfer of the

busi ness. During the entire period

that the business was continuing,

there was no liability to pay

ret renchment conpensati on. The

l[iability which arose in transfer

of the busi ness was not of a

revenue nature. Profits of a

busi ness invol ve compari son between

the state of the business at two

specific dat es. Nor mal | y the

l[iability which occurs after the

| ast date, wunless its source is in

a pre-existing definite obligation

cannot be regarded as a part of the

out goi ng of the business debitable

inthe profit and |oss account. A

deduction which is proper and

necessary for ascertai ni ng t he

bal ance of profits and gais of the

busi ness is undoubtedly properly

al l owabl e, but where a liability to

nake a paynent arises not in the

court of the business, not for the

pur pose of carrying on the

busi ness, but springs from the

transfer of the business, it is not
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in our j udgrent , a properly

debitable item inits profit and

| oss account as a revenue outgoi ng.

The claim of the firmto treat it

as an itemin the determnation of

the profits of the firm under

section 10(1) of the Income-tax Act

cannot, therefore, be sustained.

Under section 10(2) (xv)

of the Indian Incone-tax Act in the

conput ati on of t axabl e profits

(omtting parts of the clause not

material) "any expenditure |aid out

or expended wholly and excl usively

for the purpose of such business,

prof ession or vocati on", i.e.,

busi ness, profession or ~vocation

carried on by the assessee, is a

perm'ssi bl e allowance. But to be a

perm ssi bl e al | owance t he

expendi ture nust be for the purpose

of carrying on the business. \Were

accounts are maintained don the

nmercantile system if liability to

nmake the paynent has arisen during

the time the business is carried

on, it nay appropriately be

regarded as expenditure. But where

the liability ‘is, during the whole

of the period that the business is

carried on, wholly contingent and

does not rai se any definite

obligation during the time that the

business is carried on, it cannot

fall within t he expressi-on

"expenditure laid out or. expended

wholly and exclusively" for the

pur pose of t he busi ness. "

The Tribunal when decided that matter in favour of the
appellant in the present case referred to the aforesaid
statement of law by this Court in the case of “the sane
Gem ni Cashew Sales Corporation and observed that facts in
the case before it were not the sane as before the Suprene
Court in that case. In our view, the Tribunal was just
ri ght.

In Stanes Mdtors (South India) Ltd. vs. Conmi ssioner of
I ncome- Tax, Madras [(1975) 100 I TR 341 (Mad)], the assessee
cl ai m deduction of Rs.56,275/- under section 37 of the 1961
Act  which amount represented gratuity paynment to its
enpl oyees transferred to the new conpany. The anount was
cal culated on the basis of the schene of the assessee and
was from the pension and gratuity reserve of the assessee.
The claim of the assessee that the anmount was paid.in the
di scharge of the liability of gratuity to the enployees
transferred to the new conpany and hence allowable as
deduction was negatived. H gh Court relied on the decision
of this Court in Genm ni Cashew Sal es Corporation’'s case. It
observed as under:

"As al r eady poi nt ed out t he

liability to make paynent to the

enpl oyees had not arised during the

accounting period. The liability if

at all was wholly contingent. The

transfer of gratuity reserve from

the assessee-conpany to the new
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conpany did not also arise in the
course of the business or for the
pur pose of carrying on the business
but springs fromthe transfer of
the business. Therefore, it cannot
be said the expenditure was laid

out or expended whol |'y or
exclusively for the purpose of
busi ness or it was a properly

debitable item inits profit and

| oss account as a revenue outgoi ng.

For the foregoi ng reasons we answer

the first questionin the negative

and agai nst t he assessee. "

In T Vs. Pathinen Grana Arya Vysya Bank Ltd. [(1977)
109 ITR 788 (Mad)] question before the H gh Court was
whet her a sumof Rs. 18,931 which formed part of the tota
sumtransferred by the assessee to the Karur Vysya Bank
Ltd., by 'way of gratuity to the enployees for the services
rendered toit, was adm ssible as a deduction. Again relying
on the af oresai d decision in Gemi ni Cashew  Sal es
Corporation’s case, the H gh Court said that the principle
of the deci sion of the Suprene Court relating to
retrenchnment conpensation to the enployees equally applied
to the paynent of / gratuity to the enployees of an assessee
whose busi ness had been transferred to another and where the
transferee took over the enployees wth the benefit of
continuity of service

In Commi ssioner. of |ncone-Tax, Tam| Nadu-I1l vs. Sr
Venkat eswara Bank Ltd. [(1979) 120 ITR 207 (Mad)], the
assessee transferred as substantial part of its business to
the Indian Overseas Bank Ltd. At the tine of the transfer,
the assessee paid a sumof Rs.20,032/- as "gratuity" to its
enpl oyees and clainmed the same as- deduction ' in the
conputation of its income. The question before the Hi gh
Court was whether on the facts and in circunstances of the
case, the Appellate Tribunal was right in allow ng the said
sum as adni ssi bl e deducti on under Section 36(1)(ii) or under
Section 37(1) of the 1961 Act. The Incone-tax Oficer
referred to the anpbunt as "retrenchnent conpensation" while
the assessee claimed it as gratuity.  The High Court said
that in either case, the amunt cannot —be allowed as
deduction under Section 36(1)(ii). It was found that the
assessee was continuing to carry on its business. H gh Court
observed as under:

"The point now to be considered is

whet her the paynment of gratuity

with reference to its enpl oyees who

were found to be surplus at the

time of the transfer of a part of

the business is an al | owabl e

deduction under s.37(1). A paynent

made in the course of carrying on

its business as gratuity cannot be

equated to a termnal paynment on

the closure of the business so as

to be disallowed. There was no

closure on the facts. Therefore,

such a cl ai m cannot al so be equated

to a payment made at the time of

the transfer of the undertaking of

the assessee as in the cases cited.

It is not necessary, therefore, to

go Cashew Sal es Corporation [(1967)

65 |ITR 643 (SO] and CIT wv.
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Pat hi nem Grama Arya Vysya Bank Ltd.

[(1977) 109 |ITR 788 (Mad)]. Those

are cases where there had been a

cessation of the business or a

transfer of the undertaking as

such. On the facts found, the

assessee will be eligible for the

al | owance under s.37(1). The

several clauses wunder s.36 do not

apply here. The guestion is,

t her ef ore, answer ed in t he

affirmative as far as allowability

under s.37 is concerned and in

favour of the assessee."

I n Conmi ssioner of 1 nconme-Tax, Tam | Nadu-11l vs. Sal em
Bank Ltd. [(1979) 120 I'TR 224 (Mad)], the assessee
transferred its banki ng business to the Indian Bank Ltd. and
deposited a sumof Rs.37,560/- with the transferee bank for
the purpose of ultimate disbursenent to its 237 enpl oyees
(who were transferred to the Indian Bank Ltd.) for the
purpose of ultimate disbursement to them at the tine of
their retirement or earlier ~as per the provisions of the
gratuity scheme of the as expenditure under Section 3(1)
(ii) or Section 37(1) of the 1961 Act.  The plea of the
assessee of its case falling under Section 36(1)(ii) was not
consi dered. The Court distinguished its earlier judgnent in
the case of Sri Venkateswara Bank Ltd. [(1979) 120 | TR 207
(Mad)] and said that Section 37(1) was not attracted in the
case and the question referred to it was ‘answered in
negative in favour of the revenue and agai nst the assessee.
The Court observed that liability to pay gratuity could not
be said to have reason at the time of the transfer as a
result of the assessee carrying on its business. It said
that firstly there was no present liability to pay gratuity
and the anmount had been deposited with the transferee bank
only in pursuance of understandi ng-or agreenent between two
and not on the basis of the liability which has accrued on
the date of transfer and that if the transfer had not taken
pl ace, the assessee’s liability would arise as and when a
particul ar enployee got a right or receive gratuity as per
the schene applicable to the assessee. The court, therefore,
said that a liability which could not have been there if the
busi ness was continued in the year of account and which
arose as a result of the transaction wunder which the
busi ness of the assessee had been transferred could not be
said to be an expenditure incurred for the purpose carrying
on the business in the accounting year in question.

In T Vs. Standard Furniture Co. Ltd. [(1979) 116 ITR
751 (Ker) (Full Bench)], the question before the court was
whet her the expenditure of Rs. 44,44,988 was an expenditure
incurred wholly and exclusively for the purpose  of the
busi ness within the neaning of Section 3791) of the I.T. Act
1961 as applied to the assessment year 1979-72. In this case
the assessee went into voluntary liquidation. It soldits
stock and nmachinery to one Sudarsan Trading Conpany for a
consi deration of Rs.20,09,962. The purchaser agreed to take
over the services of such of the assessee’s enployees to
whom the provision of the Industrial Disputes Act applied.
Under a provision of lawrelating to paynment of gratuity as
in force in the State of Kerala, the assessee had incurred a
liability for the paynment of gratuity to its workers which
was estimated at Rs.4.44.988. Liability of the assessee for
paynment of this anmount was agreed to be paid by the
purchaser at a future date. The purchaser paid the purchase
price of the stock and machinery of the assessee mnus the
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amount  of gratuity payable to the enpl oyees whi ch
arrangenent was nade with the consent of the concerned
enpl oyees. The High Court considered various judgnments of
the H gh Courts and also that of this Court in Gem ni Cashew
Sal es Corporation and held that the ampunt in question was
an expenditure incurred wholly and exclusively for the
purpose of the business of the assessee within the neaning
of Section 37(1) of the 1961 Act. It upheld the view of the
Appel late Tribunal that liability for paynment to which the
enpl oyer was subject under the local Gatuity Act, to the
wor kers was an expenditure wholly and exclusively laid out
or expended for the purpose of the business of the assessee.
The court disagreed with the view of the revenue that the
incurring of expenditure for paynent of gratuity much ahead
of the actual tine for paynment of gratuity could not anount
to an expenditure incurred "wholly and exclusively for the
pur pose of the business":

InCT Vs. Sarade Binding Wrks [(1985) 152 1TR 520
(Mad)] 'the High Court struck a different note. It had the
advantage of the Full Bench decision of the Kerala High
Court in Standard Furniture Conpany Ltd. [(1979) 116 | TR 751
(Ker)] In this case the assessee, a registered firm was
doi ng business in the name Sarada Binding Wrks as also in
the nanme of Chandamanma Publications. Under an agreement, the
assessee gave up possession of all the assets and
liabilities in Chandamanma publications.” On a settlenent of
the assets and liabilities as described in-the schedule to
the agreenent, the excess of liabilities over assets canme to
Rs. 67,687/- and the assessee paid the said sum to the
transferee who succeeded to the business of Chandamama
Publications. One of the clauses of the agreenent was that
all the enployees in that business woul d beconme empl oyees of
the transferee on terms no less favourable to themwith
continuity of service. Liabilities as worked out 'in the
schedul e i ncluded an anmount of Rs.80,309/- which was a
provision for gratuity due to the enployees of the business
taken over by the transferee. The assessee clainmed this
amount as deduction. The question before the H gh Court was
whet her the appellate tribunal was right, on the facts and
in the circunstances of the case, in-allow ng deduction of
gratuity liability of Rs. 80,309/- . The Court answered the
guestion in favour of the assessee and against the revenue
hol ding that in respect of the business that was transferred
t hough the paynment under the agreenent was not nade directly
to the enpl oyees as such, the anmount was paid for
di scharging the assessee’'s liability to pay gratuity to its
enpl oyees for the period ending with the date of transfer
and, hence, the paynment should be taken to be a paynent made
to discharge the assessee’s liability for gratuity /and,
hence, had to be allowed as a deduction

In T Vs. Salem Magnesite Pvt. Ltd. [(1991) 189 ITR
154 (Bom) the services of the enployees in one of the
departments of the assessee were discontinued whi ch
departnment was taken over by the State of Tam | Nadu. The
liability of the assessee in respect of paynent of gratuity
to its those enpl oyees had becone due which the assessee was
prepared to pay to the enployees directly. However, the
concerned enpl oyees desired that the paynent be nade to the
State Government as they wanted to have advantage of
continuity of service. The State Government agreed to accept
the proposal and paynent was made by the assessee to the
State Governnent on behalf of the enpl oyees. The Court, in
which one of us was a party (Sujata V. Manohar, J.) was of
the view that the Tribunal was right in holding that the
sai d anbunt was allowable as deduction in conputing the
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taxable profits of the assessee. Another question which was

referred in that case for

di sti
serv

Ltd.:

Bi ndi
di sti

t he

paynent of

"Whether on the facts and in the
ci rcunst ances of the case, the
Tri bunal shoul d not have upheld the
di sal | owance of the said amount in
vi ew of the decision of the Bonbay
Hi gh Court in CITv. WT. Suren Co.
Ltd. [1982] 138 ITR

In answer to this guestion

deci sion of the court was:

t he Hi gh Court

ngui shed the inpugned judgment by saying that no right
to gratuity had accrued in favour of the enployees whose
ces were alleged to  have been terminated. This is how
the Court considered its earlier case in WT. Suren and Co.

"W have been taken  through our
decision in CITv.” WT. Suren and
Co. Ltd [2982] 138 ITR91. In this
case, no right to gratuity had
accriued in favour f the enpl oyees
whose services were all eged to have
been term nated. This was so in
view of the assessee’'s agreenent
with the transferee-conpany to take
them up i'n enpl oyment with
continuity of enploynent. There was
thus no liability to pay gratuity
to the enplloyees as such.” The
assessee-conmpany . had nerely made
the paynment in connection therewith
to the transferee-conpany under an
agreement .

In the present case, the assessee-
conpany had not only conputed the
amount payable to the enployees but
was also willing to make paynent to
them It was the workers who did
not want to receive the paynent
direct as they wanted continuity of
service. There were negotiations
bet ween t he wor ker s and the
CGovernment of Tami| Nadu. After the
agr eenment bet ween t hem the
assessee-conpany paid t he sai d
amount of Rs.44 |akhs to the Tanmil
Nadu Government. Thus, even though
the workers had the benefit of
continuity of service, it was not
on account of the assessee-conpany
but as a result of a separate
arrangenent/ agreenent between the
wor kers and the Government of Tami |
Nadu. This Court’s decision in CT
v. WT. Suren and Co. Ltd. ’'s case
[1982] 138 ITR 91 was, therefore,
rightly distinguished."

In our view, Kerala H gh Court in Standard Furniture
Co. Ltd.’s <case [116 |ITR 751], Madras Hi gh Court in Sarada
ng Wrks case [152 |1TR 520] AND Bonbay High Court in
Sal em Magnisite Pvt. Ltd.’s case [189 I TR 154] have rightly
ngui shed the judgnent of this Court in Genm ni Cashew
Sal es Corporation’s case. Retrenchnent
same thing as gratuity. In Gemni Cashew Sales
Corporation’s case, the Court considered the question of

conpensation i s not

retrenchnment conpensation under the provisions of
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the Industrial Di sputes Act. That Act contains the
provi si ons under what circunstances a workman is entitled to
retrenchnent conpensation. Wile Section 25F of that Act
prescribed conditions preceding to the retrenchnent of
wor kimen, Section 25FF provides for conpensation to workmen
in case of transfer of wundertakings. Right to claim
retrenchnment conpensation remains contingent and there nmay
be varying circunmstances under which enpl oynent may cases.
Yet there nmay not be any right to such conpensation, |ike
death, retirement, resignation etc. Under law right to
retrenchnent conpensation arises when enployer term nated
the enpl oyment or undertaking of the enmployer is transferred
and in the later case that too if the case does to fal

under the proviso to Section 25FF of the Industrial Disputes
Act. Those provisions cannot certainly be applied in the
case of paynent of gratuity. The scheme of gratuity as
applicable to the nenbers of the staff of the assessee
provided as to how nmuch gratuity would becone due and
payabl e to an enpl oyee for each of service except to one who
is dismssed for msconduct etc. Gatuity is, thus, payable
on the termnation of enploynent of the enployee on any
account except dismissal and calculated on the basis of
nunber of years of service and at the rate prescribed in the
schene. In the present -case, the amount of gratuity which
was paid to Ms. Rallis India Ltd. on behalf of the
enpl oyees was not on account of transfer of the distribution
unit to the assessee but on account of stopping of that
busi ness and the enployees working in that wunit becom ng
surplus resulting in-ternmnation of their services. Oher
busi ness of the assessee, as held by the Tribunal

continued. Paynment of gratuity amount to Mw Rallis India
Ltd. was not nmade by the assessee of “its own but at the
instance and on behalf of the enployees whose 'services
though terminated in the assessee conmpany were taken over by
Ms. Rallis India Ltd. wth the promse of continuity of
service in Ms. Rallis India Ltd. As far as the assessee is
concerned, it was bound to nmmke paynent of gratuity to the
enpl oyees whose services were termnated and, in fact, as
noti ced above, the enployees who did not joinMs. Rallis
India Ltd. were directly paid gratuity. Assessee was obliged
to pay gratuity to those enpl oyees who had joined Ms Rallis
India Ltd. Instead of those enployees getting the gratuity
amount directly, got that ampunt in trust in a separate
account for the exclusive use of the transferred enpl oyees
and payable to them after their services.in Ms. Rallis
India Ltd. terminated including the gratuity due on account
of service rendered in Ms. Rallis India Ltd. ~as per the
schene relating to gratuity of that conpany. | Payment of
amount of gratuity to Ms Rallis India Ltd. was nade as per
the schene of the assessee and it was not an ex-gratia or
sonme isolated paynent. It was never disputed and, in fact,
no question raised if the service of the enployees of the
assessee were not termnated and that being the position,
the obligation of the assessee to make paynment of gratuity
toits enployees was an obligation in praesenti. Paynent of
gratuity amount to Ms. Rallis India was with the consent of
the enpl oyees transferred there. W are, thus, of the view
that paynent of gratuity awarded by the assessee to Ms.

Rallis India Ltd. in the circunstances of the case was an
expenditure wholly laid or expended for the purpose of the
busi ness of the assessee and was allowable deduction. It

cannot certainly be said that it was an expenditure incurred
much ahead of time as the service of the enployees with the
assessee were terminated. Tribunal also found that the
assessee was a going concern and only one of its departnent




http://JUDIS.NIC. IN SUPREME COURT OF | NDI A Page 16 of 16
was closed. The assessee had not wound up all of its
affairs. Only a part of its business was closed and
transferred to M s. Rallis I ndi a Ltd. IN these

circunstances, in our view, Tribunal was right in holding
that the paynent of gratuity anbunt was not on account of
closing the business of the assessee but for the purpose of
busi ness of the assessee and, thus, entitled to deduction
under clause (xv) of sub-section (2) of Section 10 of 1922
Act corresponding to Section 37(1) of the 1961 Act. W,
therefore, hold that the assessee, the appellant herein, is
entitled to the paynent of gratuity anount of Rs. 4.8,622/-
made to Ms. Rallis India Ltd. as an all owabl e deducti on

We all ow the appeal , set aside the judgrment of the Hi gh
Court and answer the question in affirmative in favour of
the assessee and agai nst the revenue.




