http://JUDIS.NIC. I N SUPREVME COURT OF | NDI A Page 1 of 7
PETI TI ONER
COWM SSI ONER OF | NCOVE TAX BOVBAYCI TY
Vs.
RESPONDENT:

CHUNI LAL V. MEHTA AND SONS (P) LTD.

DATE OF JUDGVENT11/08/1971

BENCH
HEGDE, K. S.
BENCH
HEGDE, K. S.
GROVER, A N
Cl TATI ON
1972 AR 268 1972 SCR (1) 117

1971 SCC  (3) 587
Cl TATOR | NFO :

RF 1991 SC 686 (16)
RF 1991 SC 999  (14)
ACT:

I ncome-tax Act, 1922, s. 10 (5-A)-Conpensation received on
term nation of managi ng agency taxabl e under section-Section
enacted by Fi nance Act, 1955--Managi ng Agency terminated on
April 23, 1951-Suit for conpensation under agreenent filed
by managi ng agent s- Conpensati on anmount as deterni ned by Hi gh
Court received by managing agents in Decenber 1955-Managi ng
agents nai ntai ni ng accounts on nercantile basi's-Conpensation
amount when falls due? -Wether taxable inassessnent. year
1956- 57.

HEADNOTE:

The assessee held the managi ng agency of a public Jlimted
conpany Under the agreenent the assessee was to continue as
managi ng agents for a mninum period of 21 years. ~ On Apri
23, 1951 the Directors of the managed conpany passed a
resolution termnating the services of the assessee as
nmanagi ng agents. This resolution was affirmed by the
sharehol ders at their extraordinary general neeting held on
May 23, 1951. There was dispute about the conpensation
payable to the assessee. 1In a suit filed by the latter the
trial judge as well as the Appellate Bench of ' the Bonbay
Hi gh Court held that under the ternms of the agreenent’ the
assessee was only entitled to liquidated danages at the
of Rs. 6000 per nonth for the unexpired period of “the
agency nanely 3 years 2 nmonths and 7 days. The suit was
decreed for Rs. 2,34,000 on Novermber 17, 1955 and the
assessee received the anount in Decenber 1955. The assessee
cont ended before the Income-tax Oficer that as it
mai nt ai ned accounts on the nercantile systemand the anount
had become due in 1951 the sanme could not be taxed in the
assessment year 1956-57 under s. 10, (5A) of the |Incone-tax
Act, 1922. Before the said section was introduced into the
Act by the Finance Act, 1955 conpensation received on
term nation of a managi ng agency was treated as a capita
receipt; after its enactnent such conpensation becane
taxable as incone. The section was not retrospective, so
that if the assessee’s plea that the conpensation anount
accrued in 1951 was accepted it could not be treated as
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income at all. The Incone-tax Officer and the Appellate
Assi stant Conmi ssioner rejected the plea. The Tribuna
however held that on the facts and circunstances of the case
the conpensation becanme due to the assessee on April 23,
1951 and therefore it could not be brought to tax in the
assessment year 1956-57. The High Court in reference held
that the anmount was not taxable but the interest thereon
could be taxed in 1956-57. The Revenue appeal ed.

HELD: (i) I't was rightly held by the H gh Court that the
assessee was entitled under the agreenent to |iquidated
damages at the rate of Rs. 6,000 per nmonth for the unexpired
peri od of the managi ng agency.

118
As such the assessee’s right to get the conpensation arose
on April 23, 1951 when the resolution ternminating the

managi ng agency was passed. [123A- B]

(ii) Section 10 (5A) refers to ' paynment due or received
The expression 'due to refers to those assessees who
mai ntain their accounts according to the mercantile system
of accountancy and the expression received by’ applies to
those assessees who adopt the cash system of accountancy.
Since the assessee inthe present case nmaintained the
mercantil e system of accounting the rel evant assessnent year
for the conpensation accruing on April 23, 1951 was the
succeedi ng assessnent year. [123 CD, H|

Conmi ssi oner of |ncone-tax, Madras V. A. Gajapathy Naidu, 53
I.T.R 114, applied.

(iii) The plea on behalf of the Revenue that the right
to get the anpunt arose when the-quantum of conpensation was
determ ned by the High Court, could not be ~accepted. The
fact that the assessee was claimng an exorbitant. sum to
which it was not entitled would not convert its right into a
contingent right. [124 E-Q

Thi agaraja Chettiar & Co. v. Conmissioner of Incone-tax,
Madras, 51 |I.T.R 393 and F. E._Hardosstle & Co. (P) Ltd. v.
Conmi ssi oner of Income-tax, Bombay City 1, 47 |.T.R | 394,
approved.

(iv) The plain and unanbi guous words of s. 10 (5A) which had
becone an integral part of the Act, |lent no support to the
plea that by a legal fiction the conpensation nust be deemed
to have accrued to the assessee in Decenber 1955. < The fact
that the assessee included the receipt inquestion in-its
profit and loss account in the year 1955 was a wholly
i mat erial circunstances. That circunmstance did not afford
any basis for the argunent that for this particular receipt
the assessee adopted a different system of accountancy.
oviously the entry was del ayed because of  the dispute.
VWat s relevant is the nethod of accounting and not. the
actual entries. [125E-QG

JUDGVENT:

ClVIL APPELLATE JURISDICTION : Cvil Appeal No. 1535 of
1968.

Appeal by special |eave fromthe judgnment and order dated
March 1, 1967 of the Bonbay H gh Court in |ncone-tax
Ref erence No. 52 of 1962.

appel | ant .

M C. Chagla, A. K Vermm, J. B. Dadachanji, O C. MNathur
and Ravi nder Narain, for the respondent.

The Judgrment of the Court was delivered by

Hegde, J. In this appeal by special |eave, the questions
that arise for decision relate to the taxability under S. 10
119
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(5A) of the Indian Income-tax Act, 1922 (in brief "the Act’)
of a certain anobunt received by the assessee firmas conpen-
sation on the termnation of its managi ng agency.

The assessee is a Private Linited Conpany and at the
relevant time,, it was under voluntary liquidation. It was
incorporated in June 1945 by converting an erstwhile
partnership firm into a Private Linted Conpany. The
partnership firm had entered into a nanaging agency
agreenment on June 15,1933 with a Public Linmted Conpany
called "The Century Spinning and Manufacturing Co. Ltd."
Under the said agreenent, the assessee was to continue as
managi ng agents for a mnimumperiod of 21 years and
thereafter until that firmchose to resign its office or is
renoved from office by the nmanaged conpany. During the
period of 21 years stipulated in the agreenent, the nmanaged
conpany had no right to renmove the managing firm from its
office except for reasons nentioned in the, agreenent.
During ~the period the assessee continued to act as the
managi ng ‘agents the agreenent provided, that the nanaging
agents will get a mnimmrenuneration of Rs. 6,000/- a
nmonth and if its renuneration is found at the close of the
year to be less than 10 per cent of the gross profit of the
conpany, the nanaging agents were to be paid a further
additional sumto make the aggregate remuneration received
by it equal to 10 percent of the gross profit of the conpany
for that year. The Agreenent further provided that if the
managi ng agents’ services were terninated before the period
of 21 years stipulated in the agreenent except for reasons
mentioned in clause 15 of the agreenment the nanagi ng agents
would be entitled to receive fromthe nanaged conpany as
conpensation or |iquidated damages for the loss of office
the sumnentioned in clause 14 of the agreenent.

In about April 1951, a large hol ding of the managed conpany
was acquired by a group of shareholders who were hostile to
the managi ng agents. Thereafter the relationship between
the managi ng agents and t he managed company became strai ned.
On April 23, 1951, the Directors of the nmmnaged conpany
passed a resolution termnating the services of the assessee
firm as nmanagi ng agents. This resolution was affirned by
the sharehol ders at their extraordi nary general meeting held
on May 23, 1951 In

9-M 1245 SupCl /71

120

pursuance of the resolution, the Board of Directors on Apri
23, 1951, a notice of term nation of the nanagi ng agency was
issued to the managing agents. In reply the -assessee
,claimed conpensation of Rs. 50 lacs for  the unlawfu
termnation of its services. But the managed conpany. was
prepared to pay Rs. 2,34,000/- as conpensation cal cul ating
the conpensation at Rs. 6,000/- a nonth for the unexpired
period of the agency i. e. 3 years 2 nonths and 7 days and
Rs. 4600/- as remuneration for the 23 days of April | 1951.
The assessee refused to accept that ampunt. Thereafter the
assessee sued the managed conpany on the original side  of
the Bonbay Hi gh Court claimng a sumof Rs. 28 |akhs  as
conpensation for the unlawful termination of its services.
The nmanaged conpany resisted that suit. The suit was
decreed on November 17, 1955 in the sumof Rs. 2,34,000/-
and that decree was affirned in appeal. The trial judge as
wel |l as the appellate Bench held that under the ternms of the
agreenment the assessee was only entitled to |iquidated
danages at the rate of Rs. 6,000/- per nonth for the
unexpired term of its agency. The assessee received the
anount decreed in Decenber, 1955.

Till the insertion of S. 10 (5A) into the Act by the Finance
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Act of 1955 (Act 15 of 1955), conpensation received by a
managi ng agent for the termination of his agency was
considered as a capital receipt, but S. 10 (5A) provided
that any conpensation or other paynent due to or received by
a managi ng agent of an Indian Conpany at or in connection
with the termnation or nodification of his managi ng agency
agreenent with the conpany shall be deened to be profits and
gains of a business carried on by the managi ng agent, and
shall be liable to tax accordingly. This provision is not
retrospective in operation

As seen earlier, the conpensation wth which we are
concerned in this case was received by assessee in Decenber,
In the assessment year 1956-57, the Incone-tax Oficer
overruling the objections of the assessee included the said
amount as the profits of the business of the assessee during
the previous year. Admittedly the assessee naintained its
accounts accordingto nercantile system of accountancy., The
assessee’ s contention before the Income-tax O ficer that the
recei pt in question cannot be brought

121
to tax in the assessnent year 1956-57 as it becanme due in
1951 was rejected by the Income-tax Oficer. |In appeal the

Appel | ate Assistant Commi ssioner agreed with the view taken
by the Income-tax OFficer. He opined that the anmount becamne
due to the assessee only when it was decreed by the High
Court on Novenber 17, 1955 and therefore it was assessable
in the assessnent year 1956-57. But-on a further appeal
the Tribunal held that on the facts and in the circunstances
of the case, the conpensation in-question becane due to the
assessee on April 23, 1951 and therefore it could not be
brought to tax in the assessnent year 1956-57. At the
instance of the Conm ssioner, the Tribunal subnmitted under
s. 66 (1) of the Act, the followi ng two questions of |aw for
the opinion of the H gh Court
"1 Vet her on~ the facts and in t he
circunstances of this case the conpensation
for termnation of the managi ng agency accrued
to the assessee on 23rd April 1951 ?
2. Whet her on the facts and in t he
ci rcunst ances
of this case the compensation of Rs.
2,34,000/and interest thereon was t axabl e
under s. 10 (5A) of the Indian Income-tax Act,
in the assessnent year 1956-577?"
The H gh Court answered the first question in" the
affirmati ve and the second question as follows :
The anount of conpensation of Rs. 2,34,000/- wll not be
liable to tax, but the ampunt of- interest thereon will be
taxable wunder s. 10,(5A) in the assessment year 1956-57
Aggri eved by that decision, the Conm ssioner of |ncone-tax,
Bonbay City has brought this appeal
We shall first address ourselves to the question as to
whet her on the facts and in the circunstances of this case,
the conpensation for termnation of the rmanaging agency
accrued to the assessee on April 23, 1951 ? The answer to
this question depends upon the true effect of the terns of
the agreenent between the managi ng agents and the nanaged
conpany. There is no dispute that the term nation of the
managi ng agency did not fall within the scope of clause 15
of the agreenment which provides that the rmanaging agent
shall not be entitled to receive fromthe conpany
122
any conpensation for the loss of the office of Agents to the
conpany if such loss arises fromany of the causes nentioned
t herein. It is clear-that was also the view taken by the
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H gh Court in the suit filed by the assessee against the
nmanaged conpany-that the, assessee was entitled to get
conpensati on under clause 14 of the agreenent. That cl ause
provi des :
"In case the firmshall be deprived of the
office of Agents of the. company for any
reason or cause other than or except those
reasons or causes specified in clause fifteen
of these presents the firmshall be entitled
to receive fromthe Conmpany as conpensation or
liquidated ’'damages for the 1oss of such
appointnent a sum equal to the aggregate
amount of the nonthly salary of not |ess than
Rupees si x thousand, which the Firm would have
been entitled to receive fromthe conpany for
and during the whole of the then unexpired
portion of the said period of twenty one years
if~ the said Agency of the Firmhad not been
det erm ned. "
In the 'suit filed by the -assessee against the nanaged
conpany, -the —only controversy between the parties was
whet her that clause should be read alongwith clause 10 of
the agreement which provided for the paynent of renuneration
to the managing agents during the continuance of the
Managi ng agency agreenent or whether the conpensati on
payabl e should be determi ned solely onthe basis of clause
14. Repl yi ng on the expression "not |less than Rs. 6000/-"
in clause 14, the assessee contended that  Rs. 6,000/-
referred to in the clause is nerely the mininum but the
actual conpensation should be determined in the nmanner
provided in clause 10. The H gh Court rejected that
contention. According to the H gh Court clause 14 not only
provi ded for the paynent of damages for inproper term nation
of the services of the nmanaging agents but it al so
stipulated the danages to which they were entitled to. In
its opinion that clause had quantified the damages to which
the nmanaging agents were entitled to. It opined that the
danages payable to the assessee firm were I'i qui dat ed
danages., The High Court further held that the
123
expression "not |less than Rs. 6,000/-" neans a definite sum
of Rs. 6,000/-, neither nore nor less. W are in entire
agreement with the view taken by the Hgh Court in that

suit. It is plain fromthe | anguage of clause 14 of the
agreenment that the assessee was entitled to a definite sum
under that clause. 1In other words it was entitled to liqui-

dat ed damages. Hence we agree with the answer given by the
H gh Court to the first question referred to earlier

Now coming to the second question, the answer to the / sane
depends upon the interpretation to be placed ,on s. 10 (5A).
Earlier we have set out that provision to the extent
necessary for our present purpose. That section takes in

"Paynment due to or received". In the matter of paynents,
there are two aspects viz. (1)paynments due and (2) paynents
received. The nercantile system of accountancy takes note

of "paynents due" whereas cash system ,of accountancy
recogni ses only paynents received. Mercantile system of
accountancy, a double entry systemis naintained on the
basi s of accrual of rights to receive or liability to pay a
certain sumof noney, unlike is the case of cash system of
accountancy which nmerely takes note of actual receipts or
di sbur senent s.

W have wearlier, come to the conclusion that the com
pensation with which we are concerned in this case becane
due to the assessee in April 1951 though it was actually
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received by the assessee in Decenber 1955. Now arises the
guestion to what circunstance the expression "due to" in s.
10 (5A) applies and to what circunstance the expression
"received" therein is applicable? They do not nean the same
t hi ng. Qur incone-tax lawis famliar wth these two
expressions. That law permts an assessee to adopt his own
system of accountancy subject to certain conditions and his
tax liability is determined on the basis of the system of
accountancy adopted by him |In other words, the Act permts
the assessee to adopt either the nercantile system of
accountancy or the cash systemof the accountancy and the
system adopt ed by hi mwoul d be the basis on which he should

be assessed. It is not necessary in this case to deal wth
the exceptions to that rule. W have to read, s. 10 (5A
alongwith the other provisions in the Act. |If so read, it

is cleat that the expression "due to" in that section refers
to those assessees who maintain their accounts
124
according tothe mercantile system of accountancy and the
expression "received by" applies to those assessees who
adopt the cash system of accountancy. As observed by this
Court in Conmissioner of |Income-tax, Madras v. A Gaj apathy
Nai du (1):
"When an- Income-tax O ficer proceeds to
i nclude a particular incone in the assessnent,
he should ask himself,” inter alia, two
guestions, nanely: (1) what is the system of
accountancy adopted by the assessee, and (ii)
if it is the nmercantile system ' subject ’to
the deeming provisions, when has the right to
receive accr ued. If he cones to the
concl usion that such a right accrued or arose
to the assessee in a particular accounting
year, he should include the said incone in the
assessnment of the succeedi ng assessnent year."
Herein also we have to ask oursel ves the question, / bearing
in mnd the fact that the systemof accountancy adopted by
the assessee is the nmercantile system as to ‘when the
assessee’'s right to get the conmpensation arose. We have
already held that it arose in April 1951
It was wurged on behalf of the Departnent that as the
assessee disputed the quantum of conpensation to which it
was entitled, we nust hold that its right to get the ~anount
arose when that dispute was deternmined by the H gh Court.
W are unable to accede to this contention: As  nentioned
earlier, the right of the assessee to get conpensation for
unlawful termination of its services and the _quantum of
conpensation to which it was entitled were clearly pres-

cribed in the agreenent. It was also so held by the  High
Court in the suit between the assessee and the nmanaged
conpany. The fact that the assessee was clainming an ex-
orbitant sum to, which it was not entitled to wll not
convert its right into a contingent right. In Thiagaraja

Chettiar & Co. v. Conm ssioner of Incone-tax, Midras(2) the
Hi gh Court of Madras held that where a managing agent s
entitled under the ternms of the managi ng agency agreenent to
remuneration at a certain percentage on the annual net
profits of the conpany, the remuneration payable to the
managi ng agent accrued when the net pro-fits

(1) 53 1.T.R 114. (2) 51. I.T.R 393,
125

of the conpany for the year are ascertained. The nmere fact
that owing to disputes between the conpany and the managi ng
agent the conpany had not credited the managi ng agent wth
the remuneration due to the latter inits accounts, would
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not entitle the nmanaging agent to claim that the
remuneration due to himhad not accrued and should not be
assessed to income-tax until the conpany had credited himin
its accounts with the anount of comm ssion due to him We
are in agreement with the ratio of that decision and that
rati o governs the facts of the president case.

The rati o of the decision of the Bonbay H gh Court in F. E

Hardosstle & Co. (Private) Ltd. v. Commissioner of Incone
Tax, Bombay City-1(1), is also to the sane effect.

It was next urged on behalf of the Department- that s. 10
(5A) is acode initself and in applying the provisions
therein, no reliance should be placed on the system of
accountancy which the assessee generally adopts. It was
further wurged that as the liability under s. 10 (5A) is a
new liability and as the receipt with which we are concerned
was received in Decenber, 1955, after s. 10 (5A) was
incorporated intothe Act, we nust by a legal fiction deem
that the anobunt becane due only in Decenber, 1955. W see
no basis for this argunent. The |anguage of s.10 (5A) is
plain and ~unanbi guous. That provision has now becone an
integral —part— of the Act. Therefore the deened paynent
under that provision stands on the same footing as any ot her
paynment. The fact that the assesses included the receipt in
question in its profit and | oss account in the year 1955 is
a wholly immterial circunstance. That circunstance does
not afford any basis for the argunent that for this
"particular receipt, the assessee adopted a different system
of accountancy. (bviously because of the dispute between
the assessee and the managed conpany, the assessee did not
enter the anbunt in question in the year in which.it becane

due. Met hod of maintaining accounts is one thing and the
actual entries in the accounts maintained is a different
t hi ng. What is relevant is the nethod of ~ accountancy and

not the actual entries.

(1) 47 1. T.R 394.

126

For the reasons nmentioned above, 'we agree with the / answers
given by the Hi gh Court to the questions of law referred to
it. This appeal is accordingly dismssed, with costs.

G C Appeal di sm ssed.
127




