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ACT:

I ncome- Tax Act, 1922, s.  10(1) and 10(2) (xv)-Partnership
di ssol ved on death of ‘one partner-Wether liability to pay
retrenchment conpensation under s. 25FF on transfer of
business to surviving partner a perm ssible deduction as
l[iability of a revenue nature.

HEADNOTE:
A partnership of two partners was di ssolved on the death of
one of them on August 24, 1957 and the business was | taken

over by the surviving partner-on his own account. The
services of the enpl oyees were not interrupted and there was
no alteration in their terns of enploynment. |In proceedings

for assessnment to inconme-tax for the assessnment year 1958-59
it was urged on behalf of the firmthat an amount of Rs.
1,41,506 taken into account under the head "gratuity payable
to workers of the business" in settling the accounts of the

firm till August 24, 1957 was a perm ssi bl e out goi ng. The
Income-tax O ficer rejected the claim and the Appellate
Assi stant Conmi ssioner confirmed his order. However, the
Tribunal, in appeal, held that on the dissolution of the

firm t he wor kmen  becane entitled to ret renchnent
conpensation under s. 25FF of the Industrial D sputes Act,
1947 and the firmwas therefore entitled to the deduction

The High Court, upon a reference, confirned this view

On appeal to this Court,

HELD : The anount clained by the assessee as a pernissible
allowance in his profit and loss account could 'not be
regarded as properly adm ssible either under s. 10(1) or
under s. 10(2)(xv) of the Income-Tax Act, 1922. [735 B]

Under the proviso to s. 25FF the liability.to pay
retrenchnment conpensation arose for the first tinme after the
cl osure of the business and not before. It arose not in the
carrying on of the business, but on account of the transfer
of the business. It was not therefore a liability of a
revenue nature and could not be treated as a pernissible
deduction under s. 10(1). [733 H|

Alex A Apcar (Jr.) & Conmpany v. M V. Gan and O hers,
A l.R 1960 Cal. 14, referred to.

Anakpal i a Cooperative Agricultural and Industrial Society v.
Its, Wirkmen & Others, [1962] 2 LL.J. 621, Calcutta Conpany
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Ltd. v. Conmi ssioner of Incone-tax, Wst Bengal, 37 |. T.R 1
and Oven (H M Inspector of Taxes) v. Southern Railway of
Peru Ltd., 36 T.C 602, distinguished.

Where accounts are maintained on the mercantile system if
liability to make a payment has arisen during the time the
business is carried on. and the expenditure is for the
purpose of carrying on the business, it may be deductible
under Section 10(2)(xv) but where the liability 1is during
the whole of the period that the business is carried on
whol |y contingent and does not raise any definite obligation
during that tine it cannot fal

L9Sup. Cl/67-3

728

within the expression "expenditure laid out or expended
whol Iy or exclusively" for the purpose of the business. [734
D-E)

Conmi ssi oner of Incone-tax, Madras v. Indian Metal and
Met al | urgical Corporation, 51 I.T.R 240 and Standard MlIs
Conpany Ltd. ~v. _Conm ssioner of Walth-tax, Bonbay, 63
|.T.R 470, relied on

JUDGVENT:
ClVIL APPELLATE JURI SDICTION: Givil Appeal No. 702 of 1966.
Appeal by special Leave fromthe judgnent and order dated
July 30, 1964 of the Kerala High Court - in |ncone-tax
Ref erred Case No. 20 of 1963.
S. T. Desai, S K Avyar and R* N Sachthey, for the
appel | ant .
T. V. Viswanath lyer, S. K. Dholakia, and O~ C. Mathur,
for the respondent.
The Judgnent of the Court was delivered by
Shah, J. Two persons-\Walter and ~Ramasubramony-carried on
busi ness in cashewnuts as partners in the nane and style of
Messrs. Gem ni Cashew Sal es Corporation. The partnership
was dissolved on the death of Ramasubranmobny on August 24,
1957, and the business was taken over and continued by
Walter on his own account. The services of the enployees
were not interrupted and there was no alteration in the
terns of enployment of the enpl oyees of the establishment.
In proceedi ngs for assessment of tax it was urged on behalf
of the firm that an amount of Rs. 1,41,506 taken into
account under the head "Gratuity payable to workers of the
busi ness" in settling the accounts of the firmtill _August
24, 1957, was a permssible outgoing. The | ncone-tax
Oficer rejected the claimand the Appellate  Assistant
Conmi ssi oner confirmed that order. The Incone-tax Appellate
Tribunal held that by the transfer of the wundertaking to
Walter, there was no interruption in the enploynment of the
wor kmen of the establishnent, that the terms and conditions
of service applicable to the worknen were not altered to
their detriment, that Walter had not expressly agreed to
take over the liability for conpensati on payable under S
25FF of the Industrial Disputes Act, 1947, and since there
was dissolution of the partnership on August 24, 1957 and
t he undertaki ng was transferred, the worknen becane entitled
to retrenchnment conpensation, which the firmwas liable to
pay. The Tribunal accordingly held that the firm was
entitled to deduct the sum of Rs. 1,41,506 in the
conputation of inconme in the assessnent year. 1958-59.
In recording their opinion on the follow ng question submt-
ted by the Tribunal
729
"Whet her the allowance of Rs. 1,41, 506
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constitutes an allowable expenditure in the

assessment of the firmfor the year 1958-59",
the High Court of Kerala observed that in the determnation
of the taxable profits of the firmtill its dissolution,
consi derations about the Iliability to pay retrenchnent
conpensati on devolving upon Walter as the assignee of the
busi ness val uabl e consideration were irrelevant, and since
it was nmaintaining accounts on nercantile system the firm
could claimas a Permi ssible outgoing the amount for which
l[iability was incurred though no actual payrment was nade to
the workmen. The Conmi ssioner of Income-tax appeals wth
speci al | eave, against the order of the H gh Court recording
an answer in the affirmative.
The, subject-nmatter of the claimwas retrenchnment conpen-
sation payable to worknen of ‘the establishnent under s. 25FF
of the Industrial D sputes-Act, 1947, Section 25F of the In-
dustrial Disputes Act, 1947, provides :

"No workman enployed in any industry who has

been ~in continuous service for not less than

one year under -an enployer shall be retrenched

by that enployer until-

(a) the ~workman has been given one nonth’s

notice “in witing indicating the reasons for

retrenchnent and the period of notice has

expired, ‘or the worknan has been paid in lieu
of such notice, wages for the period of the
noti ce:

Provided that no such notice shall be neces-
sary if ‘the retrenchment is under an agreenent
whi ch specifies a date for thetermnnation of

servi ce;
(b) the workman has been paid, at the tine
of retrenchnent, conpensation which shall be

equivalent to fifteen days’ average pay for
every conpleted year of service or any part
t hereof in excess of six nonths; and
(c) notice in the prescribed manner is
served on the appropriate Governnent."
Section 25FF, as substituted by Act 18 of 1957 with ‘effect
from Novenmber 28, 1956, provides :
"Where the ownership or managenent of _an
undert aki ng i s transferred, whet her by
agreenment or by operation of law, from the
enpl oyer in relation to that undertaking to a
new enpl oyer, every worknman who
73 0
has been in continuous service for~ not |ess
than one year in that undertaking | imediately
before such transfer shall be ‘entitled to
noti ce and conpensation in accordance with the
provisions of Section 25F, as if the  workman
had been retrenched
Provided that nothing in this section shall apply to a
workman in any case where there has been a change of
enpl oyers by reason of the transfer, if-
(a) the service of the workman has not been
interrupted by such transfer;
(b) the terns and conditions of service
applicable to the workman after such transfer
are not in any way less favourable to the
wor kman t han t hose appl i cabl e to him
i medi ately before the transfer; and
(c) the new enpl oyer is, under the terns of
such transfer or otherwise, legally liable to
pay to the workman, in the event of his
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retrenchnment, conpensation on the basis that

his service has been continuous and has not

been interrupted by the transfer."
Under S. 25FF the right of the workmen to retrenchment com
pensation arises on transfer of ownerships or managenent
from the enployer in relation to the undertaking to a new
enpl oyer. But in the conditions set out in the proviso no
such right accrues. It is comopn ground that the first and
the second conditions in the proviso are satisfied. Counse
for the Conmissioner contended that the third condition of
the proviso was al so satisfied, and no right to retrenchnent
conpensation arose in favour of the workmen under s. 25FF of
the Industrial D sputes Act. Counsel for the Conmi ssioner
contended that the liability of the partners ina firm to
pay retrenchment conpensation being joint and several, when
the undertaking carried onby a firmis continued by one of
the partners after its dissolution, and the services of the
wor kmen~ are not-terminated and the terms and conditions of
the service are not made |ess favourable, the partner
continuing the business nmay appropriately be held liable to
pay to the worknen retrenchnment conpensation on the footing
that the service of the worknen had been continuous.
Counsel relied upon the view expressed by the Calcutta Hi gh
Court in Alex A Apcar (Jr.) & Conpany ' v. M N Gan and
Qhers(l) in which it was observed that a change of
partnership by inclusion or retirenent of  partner, which
legally changes the constitution of the firm does not
result
(1) A I1.R 1960 Cal. 14

731

in, a "change of business or enployer within the neaning of
ss. 25F and 25FF".
Counsel for the assessee relied upon a judgnent ‘of this
Court in Anakapalia Co-operative Agricultural and Industria
Society v. Its Wrkmen & Others(l) in support of the
contention that on a bona fide transfer of an wundertaking
the worknmen enployed in the undertaking are entitled to
ret renchnment conpensation wunder  s. 25FF against the
transferor. That however was a case in which the transferee
had declined to re-enploy the worknen of the transferor and
the first condition of the proviso was not fulfilled. That
case can have no application to the present case.
In the viewwe take, that the allowance claimed is not a
proper outgoing, or allowance in conputing the profits  of
the assessee, we do not express any opinion.on the question
whet her the worknen of the undertaki ng becane entitled to
retrenchnment conpensation on the transfer of t he
undertaking to Walter.
Liability to pay retrenchnent conpensation arises under s.
25FF when there is a transfer of the ownership or managenent
of an undertaking : it arises on the transfer- of the
undertaking and not before. Transfer of ownership or
management of an undertaking in | aw operates, except in the
conditions Set out in the proviso, as retrenchment of the
wor knen. But until there is a transfer of the undertaking
resulting in determ nation of enploynent the worknen do not
become entitled to retrenchnent conpensation. So long as
the ownership of the business continues with the enployer,
the right of the worknen to claim conpensation remains
contingent. A workman may, before the transfer of ownership
of the business, hinself termnate the enploynent: he may
die or he may becone superannuated: in none of these cases
the owner of the business is under any obligation to pay
retrenchnent conpensation to the workman. The obligation to
pay conpensation becones definite only when there, is
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retrenchment by the enployer, or when the ownership or
managenent of the wundertaking is, except in the cases
contenpl ated by the proviso, transferred to a new enployer,

and not till then. The right therefore arises from
determ nation of enploynent, or from transfer of t he
undertaking : it has no existence before these events take
pl ace.

The judgment of this Court in Calcutta Conpany Ltd v. Com

m ssioner of |nconme-tax, West Bengal (2) on which reliance
was pl aced by counsel for the assessee has no bearing on the
present case, for 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 pernissible

(1) [962] 2 L.L.J. 621.

(2) 37 1.T.R 1.

732

deduction in the conputation of income. The Calcutta Com
pany Ltd had sold plots of land for building purposes
undertaki'ng to devel op themwi thin six nonths by |aying out
roads, providing drainage and installing Iights, etc. In
the accounts of the Conpany mmintained according to the
nercantile system the Conpany had credited the full sale
price of the. plots agreed to be paid by the purchasers, but
not actually received, and against the price it debited an
estimated sum as expenditure for the -developnent it had
undertaken to carry out, even though no part of the anopunt
was actually spent. ' By the terns of sale, the Conpany had
undert aken an uncondi tional obligation which was enforceable
against it : the liability was not contingent  upon the
happeni ng of a future event. It was held by this Court that
the out goi ng debited was properly adm ssible.

The deci sion of the House of Lords in Oven (H M Ilnspector
of Taxes) v. Southern Railway of Peru~ Ltd.(1) on ' which
counsel for the assessee relied al so does not assist the the
assessee. |In that case under the Peruvian | aw the Southern
Rai | way of Peru Ltd. was bound to pay its enpl oyees in Peru
prescri bed conpensation paynents upon term nation‘of /their
services, subject to the fulfilnment by the enployee of
certain conditions. The anpbunt to be paid depended on the
length of service and rate of pay at the end of the period
of service. The Conpany set apart fromthe gross profits of
each year suns prospectively payabl e under the Peruvian |aw
as conpensation on the termnation of enploynment. In
proceedi ngs for assessment to tax of the Conpany nade -~ under
Case 1 of Sch. D of the Inconme Tax Act, 1918 (8 & 9 CGeo. 5,
Ch. 40), it was contended on behal f of the Conmpany that upon
proper principles of comercial accountancy  conpensation
cal cul ated to have accrued due to each enpl oyee fromyear to
year as deferred remunerati on was properly allowable 'as a
deducti on. The Special Conmi ssioners upheld the “claim of
the Conpany on the (,round that it was a matter of correct
accountancy practice to nake provision in the accounts for
the suns in question. The matter reached the House of Lords
in appeal froman order on a reference under s. 64 of the
| ncome- Tax Act, 1952. The House held that where a nunber of
simlar contingent obligations arise fromtrading, there is
no rule of [aw which prevents the deduction of a provision
for themin ascertaining annual profits, if a sufficiently
accurate estimate can be nade. But a mpjority of the House
held that the "provision claimed by the Conpany throughout
the proceedi ngs was not perm ssible by reason of the absence
of discount and other factors". Lord MacDernott observed at
p. 635 :

Y as a general proposition it is, | think, right to say
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that in conmputing his taxable profits for a
(1) 36 T.C. 602.
733
particular year a trader who is wunder a
definite obligation to pay his enpl oyees for
their services in that year an immediate
payment and also a future paynent in sone
subsequent year, nay properly deduct not only
the i medi ate paynent but the present val ue of
the future payment provided such present val ue
can be satisfactorily determned or fairly
estimated. Apart from special circunstances,
such a procedure, if practicable, is justified
because it brings the true costs of trading in
the particular year into account for that year
and thus pronotes the ascertainnent of the
"annual profits or gains arising or accruing
froin" the trade."
Lord MacDernmptt was of the view that the provision nade by
the Conmpany led to anonalies, and was not adnissible as
nmade, and the case should be remtted to the Specia
Conmi ssioners whether it is practicable to arrive at
sati sfactory deductions. Lord Radcliffe with whomthe Lord
Chancel | or and Lord Tucker agreed was of the view that there
is no rule of law which forbids the /introduction of a
provision for future paynents in or paynents out, if the
right to receive themor the liability to make them is in
| egal terms contingent at the closing of the rel evant year
The question which arises in the present case is not about
the admssibility of a provision nmade by atrader by the
adoption of it reasonably satisfactory nmethod estinmating the
present value of an obligation which may arise in future to
pay a sumof noney to his enpl oyees. The question that
falls to be determined is whether the liability which arises
on transfer of the, business'is to be regarded as a
perm ssi bl e outgoing in the account of the business which is

transferred. Br oadl y stated, | the present val ue on
conmer ci al val uation of noney to becone due in future, under
a definite obligation, will be a permssible outgoing or

deduction in conputing the taxable profits of a trader, even
if in certain conditions the obligation my cease to exist
because of forfeiture of the right. Were, however, the
obligation of the trader is purely contingent, no question
of estimating its present value may arise, for to bhe a
perm ssi bl e outgoing or allowance, there nust inthe year of
account be a present obligation capable of comercia
val uati on.

As already observed, the liability to pay retrenchnent .com
pensation arose for the first tinme after the closure of  the

busi ness and not before. It arose not in the 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 retrenchnent
conpensation. The liability which arose on transfer of the
busi ness was not of a revenue nature. Profits of a business
i nvol ve conpari son between the state of the business at

734

two specific dates. Normally the liability which occurs
after the last date, unless its source is in a pre-existing
definite obligation, cannot be regarded as a part of the
outgoing of the. business debit-able in the profit & |oss
account . A deduction which is proper and necessary for
ascertaining the balance of profits and gains of the
busi ness is wundoubtedly properly allowable, but where a
liability to nmake a paynent arises not in the course of the
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busi ness, not for the purpose of carrying on the business,
but springs fromthe transfer of the business, it is not, in
our judgnment, a properly debatable itemin its profit & |oss
account as a revenue outgoing. The claimof the firm to
treat it as an itemin the determnation of the profits of
the firm wunder s. 10(1) of the Incone-tax Act can.not,
therefore,. be sustained.

Under s. 10(2) (xv) of the Indian Inconme-tax Act in the
conput ati on of taxable profits (omtting parts of the clause
not nmaterial) "any expenditure laid out or expended wholly
and exclusively for the purpose of such business, profession
or vocation", i.e. business, profession or vocation carried
on by the assessee, is a permssible allowance. But to be a
perm ssible allowance the expenditure must be for the
purpose of carrying on the business. Were accounts are
mai ntai ned on the the mercantile system if liability to
make t he payment has arisen during the tinme the business is
carried on, it May appropriately be regarded as expenditure.
But where the liability is, during the whole of the period
that the ‘business is carriedon, whally contingent and does
not raise any definite obligation during the tinme that the
business is carried on, it cannot fall within the expression
"expenditure laid not or expended wholly and exclusively"
for the purpose of the business.

Two cases illustrative of the principle nay be noticed. It
was held by the Madras High Court in Comm ssioner of |ncome-
tax, Madras v. Indian Metal and Metal l'urgi cal- Corporation(1)
that a provision made in the annual accounts mai ntai ned by
an enployer setting apart by way of a reserve to neet the
liability, if any, to which the enpl oyer may becone subject
in the event of retrenching worknmen because of the necessity
of retrenchment of the services of the staff, was not a
l[iability in praesenti in the year of account, but was only
a contingent liability which may arise on the happening of a
particul ar contingency and was not allowable as a , deduction
in assessment of tax. This- Court-in dealing with 'a -case
under the Wealth Tax Act in Standard MIIls Conpany Ltd. V.
, Conmi ssi oner of Walth-tax, Bonbay(1l) held that a'liability
under the award of the Industrial Court to pay gratuity to
its ,enployees at certain rates on death while in service,
or on voluntary retirement or resignation after fifteen
years’ continuous

(1) 51 1.T.R 240.

(2) 63 1.T.R 470.
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servi ce, or on termnation of service after certain
speci fied periods, but not if the enpl oyee was dism ssed for
di shonesty or misconduct, was a nere contingent liability

which arose only when the enploynent of the enployee was
determ ned by death, incapacity, retirenment or resignation
the liability did not exist its praesenti.

The anmpunt of Rs. 1,41,506/- clained as a permnissible allow
ance by the assessee in its profit & | oss account cannot, in
our judgnent, be regarded as properly admissible either
under s. 10 (1) or s. 10 (2) (xv) of the Income-tax Act.
The answer to the question nust, therefore, be in the

negati ve.

The appeal is allowed and the order passed by the H gh Court
is set aside. The Conmmi ssioner will be entitled to his
costs in this Court.

R K P.S. Appea
al | owed.
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