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BENCH
N. S. Hegde, R C Lahoti, S.P.Bharucha

JUDGVENT:

R C. Lahoti, J.

Rel evant to the assessnent year 1978-1979 t he
foll owi ng question of |aw was stated, at the instance of the
Revenue, by the /Incone Tax Appellate Tribunal for the
opi nion of the High Court of Karnataka under Section 256 (1)
of the Incone-tax Act, 1961:-

VWet her on the facts and in-the circunstances of the
case the provision for nmeeting the liability for encashment
of earned | eave by the enployee is an adm ssi bl e deduction?

The appellant conpany has two sets of enployees. One
set of enployees is covered by Enpl oyees State |nsurance
Schene and is generally known as staff. The other set of
enpl oyees not so covered is known generally as officers.
The conpany has floated beneficial schemes for its enployees
for encashnment of |eave. The officers are entitled to
earned |eave calculated at the rate of 2.5 days per  nonth,
i.e., 30 days per year. The staff (other than officers) is
entitled to vacation |eave calculated at therate of 1.5
days per nonth, i.e., 18 days in a year. The earned  |eave
can be accunul ated upto 240 days nmaxi num whil e the vacation
| eave can be accunul ated upto 126 days maxinum_ -~ The ear ned
| eave/ vacation |eave can be encashed subject to the ceiling
on accunul ation. The officers may at their option avail the
accunul ated | eave or in lieu of availing the |eave apply for
encashrment whereupon they would be paid salary for/ the
period of |eave earned but not availed. So does the schene
extend facility of encashnent to the staff in respect of
vacation | eave. Any | eave earned beyond the said 'ceiling
l[imt of 240/126 days cannot be accunulated and goes a
wast e. It can neither be availed nor encashed. The
appel | ant conpany has created a fund by naking a provision
for neeting its Ilibility arising on account of t he
accunul ated earned/vacation |leave. |n the assessnent year
1978-1979 an anount of Rs.62,25,483/- was set apart in a
separate account as provision for encashnent of accrued
| eave. It was clainmed as a deduction. |In the opinion of
the Tribunal the assessee was entitled to such deduction
The High Court has forned a different opinion and held that
the provision for accrued |eave salary was a contingent
liability and therefore was not a permssible deduction
The reasoning applied by the Hgh Court is that the
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liability will arise only if an enployee may not go on | eave
and instead apply for encashnent. |f the enployee avails

the leave as per his entitlenment, then he would be paid
salary for the period of leave and liability for encashnent
woul d not arise. The other event on the occurrence of which
the enployee may stake his claim is termnation or
retirement which again is an uncertainty. Accordingly the
Hi gh Court has answered the question in the negative, that
is, in favour of the Revenue and agai nst the assessee. The
assessee has cone up in appeal

Shri S.E. Dastur, the | earned senior advocate for the
appel l ant conpany has 'subnitted that the liability is a
certainty. Provision is nade for neeting the liability to
the extent of entitlenment of the officers and staff to
accumul ate earned/vacation leave subject to the ceiling
limt of 240/126  days as may be applicable. Havi ng
accumulated leave in a particular year, in the succeeding
year the enployee may either avail the |leave or apply for

its encashment. If he avails the |leave then additiona
provi si on-for encashnent is not nmade in the reserve account.
However, if he does not avail the | eave and instead chooses
to encash his entitlenment, he beconmes entitled to an
additional nunber ~of days as accunulated |eave. For
exanpl e, having rendered service for 365 days in the vyear
A an officer becones entitled to avail 1eave for 30 days

in the succeeding year B, provision inthe leave reserve
account is nmade iin the year A for paynent of . an anount
equivalent to 30 days salary so as to neet the claim for
encashment . I f he chooses to encash the | eave and renders
service for full 365 days in-the year B, then the anount
transferred to reserve is paid to himand in view of his
having earned again the next entitlement for 30 days |eave,
provision is made therefor by transferring the appropriate
amount in the reserve account. ~If he avails the | eave then
he is paid the |eave salary.  The leave salary is paid from
the reserve. Whet her the anpunt is paid as salary by
drawi ng upon fromthe current years P& Account or fromthe
reserve, it would not nmake any difference in practice as
there would be no doubl e paynent and hence no double claim
for deduction. In either case the liability is certain
though the period in which the liability would be incurred
is not certain inasnmuch as the |eave encashnent can be
sought for by the enployee either during the years  of

service or at the end of the service. Subject to the
ceiling every enployee would either avail the | eave or seek
encashment and therefore the liability is a certainty; it

cannot be called a contingent liability. W find substance
in the submssion of the |earned senior counsel for/ the
appel | ant.

The law is settled: if a business liability has
definitely arisen in the accounting year, the deduction
should be allowed although the liability may have to  be
gquantified and discharged at a future date. Wat should be

certain is the incurring of the liability. It should also
be capable of being estimated with reasonable certainty
though the actual quantification may not be possible. | f
these requirements are satisfied the liability is not a
contingent one. The liability is in praesenti though it
will be discharged at a future date. It does not nmake any

difference if the future date on which the liability shal
have to be discharged is not certain

In Metal Box Conpany of India Ltd. Vs. Their Wirkmen
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(1969) 73 ITR 53 the appellant conpany estimated its
l[iability wunder two gratuity schenes franed by the conpany
and the amount of liability was deducted from the gross
receipts in the P& account. The conpany had worked out on
an actuarial valuation its estimated liability and made
provision for such liability not all at once but spread over
a nunber of years. The practice followed by the conpany was
that every vyear the conpany worked out the additiona

l[iability incurred by it on the enployees putting in every
addi ti onal year of service. The gratuity was payable on the
term nation of an enpl oyees service either due to

retirement, death or termi nation of service - the exact tinme
of occurrence of the latter two events bei ng not
determ nable with exactitude before hand. A few principles
were laid down by this court, the relevant of which for our
purpose are extracted and r eproduced as under :- (i) For an
assessee mamintaining hi's accounts on mercantile system a
liability  already accrued, though to be discharged at a
future date, woul d be a proper deduction while working out
the profits and gains of his business, regard being had to
t he accepted principles  of conmmrer ci al practice and
account ancy. It is not as if such deduction is paid;
perm ssible only in-case of anpbunts actually expended or
(ii) Just as receipts, though not actual receipts but
accrued due are brought in for incone-tax assessnent, so
also liabilities accrued due would be taken into account
while working out the profits and gains of - the business;
(iii) A condition subsequent, the fulfillnent of which may
result in the reduction or even extinction of the liability,
woul d not have the effect of converting that liability into
a contingent liability; (iv) A trader conputing his taxable
profits for a particular year nay properly deduct not only
the paynents actually nade to his enployees but also the
present value of any payments in respect of their services
in that year to be made in a subsequent year if it can be
satisfactorily estimated.

So is the view taken in Calcutta Co. Ltd. Vs.
Comm ssioner of Incone-Tax, West Bengal (1959) 37 'ITR 1
wherein this court has held that the liability on the
assessee having been inported, the liability would be _an
accrued liability and woul d not convert into a conditiona
one nerely because the liability was to be discharged at a
future date. There nmay be sone difficulty in the estination
thereof but that would not convert the accrued liability
into a conditional one; it was always open to the tax
authorities concerned to arrive at a proper estimate of the
l[iability having regard to all the circunmstances of. the
case.

Applying the above-said settled principles- to the
facts of the case at hand we are satisfied that provision
made by the appellant conmpany for meeting the liability

i ncurred by it under the |eave encashment schene
proportionate with the entitlenment earned by enpl oyees  of
the conpany, inclusive of the officers and the staff,
subject to the ceiling on accumul ation as applicable on the
relevant date, is entitled to deduction out of the gross
receipts for the accounting year during which the provision
is made for the liability. The liability is not a
contingent liability. The High Court was not right in

taking the viewto the contrary.

The appeal is allowed. The judgnment under appeal is
set asi de. The question referred by the Tribunal to the
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H gh Court is answered in the affirmative, i.e. in favour
of the assessee and agai nst the Revenue.

Before parting we would like to observe that when this
appeal canme up for hearing on 24.3.1999 we felt sone
difficulty in proceeding to answer the question arising for
deci sion because the orders of the authorities bel ow and of
the Tribunal did not indicate howthe | eave account was
operated by the appellants and | eave salary provision was
made. To appreciate the facts correctly and in that 1ight
to settle the law we had directed the Income Tax Appellate
Tribunal to frame a supplenentary statement of case based on
books of account and other rel evant cont enporaneous records
of the appellant which direction was to be conplied wth
within a period of six nonths. The hearing was adjourned
sine die. After a lapse of sixteen nonths the matter was
listed bef ore the court on 20. 7. 2000. The only
conmuni cati on received by this court fromthe Tribunal was a
letter dated 20th June, 2000 asking for another six nonths
time to submt the supplenentary statenent of case which
prayer being unreasonabl e, was declined. Under Section 258
of the Incone Tax Act, 1961, the Hi gh Court or the Supremne
Court have been enpowered to call for suppl enent ary
statement of case when they find the one already before it
not satisfactory. Article 144 of the Constitution obliges
all authorities, civil and judicial, in the territory of
India to act in aid of Supreme Court. Failure to conply
with the directions of this court by the Tribunal has to be
depl or ed. W expect ‘the Tribunal to be nore responsive and
nore sensitive to the directions of this Court. W |eave
this aspect in this case by making only this observation

We have culled out the necessary facts stated in the
earlier part of this judgment fromthe statenent of | facts
filed by the assessee appellant before the Incone-Tax
Appel l ate Tri bunal . The correctness of the requisite
factual information relating to the | eave encashnment schene,
as stated in the said statenent, does not appear to have
been disputed before the Tribunal and was not disputed
before this court too.




