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Excess Profits Tax-Deducti ons-Renuneration of managi ng
agent - Percentage of net Profits |Iless out goi ngs- - Excess
Profits tax, if included in outgoings-Construction of
agr eenment - Conmi ssion paid to branch nmanager s-Deducti on when
of 1922), ss. 10(2)(XV), 10(2)(x)-Excess Profits Tax Act,
1940 (15 of 1940), ss. 2(16), 19, 21, Sch. 1, cl. (12).

HEADNOTE

The respondents, a firmcarrying on business in dyes and
chem cals under the nane and style of Col ours Trading Com
pany, with their head office at Madurai and thirteen branch
offices in different towns, were the chief representatives
in South India of the products of the I. C I., a
manuf acturing concern. M was enployed as the Genera
Manager of the respondents and by virtue of an agreenent, he
was to be paid renuneration at the rate of Rs. 3,000 per
annum and 12-1/2% of the net profits —of the conpany
calculated by deducting fromthe gross profits of the
business the salaries, wages and other outgoings. The
branch offices were managed by | ocal managers and assi stant
managers who were paid in addition to nonthly salary, annua
and special bonus and dearness all owance. The respondents

received fromthe I. C. |. conmission at varying rates on
the different-products sold to themand with effect / from
April 1, 1944, the I.CI. allowed a special energency

conmi ssion of 5% recomendi ng that 1% out of the conm ssion
allowed may be passed on by the respondents to their sub-
di stributors. The respondents clainmed to have distributed
to their enpl oyees conm ssion pursuant to the reconmendation
of the 1.C.I. at rates varying between 2% and 7-1/2% and  in
sonme cases at a rate as high as 12% Though under the
service agreenent, conmi ssion was payable to the enployees
only if the turnover exceeded Rs. 1,00,000 net in any year

the respondents clainmed to have paid them conm ssion at
generous rates even when the turnover fell far short of that
amount. In the year of account ending April 12, 1945, there
was a revision of the scales of salaries of the enployees,
as a result of which the enpl oyees received an anbunt equa

to 2-1/2 tines the enhanced basic salary and al so comi ssi on
someti mes exceeding 12 tines the basic salary.
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In conputing the total incone of the respondents for the
years 1943-44 and 1944-45 for purposes of income-tax, the
i ncome-tax O ficer disallowed the payment O 12-1/2% of the
net

61

profits to M and for the years 1945-49 he disallowed the
conmi ssion paid to the branch managers and other enpl oyees
on the ground that taking into account all the circunstances

t he remuneration paid to the enpl oyees was adequate and
that any additional conmission paid was in excess of what
was reasonable or necessary. The Appellate Tri buna

confirmed the order of the Incone-tax Officer except in the
case of Mto whom paynent of 5% of the net profits without
deduction of Excess Profits Tax or Business Profits Tax, or
12% after deduction of Excess Profits Tax or Business
Profits Tax, whichever ~was higher, was regar ded as
perm ssi bl e deduction. ~The H.gh Court, on reference, took
the view, inter alia, that in determning the net profits
under the agreenent-with M the excess profits tax could not
be deducted, that in considering the question whether the
bonus or - conmi ssion paidto the enployees in the present
case mght be permtted as ajustifiable deduction, in the
l[ight of S. 10(2)(X) O the Income-tax Act and r. 12 of Sch
1 of the Excess Profits Tax Act, the test of reasonabl eness
of the expenditure was to be judged fromthe point of view
of a business nman  and not by the -application of any
subj ective standard of a taxing officer, and that on an
analysis of the materials furnished, there was nothing per
se unreasonable in the anbunts of commi ssion actually paid
by the respondents to the branch nanagers and assistant
managers.

Hel d: (i) that the question whether in the conputation
of the taxbale inconme, the conm ssion payable to M under the
agreement entered into with himby the respondents shoul d be
al | owed before deducting the excess profits tax, depended on
the true interpretation of the agreement; the expression
"outgoing" in the agreement was not restricted to /business
or conmmerci al outgoings but included the excess profits tax
paid by the assessees, and that, consequently, the net
profits of which Mwas to be given a percentage by ~way of
comm ssion should be conputed after deducting the excess
profits tax paid.

Comm ssi oner of Income-tax, Delhi v. Delhi Flour MIls Co.,
Ltd., [1959] SUPP. 1 S.C. R 28, relied on

(2) that under cl. (12) O Sch. 1 of the Excess Profits Tax
Act, 1940, it was for the Excess Profits Tax Oficer
subject to review by the Tribunal, to decide whether the
deduction was reasonabl e and necessary, having regard to the
requirenents of the business and in case of paynents for
services, to the actual services rendered by the persons
concerned; it was not open to the H gh Court exercising its
jurisdiction on questions referred to it under the Excess
Profits Tax Act, to substitute its own view as to what nay
be regarded as reasonabl e and necessary and to set aside the
decision of the taxing authorities on a re-appreciation  of
the evidence. |If the H gh Court considered that the taxing
authorities had conmitted an error in law by misconceiving
the evidence or by applying erroneous tests or

62

ot herwi se by acting perversely, the proper course for it was
in answering the questions subnmitted, to |lay down the true
principl es appl i cabl e to the ascert ai nnent of t he
perm ssi bl e deductions and to leave it to the taxing
authorities to adjudicate upon the reasonabl eness and
necessity of the expenses in the light of the requirenents




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

Page 3 of 12

of the business.

(3) that there was anple evidence in support of the concl u-
sion of the Excess Profits Tax O ficer which was confirnmed
by the Tribunal, and that the question, whether t he
di sal | owance by the excess profits tax authorities of the
conmi ssion paid to branch managers was justified under r. 12
of Sch. 1 of the Excess Profits Tax Act, should have been
answered in the affirmative.

JUDGVENT:

ClVIL APPELLATE JURI SDI CTION: Givil Appeals Nos. 494 and 495
of 1958.

Appeal s fromthe judgnent and order dated April 18, 1955, of
the Mdras Hi gh Court in Case referred Nos. 53 of 1952 and
44 of 1953.

Har dayal Hardy and D. CGupta, for the appellant.

A V. Viswanatha Sastri, R Ganapathy lyer, S. Padnmanabhan

and G Gopalakri shnan, for the respondent.

1960. Decenmber 8. The Judgnent of the Court was delivered
by

SHAH, J.-These are two appeals filed with certificates of
fitness granted by the H gh Court of Judicature at Madras.
Appeal No. 494 of 1958 arises out of orders passed in
certain Excess Profits Tax Appeals and Appeal No. 495 of
1958 arises out  of orders passed in- certain |ncone-tax
Ref erences, Excess Profits Tax Appeal s and Business Profits
Tax Appeal s.

Ms. N. M Rayal oo lyer & Sons-hereinafter referred to as
the assessees-are a firmcarrying on business principally in
dyes and chemicals. They are the chief representatives in
"South India" of the products of the Inperial Chenica
Industries Company (India) Ltd.-hereinafter referred to as
the "I.C.1.". The business in dyes and chem cals was in the
years material to these appeals, conducted in the nane and
style of "Col ours Tradi ng Conpany", with its Head O'fice at
Madura and in thirteen branch offices in different
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towns in "South India". The busines was carried on
originally in partnership by three brothers, N M R
Venkat akri shna Iyer, N. M R Subbaraman-and N. M’ R

Krishnanmurti . On April 13, 1946, N. M R  Subbaranan
retired from the firm and the share of N M R
Venkat akri shna Iyer was taken over by a - private Limted

conpany N. M R Venkatakrishna Iyer & Sons Ltd., but the
busi ness was, notwi thstanding the changes in the ~personnel

continued in the original nane and style. One. NN M R
Mahadevan (son of NN. M R Venkatakrishna |I|yer)-hereinafter
referred to as Mahadevan-was enpl oyed by the assessees as
the GCeneral Manager of the Colours Trading Co. By letter
dated April 17, 1940, the assessees wote to Mbhadevan
agreeing to pay himrenuneration at the rate of Rs. 1,800
per annum and 5% of the net profits of the concern (Colours
Tradi ng Conpany) calculated by deducting from the gross
profits of the business, salaries, wages and ot her outgoi ngs
but wi thout neking any deduction for capital. By letter
dated March 30, 1943, the salary of Mahadevan was fixed at
Rs. 3,000 per annum and the conm ssion was enhanced to 12-
1/ 2% of the net profits of the Col ours Tradi ng Conpany. The
branch offices were managed by | ocal managers and assi stant
nmanagers who were paid in addition to nmonthly salary, annua
and special bonus and dearness all owance. The assessees
received from the 1. C |I. conmission at rates varying
between 7-1/2% and 12% on di fferent products sold to them
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Wth effect from April 1, 1944, thel. C |. allowed a
special energency conmission of 5%on all dyes and dye-
stuffs sold to the assessees. This special emergency

comm ssion was increased to 15 %on all sales on or after
March 1, 1945, but was subsequently reduced to 10% on sales
on and after Septenber 1, 1946.

These appeals relate to the liability of the assessees to
Excess Profits Tax for the chargeable accounting periods
ending April 13, 1943, April 12, 1944, April 12, 1945, and,
March 31, 1946, and for Business Profits Tax for the
chargeabl e accounting periods ending April 12, 1946, March
31, 1947, April 13, 1947, March 31, 1948, and April 12,
1948.

64

The assessees clainmed that they had paid to their enployees
in the years of account 1942-43 to 1947-48 under agreenents
executed fromtinmeto time a share in the special emergency

conmi ssion received from the . C. 1., in addition to
nonthly sal ary, dearness allowance and general and specia
bonus. " Thel. C. 1. in allowi ng the emergency conm ssion by

its letter dated January 24, 1944, recommended that 1% out
of the 5% conmission-allowed may be "passed on" by the
assessees to their "sub-distributors”. The assessees
clained that pursuant to this recomendation, they paid to
their enployees conm ssion at rates varying between 1-1/2%
to 4% and when the energency conmm ssi on was increased to
15% and thel. C |. by letter dated February 23, 1945,
reconmmended that 6% out of this conmission may be passed on
to the sub-distributors, the assessees clained to have
di stributed conm ssion at rates-varying from?2% to 7-1/2%
and in sonme cases at a rate as high as 12% Under the
servi ce agreenents, conmi ssion was payable to the enployees
only if the turnover in dyes exceeded Rs. 1,00,000 net in
any year, but to enployees in several branches the assessees
clainmed to have paid comm ssion at generous rates even when
the turnover fell far short of that anpbunt. 1In the year of
account ending April 12, 1945, there was a revision of the
scales of salaries of the enployees, and the ‘assessees
conmenced giving to their enpl oyees dearness al l'owance and
special bonus which in the aggregate exceeded 50% of the
basic annual salary and also annual bonus equal to the
annual salary. The result of this revision of enolunments
was that each enpl oyee received an anmount equal to at | east
21 times his enhanced basic salary. |In addition to this
remuneration, the assessees clained that they had paid a
share in the comm ssion which in some cases exceeded 12
times the basic salary.

In computing the total incone of the assessees for the years
1943- 44 and 1944-45 for purposes of incone-tax, the Ilncone-
tax O ficer disallowed the paynent of 12-1/2%of the net
profits of the Colours Trading Co. to Mahadevan- and in
conputing the income for the
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assessment years 1945-46, 1946-47, 1947-48 and 194849 the
I ncome-tax O ficer disallowed the conmi ssion. paid to the
branch nmanagers and other enployees. I n appeal t he
Appel | ate Assistant Commi ssioner set aside the order which
di sal | owned the anpbunt of conmi ssion paid to Mhadevan and
followi ng the order of the Income-tax Appellate Tribunal in
certain Excess Profits Tax appeals, allowed 5% of the net
profits w thout deduction of Excess Profits Tax or Business
Profits Tax, or 121% after deduction of Excess Profits Tax
or' Business Profits Tax whichever was higher. That order
was confirmed in appeal by the Incone-tax Appel | ate
Tribunal. The Tribunal also confirned the order disallow ng
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the enmergency commission paid to the branch nmanagers and
ot her enployees, and in the conputation of taxable incone
for purposes of Incone-tax, Excess Profits Tax and Business
Profits Tax, added back all those payments. At the instance
of the assessees, the Tribunal referred two sets of
guestions to the H gh Court under s. 66(1) of the Incone-tax
Act read with s. 21 of the Excess Profits Tax Act.
Questions 1 to 3 in Referred Case No. 44 of 1953 were:
(1) Wether in allowi ng a deduction under s. 10(2) (xv) of
the Income-tax Act, the Inconme-tax O ficer is precluded from
going into the question whether the anbunt was paid wholly
and exclusively for the purpose of the assessee’s business?
(2) Wiether there was any naterial before the Tribunal to
hold that the comm ssion paynent to NN M R Mhadevan at
121 % before deduction of Excess Profits Tax or Business
Profits Tax was not wholly and exclusively laid out for the
pur pose of the assessee’s business?
(3) Wether the commission paynment to the branch nanagers,
assi stant / managers- and ot her enployees is an expenditure
laid out. wholly and exclusively for the purpose of the
busi ness?
Questions referred in Referred Case No. 53 of 1952 were:
66
(1) Wether the Appellate Tribunal erred in law in holding
that in accordance with the terns of |letters dated 17th
April, 1940, and 30th March, 1943, and the  conduct of the
parties the Excess Profits Tax payable by the assessee
shoul d be deducted fromthe profits before the comm ssion of
12-1/ 2% payable to M "N. R Mhadevan is cal cul at ed?
(2) Whiether there is any material on evidence sufficient in
law for the Appellate Tribunal to hold that the  conm ssion
of 12-1/2% on profits paid to Mahadevan was unreasonabl e
within the neaning of Rule 12 of Schedule 1 of the ' Excess
Profits Tax Act?
(3) Wiether on the facts and circunstances of the case the
di sal | owance by the Excess Profits Tax authorities  of the
conmission paid to branch managers is justified under Rule
12 of Schedule 1 of the Excess Profits Tax Act?
The material provisions relating to allowances  under the
Excess Profits Tax Act and the Business Profits Tax Act
(which Act superseded the Excess Profits Tax Act as from
March 30, 1946) were on the questions arising in this -case
substantially the same and hereafter reference to the Excess
Profits Tax Act will in respect of the period after March
30, 1946, be deemed to be a reference to the Business
Profits Tax Act.
In the opinion of the High Court, in conputing the taxable
i ncomre, the deductions clained by the assessees fell to be
considered not under s. 10(2)(xv) of Income-tax Act’  but
properly under s. 10(2)(x) of the Incone-tax Act, the latter
being a specific provision in the Act relating to “deduction
of comm ssion or bonus paid to an enployee. The High | Court
observed that in assessing liability to Excess Profits Tax
the bonus or commi ssion paid to the enployees of the tax
payer may be pernmitted as a deduction in the light of _s.
10(2)(x) of the Income-tax Act and r. 12 of Sch. 1 to the
Excess Profits Tax Act. The case of Mahadevan, according to
the Hi gh Court, did not present nuch difficulty, the only
guestion which fell to be deternmined in this case being
whet her in allow ng deduction of comm ssion at the rate of
12-1/2%on the net profits, the

67
Excess Profits Tax paid by the assessees was to be taken
into account. Followi ng a judgnent of the Punjab H gh Court
in Comm ssioner of Income-tax, Delhi v. Delhi Flour MIlls
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Ltd. (1), the H gh Court observed that in conputing net
profits Excess Profits Tax could not be deducted, but on the
materials on the record, the question whether the conmi ssion
paid to the branch managers and ot her enpl oyees was properly
deducti ble could not be decided, and accordingly the Hi gh
Court called for and obtained from the Tri bunal a
suppl enentary statement of facts. The H gh Court after
considering the suppl enentary statenent observed that the
assessees had undoubtedly distributed substantial sunms out
of the enmergency commission to its managers and assistant

managers in the branches at rates well above the mnima
recoomended by thel. C 1., but the distribution was at
rates within the percentages allowed by theI. C. 1., as

additional comrission and the balance retained by the
appel | ant's out of the energency Comission was al so
substanti al . In the viewof the Hi gh Court, the Tribuna
had to consider three factors, (1) the reasonabl eness of the
conmi ssion in the light of the conditions laid down in s.
10(2)(x), ~ (2) the reasonabl eness of the percentages above
the mnim suggested by the 1. C. 1., and (3) the need for
mai ntaining the reputation of the I. C I., and the
distributor in conditions that prevailed during that period
when "bl ack- marketing was ranpant”, but observed the High
Court "the Tribunal ‘had made no real attenpt to analyse the
evidence before it tojustify its conclusion that only the

mnim recomended by the I.CI. and  nothing in excess
satisfied the test of reasonabl eness under r.- 12, Sch. 1, of
the Excess Profits' Tax Act". They  then observed that,

whet her the test of reasonabl eness is that prescribed by s.
10(2) (x) of the Income-tax Act or whether reasonabl eness has
to be judged in the light of comercial expediency under r.
12, Sch. 1, of the Excess Profits Tax Act, the expenditure
was to be judged fromthe point of view of -a businessnan and
not by the application of any subjective standard of a
t axi ng

(1) [2953] 23 1.T.R 167.

68

of ficer and that on an analysis of the materials furnished,
they were unable to see anything per se unreasonable in the
amounts of comm ssion actually paid by the assessees to the
branch managers and assi stant managers-in the branches. The
H gh Court al so observed that the m nima recommended by the
I. C 1. did not provide the only or an absolute standard
for judging the reasonabl eness of the paynments nade, and
st at ed:
"No doubt, the enpl oyees of the assessee were
in receipt of regular salaries and bonuses.
But then, a sub-distributor if he had not been
paid a salary, would have had to be paid a
share of the basic conm ssion itself. What
the assessee got in the years in question was
in the nature of a windfall. It shared it
with its enployees. It had been instructed to
share it. The energency comm ssion was
all owed by the Inperial Chemcal Industries so
that the distributors could nmaintain t he
reputation of the Inperial Chemical Industries
in the narket even wunder the di st ur bed
conditions that prevailed in those years. |If,
to mamintain that reputation and to mmintain
its own, the assessee paid to

even on a liberal basis, a share of that
emergency conmission, it is alittle difficult
to hold that, while receipt of the emergency

its

enpl oyee
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conmi ssion was reasonable, sharing it beyond a
particul ar point would per se be unreasonabl e,
in the sense that no prudent businessnan in
that line of business, in those years, and in
the market condition that prevailed then, with
anpl e scope for black-marketting, would have
pai d out comm ssion on such a basis".
They then concl uded:
"Though, of course, it was for the assessee to
show that it was entitled to the deduction
claimed wunder s. 10(2)(x) of the Incone-tax
Act and r. 12 of Sch. 1 of the Excess Profits
Tax Act, there was really no basis on record
to show that judged fromthe point of view of
a businessman, paynents in excess of the
m ni ma - recomended by the Inperial Chem ca
I ndustri es were not reasonable. W are of
69
opi nion that the entire clai mshould have been
al lowed both under s. 10(2)(x) of the Income-
tax Act and under r. 12 of Sch. 1 of the
Excess Profits Tax Act on the ground that the
statutory requirements were satisfied by the
assessee. "
The High Court accordingly answered the questions about the
di sal | owance of conmission paid to the enployees of the
assessees being justified under r. 12, Sch. 1, of the Excess
Profits, Tax Act in the negative.~ Against ‘those orders,
these two appeal s have been preferred with certificates of
fitness fromthe H gh Court.
The first question which falls to be considered is whether
in the conmputation of taxable incone for purposes of | ncone-
tax and Excess Profits Tax, commission allowed to Mhadevan
at 12-1/2% should be allowed after deducting the Excess
Profits Tax paid. By the agreement dated April 17, 1940, as
nodi fied by the agreenent dated March 30, 1943, WMahadevan
was to be paid renuneration at the rate of Rs. 3,000 per
annum and 121 % of the net profits of the Colours Trading
Conpany. In the view of the High Court in determning the
"net profits" under the agreenent "in-accordance wth the
principles of conmercial accountancy and the principles laid
down under the Excess Profits Tax Act" the Excess Profits
Tax which is a tax on profits could not be deducted. 1n our
judgrment the question is one of the true interpretation of
the agreenment. Mahadevan was under the agreenent to receive
121% conmi ssion on the net profits of the Colours  Trading
Co. calculated by deducting fromthe gross. profits of the

business the salaries, wages and other outgoings. The
expression "outgoings" is not restricted to business or
conmer ci al out goi ngs. The agr eenment specifically

disentitles the enployers to make deductions of - capita
expenditure, but there is no indication that the outgoings
are to be business outgoings only. There is nothing in the
agreement or in the context justifying the viewthat in the
expression ’'outgoings’ is not included the Excess Profits
Tax paid by the assessees.

I n Conmi ssioner of Income Tax, Delhi v. Delhi

70

Flour MIlls Co. Ltd. (1), it was observed by this Court in
construing a simlar agreenent that the Excess Profits Tax
was a part of the profits itself, but it was no part of the
net profits contenplated by the parties; if it was a part
which had to be deducted in arriving at the net profits,
that is to say, the divisible profits which alone the
parties had in mnd, as a matter of construction the net
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profits nmeant divisible profits and were to be ascertained
after deduction of Excess Profits Tax.
Counsel for the Revenue has not chall enged the decision of
the Hgh Court that in conputing taxable income for the
purpose of income-tax commission paid to the vari ous
enpl oyees is a permssible deduction under s. 10(2)(x) of
the Income-tax Act. The only question which survives on
this branch for consideration is, therefore, whether those
deductions are pernmissible in the assessment of Excess
Profits Tax.
By s. 21 of the Excess Profits Tax Act, anpbngst other
provisions, s. 10 of the Income-tax Act is nade applicable
with nodifications if any as nmay be prescribed as if it were
a provision of the Excess Profits Tax Act and refers to the
Excess Profits Tax instead of Inconme-tax. By s. 2(19), the
expression "profits" means profits determined in accordance
with Sch. 1 of the Act which lays down the rules for
conputation of profits for the purpose of Excess Profits Tax
Act . Rul'e 12 of Sch. 1 (which was added by s. 4 of the
Excess Profits Tax Ordi nance, 1943 provided as foll ows:
“(1) In conmputing the profits of any chargeable accounting
peri od no deduction shall be allowed in respect of expenses
in excess of the anpbunt which the Excess Profits Tax O ficer
consi ders reasonable and necessary having regard to the
requirenents of the business and in the case of directors’
fees or other paynents for services, tothe actual services
rendered by the person concerned:
Provi ded that no disall owance under this rule shall be nade
by the Excess Profits Tax O ficer unless he has obtained the
prior authority of the Conmm ssioner of Excess Profits Tax.
(2) [1959] Supp. 1 S.C.R_28.

71
(2) Any person who is dissatisfied with the decision of the
Excess Profits Tax O ficer under this rule nmay. appeal in

the prescribed tine and manner to the Appellate Tribunal

(3) In relation to chargeabl e accounting periods ending
after the 31st day of Decenber, 1942, the Central Governnent
nay nake rules for determning the extent to whi ch
deductions shall be allowed in respect of ~-bonuses or
conmi ssi ons pai d.

W were informed at the bar that though authorised, the
Central Governnent did not nake rules for —determ ning the
extent to which deductions shall be allowed in respect of
bonuses or conmi ssions paid. The Excess Profits Tax Act was
substituted as fromthe year 1946 by the Business Profits
Tax Act, 1947. That Act also defined by’ s. 2, cl. (16),
the expression "profits" as neaning profits determned in
accordance with Sch. 1 and by s. 19, the provisions of the
sections of the Indian Income-tax Act as applied to the
Excess Profits Tax Act by virtue of ss. 21 and 21A in so far
they were not repugnant to the provisions of the Business
Profits Tax Act applied to that Act as they applied to
Excess Profits Tax Act and by cl. (3) of Sch. 1, a provision
substantially simlar tocls. (1) & (2) of cl. 12, Sch. 1,
of the Excess Profits Tax Act was incorporated.

Profits of a business for purposes of Excess Profits Tax Act
have to be ascertained by reference to s. 10 of the |ncone-
tax Act nodified to the extent directed by Sch. 1 of the
Excess Profits Tax Act. By cl. (12) of Sch. 1 of the
Excess Profits Tax Act, a deduction in respect of expenses
in excess of the amobunts which the Excess Profits Tax
O ficer considers reasonabl e and necessary having regard to
the requirenents of the business and in the case of paynents
for services to the actual services rendered by the persons
concerned, is not to be allowed. The deduction to be
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allowed, it 1is true, does not depend upon any subjective
satisfaction of the Excess Profits Tax Oficer, but on
objective standards as to what is reasonable and necessary
having regard to the requirenents of the business and in the
case of paynments for services

72

to the actual services rendered by the persons concerned.
The order passed by the Excess Profits Tax ,' Officer is open
to review by the Tribunal to which appeal against the order
of the Excess Profits Tax Officer lies. But in considering
whet her the deduction is properly claimed, the primary duty
is vested by the Legislature in the Excess Profits Tax
Oficer. 1t is for himsubject to review by the Tribunal to
deci de whether the deduction is reasonable and necessary,
having regard to the requirenments of the business and in
case of payments for services to the actual services
render ed. The jurisdiction which the Hi gh Court exercises
on questions referred to it under the Excess Profits Tax Act
is merely advisory; the H gh Court is not sitting in appea

over the judgnment of the taxing authorities. |If the taxing
authorities having regard to the circunmstances cone to a
conclusion that expenditure clained as a deduction is not
reasonabl e and necessary, it is not open to the H gh Court
to substitute its own view as to what may be regarded as
reasonabl e and necessary. Even if the H /gh Court holds that
the taxing authorities have conmitted an error in |aw by
nm sconcei ving the evidence, or by applying erroneous tests,
or otherwise by acting perversely, the H gh Court my in
answering the questions submtted, lay down the true
principl es appl i cabl e to the ascert ai nnent of the
perm ssi bl e deducti ons and leave it to the t axi ng
authorities to adjudicate upon the reasonabl eness and
necessity of the expenses in the light of the requirenments
of the business.

In the case in hand, the Excess Profits Tax O ficer ' held,

(a) that the enpl oyees of the assessees were being anply
remunerated for services rendered by adequate sal ary,

generous dearness all owance and annual bonus equall to the
basic salary, (b) that the enmolunents of the enpl oyees had
been increased year after year and there was no material to
show that the enployees had nade a persistent demand for
increased enolunents, (c) that the conmi ssion was credited
to the enployees’ account at the end of the year and was
carried forward but no paynents were nade to

73

themi (d) that the agreenents which had been produced by the
assessees were fabricated with a view to, reduce tax
liability, and (e) that the expenditure’ clainmed was. not
proved to have been laid out wholly and exclusively for/ the
pur pose of the business. Taking into account t hese
circunst ances, the Excess Profits Tax O ficer held that the
remuneration paid to the enployees was adequate and any
additional comrission paid was in excess of what was
reasonabl e and necessary. The only criticism urged by
counsel for the assessees against the grounds given is that
the Excess Profits Tax O ficer observed that while the net
profit according to the Profit & Loss Account of the firm
was Rs. 20,487 leaving a share of Rs. 6,800 only to each of
the partners, some of the nanagers got nore than this
anmount . It appears that the Excess Profits Tax Oficer
conmitted an error in so observing. The profits of the
Col ours Trading Co. as disclosed by the order of assessnent
for the year 1945-46 were Rs. 99,435 and not Rs. 20,487; but
that error did not affect the ultimte conclusion recorded
by the Excess Profits Tax Oficer. According to the books
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of account of the assessees for the year 1943-44 of the
business in dyes, the profits were Rs. 99,435 and they
claimed to have distributed a commission of Rs. 1,00,715 to
their enployees out of the energency conmi ssion, which was
prima facie wholly disproportionate to the amunt received

by them

The order passed by the Excess Profits Tax Oficer was
confirmed in appeal by the Appellate Tribunal. |In the view
of the Appellate Tribunal, no additional incentive was

required to sell dyes and chemicals in the years in question
because dyes and chenmicals were in short supply and there
was a rise in demand. The Tribunal also referred to the
table setting out the distribution anbng the enployees of
dearness al |l owance, bonus and salary in the relevant years,
and observed:
“"I'n addition to the generous allowances, the
payment of this sumappears to us a paynent
made in order to dissipate the profits. It
woul d-be sufficient to say that including the
conmi ssion all eged 10
74
to have been paid, the total emolunents would
be sonething I'i ke 1200% and i n sone cases even
nore ‘than the basic annual salary. There is
no doubt in our mnd, that this was wholly
unnecessary for business purposes.”
oserving that the assessees having no sub-distributors, the
direction given by the I.C. 1. did not require the assessees
to "pass on" the conmmission to their enployees, they
concl uded that the expenditure alleged to have been incurred
was not reasonabl e and necessary within the nmeaning of r
12, Sch. 1, of the Excess Profits Tax Act.
The followi ng table which is incorporatedin the statenent
of case of the Tribunal sets out for the four years in
guestion the energency conmi ssion received by the assessees
and the aggregate anmount paid by themto their enployees.

Extra conm s- Amount of comm s-
Assessnent sion received sion paid by the
year. by the assessee. assessee.

Rs. Rs.

1945- 46 1, 28,533 1, 00, 715
1946- 47 3, 20, 391 2, 44,698
1947- 48 3, 15,934 1, 28,506
1948- 49 3, 70,964 1, 75,079

This distribution out of the energency conmission to the
enpl oyees has to be viewed in the context of the follow ng
ci rcunmst ances set out by the Tribunal

(1)that even though the I.C. 1. recomended paynent to sub-
di stributors and the assessees had no sub-distributors, they
clainmed to have paid conmission to their enpl oyees at

rates in excess of the mininumrates recomrended by |1.C. I.
(2) that this comission was paid to the enployees in
branches in which the annual turnover did not exceed Rs.
1, 00, 000 even though the agreenments which the assessees had
executed expressly provided that the comm ssion was to  be
paid only if the annual turnover in a branch exceeded Rs. |
| akh and

(3)that the basic salaries of the enployees had been
substantially increased from time to tinme and generous
dear ness al |l onance and Deepaval i bonus

75

were given besides the annual bonus to the enpl oyees.

An analysis of annexure 'IL" to the supplenmental statenent
of case made by the Tribunal discloses some striking
i nstances of Payments to enpl oyees. One Thenaswany was paid
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annually conmm ssion varying fromRs. 15,000 to Rs. 23,000
when his basic salary was Rs. 2,100 per annum one K. N
Raj agopal achari was paid conm ssion varying fromRs. 16,000
to Rs. 12,000 when his basic salary was Rs. 1,260 per annum
one S. L. Radhakrishnan was paid conm ssion varying from Rs.
5,700 to Rs. 13,000 when his salary varied between Rs. 516
and Rs. 636 per annumand one K R Rama Rao was paid
conmission varying fromRs. 4,600 to Rs. 10,520 his salary
being Rs. 492 and later increased to Rs. 612 per annum

There was thus anple evidence in support of the conclusion
of the Excess Profits Tax O ficer which was confirmed by the
Tri bunal . As we have already observed, it is the province
of the Excess Profits Tax O ficer and the Tribunal to assess
the perm ssible deductions in the context of reasonabl eness
and necessity having regard to the requirenents of the
busi ness and interference with the conclusion is pernissible
if the view of the taxing authorities is vitiated by an
error of  law or is not based on any materials, or the
concl usion is-such that no man_ instructed in |law could have
arrived ‘at-. It"is true that in considering whether the
deduction  clained by the assessees for paynments nade as
bonus or comission paid to an enployee is to be allowed,
the taxing officer nmust have regard to the provisions of s.
10(2) (x) of the Incone-tax Act and cl. (12) of Sch. 1 of the
Excess Profits Tax /Act; and in assessing the reasonabl eness,
consi deration of conmmercial expedi ency must undoubtedly be

taken into account. But commerci al’ expedi ency nust be
viewed in the light of the requirements of the business and
the actual services rendered by the persons concerned. Any

abstract consideration of commercial expediency is out of
pl ace.

In our view, the Hi gh Court was not justified in seeking to
reappreci ate the evidence on which the

conclusion of the Excess Profits Tax Oficer which was
confirmed by the Tribunal was based. Their jurisdiction
being advisory, the Hi gh Court had to answer the questions
submitted for opinion on the facts found; if the H'gh / Court
held the view that the taxing authorities had m sdirected
thenselves in law or had made a wong inference in law or
had failed to apply the correct tests or had misconceived
the evidence, it was. open to themto invite the attention
of taxing authorities to the error conmtted by them but
the High Court could not set aside the decision of -the
taxing authorities on a reappreciation of the evidence: We
may also point out that even if the High Court concluded
that the total disallowance of the deduction claimed was not
justified, the H gh Court could not substituteits own . view
as to what was reasonabl e and necessary. The Hi gh  Court
bad, if it disagreed with the taxing authorities, still to
answer t he guesti ons submtted and | eave to t he
consi deration of the Excess Profits Tax O ficer what in the
ci rcunst ances was reasonabl e and necessary.

Counsel for the assessees submitted that in any event, the
Tribunal having in its supplenentary statenment of case
stated that paynment in excess of what was reconmended by the
I.C.1. was unjustified, this court may so nodify the order
of the H gh Court that deductions of the anpunts which were
recormended by the I.CI. may be regarded as pernissible
deducti ons. The 1.C 1. recomended distribution of a
certain percentage out of the enmergency comission to the
sub-distributors; but in the admnistrative set up of the
assessees, the sub-distributors did not find a place. The
assessees carried on their business through paid enployees.
In ternms therefore the recommendation by the I.C. 1. had no
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application to the assessees. It is true that even if the
assessees did not carry on the business through sub-
distributors, paynent nade to its enployees if reasonable
and necessary having regard to the requirenents of the
busi ness, may still be deductible, but that in our judgment
is a mtter to be decided by the taxing authorities and not
by us.

77
The Tribunal had conme to the conclusion that no payment in
addition to the salary, annual bonus and, special bonus was
justified and any expression of opinion to the contrary in
the supplenentary statement pursuant to the order for
statenment of case could not in our judgnent affect the
conclusion originally recorded.
In our view the answer to the question whether t he
di sal | owance by the Excess Profits Tax authorities of the
conmi ssion paid to branch managers was justified under r.
12, Sch. 1, of the Excess Profits Tax Act should have been
answered /in the affirmative.” On the view taken by us,
Appeal " No. 494/1958 will be allowed, but there will be no
order as to costs.
Appeal No. 495 of 1958 will be allowed with *costs.
Appeal s al | owed.




