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ACT:

I ncome-tax Act (11 of 1922), s. 10(2)(xv)---Conmission to
enpl oyee hi gher when profits exceed a ['akh- - Whet her
deduct abl e from enpl oyer’ s assessabl e i ncomne:

HEADNOTE

The assessee--a MII, appointed V, as its GCenera
Manager, on a salary of Rs. 1000/- p.m, and car allowance
of Rs. 250/- p.m, plus comission of 121/2-%on /the net
profits of the firmand in case the profits exceeded Rs. 1
| akh, the commi ssion payable was 25% In the first year of
the appointnent the mill suffered | oss, next year comi ssion
was paid at of the profits, and the next year comni ssion
paid was 25% as the profits exceeded the figure stipul ated.
After the death of V, one of the Directors was appointed to
manage its affairs and given a total renuneration of Rs.
24,000/- per annum and the post of General NManager was
abol i shed. . The assessee clainmed deduction from its
assessabl e incone the ampunt paid to V at the rate of 25% of
the profits. The Income-tax Oficer disallowed the claim
and determned Rs. 5,000/- as reasonable anmount payable.
Agai nst the anpunt disallowed, the assessee appealed to the.
Appel | ate Assistant Conmi ssioner, who all owed payment of
comm ssion at 121/2%as in its view that rate was reasonabl e
considering the practice in simlar ’business concerns. The
assessee appealed to the Appellate Tribunal and the appeal
was dismissed. The Tribunal took the view that the' Genera
Manager carried ’'responsibility equal to that of t he
Director, the conmission paid toV, in excess of Rs.
24,000/- per annum i.e., the. anount paid as tota
remuneration to the Director, was not really paid. wholly
for the purpose of carrying on business. On reference, the
Hi gh Court answered the question against the assesaee. The
assessee in appeal to this Court contended that the higher
rate of comission on profits was inserted to create the
interest of V, who had special aptitude and experience in
the line and the mll was running at a loss and it was only
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after sonetinme of Vs taking over that the mll nade |arge
profits, so the ampbunt paid to V, was an anmount laid out or
expended wholly or exclusively for the purpose of the
busi ness of the assessee, and it was wongly disallowed.

HELD: In the circunstances established by the assessee,
the entire amount paid to V, was an amount laid out or
expended wholly and exclusively for the purpose O the
assessee.

In applying the test of comercial expediency for
det er m ni ng whet her an expenditure was whol |'y and
exclusively laid out for the purpose of the._ business,
reasonabl eness of the expenditure has to be adjudged from
the point of view of the businessman and not of the |ncome-
tax Departnent. It is, of course, open to the Appellate
Tribunal tO conme to a conclusion either that the alleged
paynment is not real or that it is not incurred by the
assessee in the character of a trader or it is not laid out
whol Iy ~and exclusively for the purpose of the business of
the assessee and to disallowit: But it is not the function
of the Tribunal to determ ne the renuneration which in their
view should be paid to an enployee O the assessee. An
enployer in fixing the remuneration of his enployees is
entitled to consider the extent of his business, the nature
of the duties to be perfornmed and the special aptitude of
the enpl oyee, future prospects of extension by
526
t he business and a host of other related circunstances. The
guestion as to whether an amount claimed as expenditure was
laid out or expended wholly or exclusively for the purpose
of business, profession or vocation as required. under s.
10(2) (xv) of the Incone-tax Act has to be decided on the

facts and in the |light of the circunstances of each
particul ar case. But the final concl usi on on t he
admi ssibility of an allowance is one of law [529 D, | 529H
530 (]

C.1.T. Bonbay v. Walchand & Co. Private Ltd. 65 I[.T.R
381, applied to..

Swadeshi Cotton MIls Co. Ltd. v.CI.T., U. P 63

I.T.R 57, referred to.

JUDGVENT:
ClVIL APPELLATE JURI SDICTION: Givil Appeal No. 591 of 1967.

Appeal by special |leave fromthe judgnent ~and order
dated May 22, 1962 of the Allahabad Hi gh Court in I ncone-tax
Ref erence No. 424 of 1958.
M C. Chagla and B.P. Maheshwari, for the appel lant.
B. Sen, B.D. Sharma and R N. Sacht hey, for the respondent.
The Judgrment of the Court was delivered by

Ramaswami , J. The appel | ant (hereinafter call ed
the 'assessee’) carried on the business of manufacture and
sal e of bl ankets and other woollen cloth. For the assessnent
year 1948-49 the assessee clainmed a deduction of Rs. 75,465
as comission paid to the General Manager Shri J.P. Vaish.
According to the terns of appointnent Shri J.P. Vaish was to
draw a fixed salary of Rs. 1,000 p.m, conmi ssion of 12-1/2%
on the net profits of the firmpayable after the accounts
had been ascertained fully by the auditors and a car
all owance of Rs. 250 p.m It was one of the terns of the
appointnent that in case the profits exceeded Rs. 1 |akh
the conmi ssion payable to Shri J.P. Vaish was 25% Shri J.P
Vai sh was al so given free nedical facility for hinself and
the nenbers of his fanmily. |In terns of the letter of
appoi ntnent Shri Vaish got no conmission in the first vyear
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as the mll suffered a loss. 1In the next year the profit

being Il ess than Rs. 1 |akh, Shri Vaish received a sumof Rs.

4,063 as conmmi ssion. For the. assessnent year 1948-49, the
assessee paid a sumof Rs. 75,465 as commission to Shri J.P

Vaish calculated at the rate of 25%on the profits. The
assessee claimed deduction of the said anmbunt from the
assessabl e incone. By his assessnent order, dated June 30,

1949, the Incone Tax O ficer disallowed the claim on the
ground that it was excessive and quite unreasonable | oo0king
to the salary paid to Shri Vaish. He also found that no
general practice of giving commssion at the rate of 25 %
existed in the assessee’s |ine of business. Taking into
account the circunstances of the case, the Incone Tax
Oficer deternmned a sumof Rs. 5,000 as a reasonabl e anount

payabl e as conm ssion. Against the disallowance of Rs.

70,465 paid as commissionto  the Genera

527

Manager, the assessee preferred an appeal to the Appellate
Assi st ant /Conmm ssi oner of Inconme Tax who by his order, dated
Oct ober . 31, 1949 found that Rs. 5,000 was not sufficient

and it was reasonable to all ow the paynent of comi ssion
at the rate of 121/ 2% He accordingly increased the
conmi ssion payable fromRs. 5000 to Rs. 37,732 in that

year. The assessee took the matter in appeal to the |Incone
Tax Appellate Tribunal which by its order, dated July 10,

1950 dismissed the appeal. As directed by the High Court,

the Appellate Tribunal submtted a statenment of case under

s. 66(2) of the Ilncone Tax Act, 1922 on ‘the follow ng
guestion of law :--

"Whet her in- the circunstances of the
case, the sum of Rs. 37,733 paid to the
General Manager Shri J.P. Vaish, which has
been disallowed by the inconme-tax Appellate
Tri bunal was an anount laid out or expended
wholly or exclusively for the purpose of the
busi ness of the assessee ?"

By its judgnment, dated May 22, 1962, the Hi gh Court answered
the question against the assessee. Agai nst the judgnent of
the H gh Court the present appeal is brought by specia
| eave.

Section 10(2)(x) and 10(2)(xv) of -the Incone Tax Act.
1922 at the relevant tine read as foll ows:

"10(2) (x): any sumpaid to an enployee
as bonus or comm ssion for services rendered,
where such sum woul d not have been payable to
him as profits or dividend if it -had not
been paid as bonus or comm ssion:

Provided that the ampunt of the bonus
or commssion is of a reasonable anpbunt ‘with
reference to--

(a) the pay of the/enployee “and t he
,conditions of his service;

(b) t he profits of t he busi ness.
pr of essi on or vocation for the year in
guestion; and

(e) the general practice in simlar
busi ness profession. or vocati ons;

10(2) (xv): Any expenditure (not being in the nature
of capital expenditure or personal expenses of the assessee
laid out or expended wholly or exclusively for the purpose
of such busi ness, profession or vocation."

It was contended on behalf of the assessee that in the
circunst ances of this case the amount of Rs. 37,733 paid to
Shri J. P
528
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Vaish was an ampount laid out or expended wholly or
exclusively for the purpose of the business of the assessee
and was wongly disallowed by the Incone Tax Appel | ate
Tri bunal . It was pointed out that Shri J.P. Vaish was in
no way related to the proprietors of the firm and the
conmi ssion on profits clause was inserted to create the
interest of Shri J.P. Vaish in the running of the mIll which
was "old and unbal anced" and had never worked continuously

or satisfactorily before it was taken over by t he
assessee. During the first 14 nonths the mlls nmade no
profit and Shri J.P. Vaish was paid nothing beyond his
salary and car allowance. In the next 12 nonths he

succeeded in securing an order for Lohis from Governnent and
so the ml|l made sone profit and the amount of the Manager’s
conmi ssion was proportionately very small in terns of the
agreenment. The large profit in 1946-47 was nmade due to new
design of civilianrugs Shri Vaish introduced for the first
time in the mll after studying public tastes and the
qualifies and designs prevailing in the market. It was
al so said that Shri Vaish had a special aptitude to show in
his work so far as the nmarketability of the goods was
concerned. After the death of Shri Vaish in July 1947, the
firm was converted into a conpany and the post of t he
General Manager was aboli shed and one of the Directors who
managed the affairs of ‘'the conmpany was given Rs. 18,000 per
annum as remuneration and Rs. 6,000 per annum as al | owance
for the .accounting year 1947-48. The Appellate Tribuna
took the view that the post of Ceneral Mnager carried the
responsibility equal to that of ‘the Director who was given
the charge of the conduct of business after the death of
Shri  Vaish, the General Manager. Tiffs post ~carried a
renmuneration of Rs. 18,000 plus Rs. 6,000, i.e., a tota
remuneration of Rs. 24,000 per annum and therefore the
comm ssion paid to Shri Vaish in excess of tiffs amunt Ws
not really paid wholly for the purpose of carrying on
business. But it was pointed out on behalf of the assessee
that Shri J.P. Vaish had taken over the mill at a time when
it was old and dilapidated and in the first 14 nonths the
mll rmade no profit and Shri Vai sh was pai d not hing beyond
the salary and car allowance. the succeedi ng year ~he was
able to secure an order fromthe account of ,which the mll
made sone profit. Shri Vaish introduced for the first tinme a
new design of civilian rugs in the year 1946-47 during which
a large profit was nade. It was therefore contended  on
behal f of the assessee that the position of Shri~ Vaish who
worked in the mll at the initial stage and of the Managi ng-
Director was not comparable and the Appellate. Tribunal was
wong in taking this circunstance into consi derati on
Counsel for the assessee also pOnted out that Shri ~ Vai sh
WAs educated in a Public School at Dehra Dun and thereafter
studied at the Benaras College and at the Engineering
Calege of the Benaras Hi ndu University for Electrical and
Mechani cal Engi -
529

neering and then joined the Cormerce College at Delhi.
After hat he had training in the Alum nium Corporation of
India Ltd. Lakshm Rattan Cotton MIIs Ltd. and the Road
Products Ltd.,Ramput. In view of the circunstances of the
case it was urged on behalf of the assessee that the entire
amount of Rs. 75,465 paid to Shri Vaish was an ampunt |aid
out wholly and exclusively for the purpose of the business
of the assessee within the neaning of s. 10(2)(xv) of the
I ncome Tax Act, 1922.
We should make it clear that in this case we are not called
upon to deci de whether the Incone Tax O ficer could exercise
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the power he exercised under s. 10(2) (x) of the Incone Tax
Act. The question referred by the Tribunal and answered by
the High Court only deals with the clai mof deduction of the
amount paid to Shri J.P. Vaish under S. 10(2)(xv) and not
under. s. 10(2) (x) of the Act.

The question as to whether an amount claimed as expenditure
was laid out or expended wholly or exclusively for the
purpoSe of business, profession or vocation as required
under s. 10(2)(X.v) of the Income Tax Act has to be decided
on the facts and in the light of the circunstances of each
particul ar case. But , as observed by this Court in
Swadeshi Cotton MIls Co. Ltd. v. C1.T., UP.(1), the fina
conclusion on the admssibility of an allowance is one of
I aw. In the present case; both the Appellate Assistant
Conmi ssi oner and the Appellate Tribunal rejected the view of
the I ncone Tax Officer that the rate of conmission .paid to
Shri Vai sh was- not ~fixed ~on account of busi ness
consi derations but there was sonme collateral reason. But
considering the practice in simlar business concerns, the
Appel | at e Assi st ant Commi ssi oner expressed the view that the
rate of 121/2 % conmi ssion was reasonable and the all owance
was therefore restricted to half of the anpbunt clained by

t he assessee. The view of the Appel | ate Assi st ant
Conmi ssi oner has been affirned by the Income Tax Appellate
Tri bunal . The case of the assessee, however, is that a

hi gher rate of conm ssion of 25% was fixed for Shri J.P
Vai sh because the mll was old and dilapidated and it never
made profit of even a | akh of rupeesin the past and that
the rate of 25% was fixed in~ order to create specia
interest of the General Manager for acconplishnent of the
task entrusted to him  In our opinion, neither ‘the Hgh

Court nor the Appellate Tribunal has applied t he
proper legal test in this case. As pointed out 'by this
Court in C1.T. Bonbay v. Wal chand & Co:. Private Ltd., (2)
in appl yi ng the test of _comrerci al expedi ency f or

det er m ni ng whet her an expenditure was whol |y and
exclusively laid out for the purpose of the business,
reasonabl eness of the expenditure has to be adjudged from
the point of view of the businessman and not

(1) 63 1.T.R 57.

(2) 65 1.T.R 381.

530

of the I ncone Tax Departnent. It is, of course, open to
the Appellate Tribunal to cone to a conclusion either that
the alleged .. paynment is not real or that it is not

incurred by the assessee in the , character of a trader or
it is not laid out wholly and exclusively for the purpose of
the business of the assessee and to disallow it. But it is
not the function of the Tribunal to determne / the
remuneration which in their view should be paid to an
enpl oyee of the assessee. It was also pointed out-in that
case that an enployer in fixing the renuneration 'of his
enployees is entitled to consider the extent of hi s
busi ness, the nature of the duties to be performed and the
special aptitude of the enployee, future prospects of
extension by the business and a host of ot her rel ated
ci rcunst ances. In our opinion, the principle of this
deci sion applies to the present case and it must accordingly
be held that in the circunmstances established by the
assessee the entire anmount of Rs. 75,465 paid to the
General WManager Shri J.P. Vaish was an anpbunt laid out or
expended wholly and exclusively for the purpose of the
busi ness of the assessee.

For the reasons expressed we hold that the question of
law referred to the H gh Court nust be answered in the
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manner indicated and this appeal is accordingly allowed with
costs.

y.p.
531

Appeal al | owed.




