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ACT:

I ndi an | ncone Tax Act 1922-Section 10(2) (xv)-Scope of -
Retrenchnent conpensation paid to enployees whose services
were termnated-1f an al | owabl e deduction-"Wolly and
exclusively" nmeaning of-Benefit to third party-Wether a
consi deration for not allow ng deduction

HEADNOTE:

In January, 1956 the assessee conpany whose assets had
been valued at Rs. 155 | acs as on Decenber 31, 1955 decided
to ternm nate the services of 22 of its enployees wth effect
from 31st March, 1956 and to pay them retrenchnent
conpensati on and conpensation for termnation of enploynment.
Thereafter Davids, who held the -shares of the  conpany
entered into an agreenent with Tatas to sell to themall the
shares for Rs. 155 lacs. The agreenent provided that
conpensation and gratuity payable to the Directors and
enpl oyees whose services had been terninated and the annuity
payabl e to the nmanagi ng director should be deducted from the
pur chase consi deration. The assessee cl ai med deducti on under
s. 10(2)(xv) of the Indian Incone Tax Act, 1922 of a sum of
Rs. 1.64 |akhs paid by way of retrenchnent conpensati on and
conpensation for term nation of service during  the
assessment year 1957-58 and a sum of Rs. 16,885 which was
the ambunt of annuity paid to the managi ng director in each
of the three succeedi ng assessnent years.

The I ncome Tax officer disallowed the anmounts on the
ground that the services of the directors and enpl oyees had
been term nated not as business expedi ency but because the
purchasers of the shares nmade it a condition wunder the
agr eenent .

On  appeal the Appellate Assi st ant Conmi ssi.oner
affirmng the view of the Income Tax Oficer, held that the
decision to pay conpensation could not be said to have been
taken solely wth a viewto the business requirenent of the
conpany.

Di sm ssing the assessee’s appeal the Appellate Tribuna
hel d that the expenses had not been incurred for the purpose
of the conpany but purely as a result of the bargain between
Davids and Tatas and assuming that the paynents were
beneficial to the assessees by reason of the reduction in
its establishnent expenses, no deduction could be allowed
under s. 10(2) (xv) since the paynent was mnade to the
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benefit of a third party.

Relying principally wupon the decision of this Court in
Gordon Wodr of f ee Leat her Manufacturing Co. v. The Commr. of
I ncome-tax, [1962] Supp. 2 SCR 211, the Hi gh Court held that
the ambunt involved in the case did not satisfy the test
applicable to the expenditure allowable under s. 10(2)(xv)
of the Act and, therefore, disallowed the expenditure of Rs.
1.27 | akhs out of a sumof Rs. 1.64 |akhs on the ground that
it had not been incurred for comercial expedi ency. The Hi gh
Court also disallowed the annuity paid to the managing
director in the succeeding three assessment years.

879

Al'l ow ng the assessee’s appeal s
N

HELD: 1(a) The three tests laid down by this Court in
Gordon Whodroffee’'s case viz., (1) that the paynment shoul d
have been nmade as a matter of practice which affected the
guantum of sal ary, (ii) that there was an expectation by the
enpl oyee of getting a gratuity and (iii) that the sum of
noney was _expended on the ground of comrercial expediency
and in order indirectly tofacilitate the carrying on of the
busi ness of the assessee have to be read disjunctively. So
read the present case which satisfied the third test fel
under s. 10(2) (xv) of the Act. The Hi gh Court was in error
in holding that the anount in question did not satisfy any
of the tests applicable to the expenditure all owabl e under
the section. [893H]

(b) In order to claimdeduction under the section an
assessee has to show that the ~expenditure in question (1)
was not an allowance of the nature described in any of the
clauses (i) to (xiv) of the section, (ii) was not in the
nature of a capital expenditure or personal expenses of the
assessee and (iii) had been laid out or expended wholly and
exclusively for the purposes of his business, profession or
vocation. [891(F

(c) Even assuming that the notive behind the paynent of
retrenchment conpensation was [t hat the terns/ of the
agreenment of the sale of shares should be satisfied, as |ong
as the anount had been laid out or expended wholly and
exclusively for the purpose of the business of the assessee
there could be no good reason for denying the benefit of
this section if there was no other inpedinment to do - so.
[ 891H]

In the instant case the assessee conpany was neither
di ssol ved nor was its busi ness undertaking sold. It
continued to exist as a juristic entity and continued to
function even after the transfer of its shares to Tatas. The
expenditure was laid out for the purpose of « the assessee
conpany’s own trade and not for the trade of Tatas who were
only shareholders of the conpany. As a result of the
expenditure the conmpany was benefited and it was possible
for it to earn nmore profits as a consequence of the
reduction in the wage bill. It cannot be said that Tatas
were in any way benefited financially by reason of reduction
in the consideration payable by themfor the shares. [893B-
d

Gordon Whodroffae Leather Manufacturing Co. v. The
Commi ssioner of |ncone-tax, Madras, [1962] Supp. 2 SCR 211
appl i ed.

(i) Comm ssioner of Inland Revenue v. Patrick Thonson,
Ltd. (in Liquidation),

(ii) Conmissioners of Inland Revenue v. J. & R Allan
Ltd. (In Iiquidation),

(iii) Commissioners of Inland Revenue v. Pattigrew &
Stephens, Ltd., 37 T. C 145, referred to.
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Conmi ssi oner of Inconme-tax, Gujarat v. Laxm Cenent
Distributors (P) Ltd., 104 ITR 711, Conmi ssioner of |ncone-
tax, Bonmbay City | v. Fairdeal Corporation (P) Ltd., 108 ITR

280; Conmi ssioner of Income-tax, Bonbay Cty | v. Pate
Cotton Co. Pvt. Ltd., 108 I TR 846; approved.
880

(d) Moreover it is too late in the day whatever m ght
have been the position about two decades ago, to treat the
expenditure incurred by the managenment in paying reasonable
sums by way of gratuity and retrenchnment conpensation or
conpensation for termnation of services as not business
expenditure. Such expenditure would ordinarily fall within
the scope of s. 10(2)(xv) of the Act. [889(C

2. The argunent that since there was no necessity to
retrench the services of all the enpl oyees, the expenditure
could not be treated as one laid out wholly and excl usively
for the purpose of° business has no force. The expression
"whol Iy and excl usivel y" does not nean "necessarily"”.
Odinarily it ~is for the assessee to decide whether any
expendi ture should be incurred in the course of his or its
busi ness. Such~ expenditure may - be incurred voluntarily and
wi thout any necessity and if it is incurred for pronoting
the business and to earn profits the assessee can claim
deduction wunder the section even though there was no
conpel ling necessity to incur such expenditure. The fact
that sonebody other than the assessee was al so benefited by
the expenditure should not cone in the way of an expenditure
being all owed by way of deduction under the section, if it
satisfies otherwise the test |aid down by |aw. [894D G

In the instant case the -company thought that its
busi ness could be carried on with a smaller nunber of
enpl oyees and the only way to reducethe nunber —was to
termnate the services of all _enpl oyees by payi ng
conpensation and to re-enploy only some of them Thereby the
conpany reduced its expenditure on wages payable to its
enpl oyees. It could not therefore be said that conpensation
was paid with an oblique notive and wthout regard to
conmer ci al consi derati ons or expediency. [895F]

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeal No. 2501 of
1972.

Fromthe Judgnent and order dated 5-2-1970 of the
Bonbay Hi gh Court in Income Tax Reference No. 58/73.

AND
ClVIL APPEAL NOS. 2502-2504 OF 1972

Fromthe Judgnent and Order dated 25th/26th Fehb. 1971
of the Bonbay Hi gh Court in Income Tax Ref. No. 87/63.

V. S. Desai, Dinesh Was, K J. John and Sree Narain
for the Appellants in all the appeals.

Har dyal Hardy, Chanpat Rai, B. B. Tawekley and Mss A
Subhashini for the Respondent in all the appeals.

The Judgrment of the Court was delivered by

VENKATARAM AH, J.-Since these appeals by certificate
invol ve a comon question of law, we find it convenient to
di spose them of by this common judgnent.
881

Cvil Appeal No. 2501 of 1972 is filed against the
Judgnent of the High Court of Bonbay in Inconme Tax Reference
No. 58 of 1963 and Civil Appeals Nos. 2502-2504 of 1972 are
filed against the judgnment of that High Court in Income Tax
Ref erence No. 87 of 1965. The assessee, M's Sasoon J. David
& Co. Pvt. Ltd. (hereinafter referred to as 'the Conpany’)
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is the appellant in all these cases and the assessnent years
are 1957-58, 1958-59, 1959-60 and 1960-61, the relevant
cal endar years being 1956, 1957, 1958 and 1959 respectively.

The Conpany is an investnent conpany and its shares
were originally held either directly or through their
nom nees by Sir Percival David, Lady David and M. V. P
David (hereinafter collectively referred to as 'Davids’).
The issued capital of the Conmpany consisted of 1000 ordi nary
shares of the face value of Rs. 10,000/- each. According to
the valuation made by the auditors, the assets of the
Conpany were worth Rs. 155 [ acs as on Decenber 31, 1955. At
a neeting of the directors of the Conpany held on Decenber
2, 1955, a resolution was passed recomending that the
enpl oyees of the Conpany whose names were set out in the
statenent attached thereto be paid certain sunms or annuity
as set out against the nanmes of each of them as and by way
of ret renchnment conpensat i-on and conpensati on f or
term nation of enploynment and also for 1long and faithfu
services rendered by them to the Conpany in the past and
that their services mght be ternmnated. It was also
resolved to call an extra-ordinary general neeting of the
sharehol ders of the Conpany to consider and if thought fit
to approve the recommendation nade by the directors as
stated above. Accordingly an extra ordinary general neeting
of the shareholders of the Conpany was held on January 17,
1956 but it was adjourned to January 25,1956. On the
adj ourned date, the neeting passed a resolution approving
the recomrendation made by the directors to pay the
enpl oyees retrenchnment. conpensation and conpensation for
term nation of enploynment and al so additional retrenchnent
conpensation and conpensation for term nation of enpl oynent
in the case of sonme of themand to terminate their services
on or after April 1, 1956. Thereafter an agreenent was
entered into between Davids and Tata Sons Ltd. (hereinafter
referred to as 'the Tatas’) on  March 23, 1956 agreeing to
sell the 1000 shares held by Davids-or their nomnees in the
Conpany in favour of Tatas or  their nom nees for a sum of
Rs. 155 lacs. The said agreenment inter alia provided that
the sum voted by the Conpany for  paynent of gratuities
and/or as conpensation for |oss of. enployment to existing
directors and enpl oyees of the Conpany with respect to their
services upto and inclusive of March 31, 1956 and a further
amount of
882
Rs. 16,188/- payable to the Managing Director, M. Mthal one
should be paid in accordance with the resolution by the
Conpany and the ampunt so paid should be deducted fromthe
purchase price of Rs. 155 |l acs agreed upon. It also provided
that Davids should arrange to term nate the services of al
enpl oyees with effect from March 31, 1956 and also to
arrange that all directors (including the Managi ng Director)
resign their offices and Tatas or their nom nees should
thereafter be entitled to appoint or elect all or any of the
menbers of the staff and directors (including existing
directors and nenbers of the staff) of the Conpany as they
deened fit.

O the 22 enployees covered by the resolution of the
directors dated December 2, 1955 fol | owed by the
confirmation at the extra-ordinary general nmeeting of
January 25, 1956, 9 were re-enployed and 13 persons were not
re-enpl oyed. In the books of the assessee, there was a debit
for a total sumof Rs. 1,64,899/- during the accounting year
1956, the details for which were as foll ows: -

Amount payble to the 22 enpl oyees as per
resol uti on dated 2-12-1955 and 25-1-1956
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Rs 1, 04, 626/ -
Anmount descri bed as "additional retrechment
conpensati on and conpensation for term nation
of enploynent and also for long and faitfu

services", as per resolutin No. 2 dated Rs 6, 000/ -
Conpensation for term antion of pension Rs 21, 200/ -
Annuity of Shri A E. Joseph, forner Director

as per resolsution dated 2-12-1956 Rs 16, 885/ -

Amount descri bed as "conpensation for |oss of
of fice. Managing Director M. R Mathalone" Rs 16, 188/ -

Total : Rs 1, 64, 899/ -

It should be nmentioned here that A E Joseph, the
fornmer Director of the  Conmpany had to be paid as per the
resol ution of the Conpany  Rs. 16,885/- by way of annuity
during a period of five years comencing with 1956.

During the assessment year 1957-58, the relevant
previ ous year ~ being 1956, the Conpany cl ai ned deduction of
Rs. 1,64,899/- referred to  above before the |ncone-tax
O ficer under section 10(2) (xv) of the
883
I ndi an | ncone-tax Act, 1922 (hereinafter referred to as 'the
Act’). During each of the three succeeding assessnment years
with which we are/ concerned, the Conpany cl ai ned deduction
of Rs. 16,885/- being the annuity paid to M. A E. Joseph
pursuant to the resolution. During the assessnment year 1957-
58, the claimin respect of the entire sumof Rs. 1,64, 899/-
was di sall owed by the Incone-tax O ficer on the ground that
the services of the directors and enployees had been
term nated not because of business expedi ency  but because
Tatas, the purchasers of the shares nmde it a condition
under the agreenent. The relevant part of the order read as
follows: -

"Thus, it emerges that the expenditure of the type
of gratuity would be allowable u/s 10(2) (xv) only if the
persons retiring had such expectancy or they accepted | ower
salaries in such expectation and hence it was an‘incentive
to existing enployees of future enployees. As agai nst that
we find that here even before the Tatas took up the
managenent of the company, services of the enployees and
directors were termnated and the anmount —of conpensation
fixed. The fact that there was no expectancy or custom of
such gratuity wth the conpany is clearly borne out by the
fact that many of the enployees whose services are
termnated had put in a nunber of years of service in sone
cases even going upto 40 years. As against this the assessee
has been pleading that nost of the enpl oyees were very old
and that as a result of change of staff the Conpany was abl e
to effect considerable econony. However, | understand that
some of the old enployees were reinstated and as stated the
whol e transaction was a part of the overall transaction of
purchase of shares and passing over of control. The nmanner
in which the services of all the enployees under the old
managenent were termnated is also significant. Thus I _am
unable to see how this expenditure can fall u/s. 10(2) (xv).
| am wunable to find any distinction between conpensation
paid to enployees and those paid to directors and al so any
di stincti on between outright conpensation paid to a director
and annuity paid to a director. None of the expenses are
allowable and | add the whole anount clainmed by way of
gratuity, conpensation for |oss of enploynent and annuity or
conpensation for loss of office to a director or forner
director."

Aggrieved by the decision of the Inconme-tax Oficer
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the Conpany filed an appeal before the Appellate Assistant
Comm ssi oner of
884
I ncome-tax. The Appel |l ate Assistant Conmi ssioner after
taking into account the records before the Income-tax
Oficer and the statenent filed by the Conpany before him
found that the Incone-tax O ficer was right in disallow ng
the claimeven though he was of opinion that the Conpany had
by the termination of services of the directors and the
enpl oyees by paynent of gratuity and/or conpensation been
benefited. The relevant part of his order was as follows: -
"The only contention remaining to be considered is
that the Income-tax Oficer was wong in disallow ng a sum
of Rs. 1,64,899/- paid to certain enployees and directors as
conpensation for termination of services. The circunstances
leading to the paynent of this conpensation have been
narrated in detail in the order of the Income-tax Oficer.
It is strongly urged that the term nation of the services of
the persons concerned was of great benefit to the Conpany
even considering the paynent” of the conpensation since the
est abl i shnent expenses were very substantially reduced as a
result. Fromthe information furnished to me, this statenent
is no doubt quite justified. However, it is seen that the
term nation of the services and the paynment of conpensation
were not done whol I'y with a view to the business
requi renents of the conpany, but were  bound up with the
changi ng of hands of the shares of the conpany. According to
the agreenent for the sale of all the shares of the conpany
the sellers had to arrange to term nate the services of al
the enpl oyees and also arrange-that all directors resigned
their offices. It is expressly stated that this requirenent
was to enable the purchasers to appoint or elect all nenbers
of the staff and directors. As a matter of fact sone of the
persons to whom conpensation had been paid for termnination
of services were immedi ately re-enployed by the Conpany. The
decision to pay conpensation cannot in the circunstances be
said to have been taken solely with a view to the business
requi renent of the conpany though incidentally the conpany
m ght have been benefited by it.  In view of what has been
stated above. | feel that the ‘lIncone-tax O ficer was
justified in his action. The appellant has referred to the
Bonbay High Court decision in the case of F.E D nishaw
Ltd., but the facts in the present case are not identica
with those of the case nmentioned."

On further appeal to the Tribunal by the Conpany, the
Tribunal affirned the order of the Appellate Assistant
Conmi ssi oner hol di ng
885
that the inference drawn by the Incone-tax Officer that the
paynments in question were notivated by the reorgani sation of
share-hol ding had not been chall enged by the Conpany; that
the reference nmade to the said paynents in the agreenent of
sale of shares led to such an inference and that the
expenditure had not been incurred for the purpose of the
Conpany but purely as a result of the bargain between Davids
and Tatas. It was further held by the Tribunal that even
assum ng that the paynents were beneficial to the Conpany,
no deduction could be allowed since they had been nmade to
benefit third parties. Accordingly the Tribunal dism ssed
the appeal

An application nade under section 66(1) of the Act
before the Tribunal was rejected. Thereafter the Conpany
filed an application before the H gh Court of Bombay under
section 66(2) of the Act and the High Court directed the
Tribunal to state a case and to refer the follow ng
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qguestions of law for its opinion:-

"(1) Whether the Tribunal erred in |aw disallow ng
the anobunt of Rs. 1,64,899/- as a deduction under section 10
of the Indian Incone-tax Act, 1922 ?

(2) Wether there was any evidence to justify the
Tribunal’s finding that the payment of Rs. 1, 64,899/- or any
part thereof was nade in view of and in order to effectuate
the agreenment entered into between the old sharehol ders and
the new sharehol ders and that the paynment had no comercia
pur pose behind it ?

(3) Wether in any event the sumof Rs. 16, 188/-
paid to the Managing Director by way of pay in lieu of six
nmont hs’ notice was all owabl e as a deduction under section 10
of the Indian Income-tax Act, 1922 ?"

Accordingly, the Tribunal drew up a statement of the
case and referred the above questions. Later on the Tribuna
referred under section 66(1) <the follow ng question of |aw
arising out of the orders of assessnment for the assessnent
years 1958-59, 1959-60 and 1960-61 in respect of the annuity
paid to M. A E. Joseph: -

"Whether in conmputing the assessee’s business
i ncome of the accounting years 1957, 1958 and 1959, rel evant
for the assessment years 1958-59, 1959-60 and 1960-61, the
sum of Rs. 16,885/- 1s an adm ssi bl e deducti on under section
10(2) (xv) of the Act?

886

It is not necessary to refer to the  other matters
involved in the orders of assessnent of the years 1958-59,
1959-60 and 1960-61 and to the-various stages of the cases
until they reached the H gh Court.

I ncome-tax Reference No. 58 of 1963 arising out of the
assessment proceedings of the year 1957-58 “was heard by a
Di vi sion Bench of the H gh Court of Bombay and deci ded on
February 5, 1970. The Hi gh Court ~found that out 'of Rs.
1,64,899/- referred to in question No.1 only a sumof Rs.
21,200/ - which was comutation of liability for paynment of
pension to sone retired enployees and/or w dows /of such
enpl oyees and a sum of Rs. 16,188/- paid to M. WNathal one,
Managing Director in lieu of six nonths notice-that had to
be given prior to termination of his service were allowable
as deductions and that the Conpany was not entitled to claim
deduction of the remaining sum of Rs. 1,27,511/-." It
accordingly answered question No.1 in the negative in'so far
as the sumof Rs. 1,27,511/- (excluding two itens of Rs.
21,000/- and Rs. 16,188/-) was concerned, question No. 2 in
the affirmative in so far as the anmobunt aggregating to Rs.
1,27,511/- (excluding the two itens of Rs. 21,200/- and Rs.
16, 188/-) was concerned and guestion No. 3 in_ the
affirmative. The H gh Court was of the view that ' the
expenditure of the sums ampbunting to Rs. 1,27,511/- paid to
the enployees and a director of the Conpany by way of
retrenchnment conpensation or conpensation for term nation of
service had not been incurred by the Conpany for comercia
expedi ency and/or considerations. It accordingly disallowed
the claimmade by the Conpany to the extent indicated above.
The Inconme-tax Reference case arising from the assessnent
orders relating to assessnment years 1958-59, 1959-60 and
1960- 61 cane before another Division Bench of the H gh Court
and that Division Bench follow ng the decision rendered by
the Hgh Court earlier disallowed the claimof the Conpany
for deduction in respect of the paynent of Rs. 16,885/- to
M. A E Joseph in each of the accunting years relative to
the assessment years in question. Aggrieved by the judgnents
of the H gh Court of Bonbay, the Conpany has filed these
appeal s.
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We are concerned in these appeals with the claimof the
Conpany in respect of a sum of Rs. 1,27,511/- out of Rs.
1,64,899/- referred to in questions Nos. 1 and 2 in the
reference relating to the assessnent year 1957-58 and the
claimin respect of paynent of Rs. 16,885/- nade to M. A
E. Joseph during each of the three succeeding years. The
undi sputed facts of the case are: The shares of the Conpany
887
were held by Davids or their nominees till they were
transferred to Tatas; that according to the valuation nmade
by the auditors of the Conpany, its assets were worth Rs.
155 lacs as on Decenber 31, 1955; that at a neeting of the
directors held on Decenber 2, 1955, it had been resolved
that the services of 22 enployees should be term nated by
payi ng retrenchnent conpensation; that on January 25, 1956
at the extra-ordi nary general neeting of the sharehol ders of
the Company, it was resolved that the enployees of the
Conpany be paid certain suns or ‘annuity set out against the
nanmes | of each of them and their services should be
termnated with effect fromApril 1, 1956; that an agreenent
was entered into between Davids and Tatas on March 23, 1956
regarding the sale of the shares in favour of the Tatas;
that the said agreenent referred to the resol ution passed at
the meeting of the  sharehol ders of the Conpany; that the
Conpany paid retrenchnent conpensation according to the said
resolution and that the Tatas deducted fromthe purchase
price the sum payable by the Conpany in accordance with the
resol ution of the Conpany from out of the consideration of
Rs. 155 lacs which ‘they had agreed to pay under the
agreement dated March 23, 1956 to Davids. Apart fromthe
resolution of the Board of Directors of the Conpany dated
December 2, 1955, the resolutions passed at the extra-
ordinary general neeting of the sharehol ders of the Conpany
hel d on January 25, 1956, the agreenent dated March 23, 1956
entered into between Davids and Tatas, the books of account
of the Conpany showi ng paynents nmade by the Conpany by way
of retrenchment conpensation and’ the fact that 9 of the 22
enpl oyees whose services had 'been ternminated ‘had been
reenmpl oyed, there was no other evidence before the I'ncone-
tax Officer. The Income-tax Oficer presumably because of
the proximty of the dates of the resolutions, the date of
the agreenent and the dates on whi-ch ret renchnment
conpensation was paid to the enployees canme to the
conclusion that the retrenchnment of the enpl oyees had been
effected as a part of the bargain entered into between
Davi ds and Tatas and therefore conpensation paid to the
enpl oyees on retrenchment of their services and to the
director on the termnation of his service had not been paid
in the course of the business of the Conmpany by way of
conmer ci al expedi ency. He accordingly disallowed the claim
of the Conpany under section 10(2) (xv) of the Act. Al though
the Appellate Assistant Conmissioner in the course of his
order observed that the Company had been benefited by reason
of the retrenchment of the service of the enployees as it
had resulted in the reduction of the expenditure on the
establishnent, he disallowed the claimon the very sane
ground on which the Income-tax Oficer had rejected it. The
Triunal proceeded to dispose of the case before it on the
basi s t hat
888
the inference drawn by the Incone-tax Oficer that the
paynments were notivated by the re-organisation in the
sharehol di ng had not been questioned by the Conpany either
bef ore the Appell ate Assistant Conmi ssioner or before it. W
do not find in the order of the Appellate Assistant
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Conmi ssioner that any concession had been nmade by the
Conpany to the effect that the finding of the Incone-tax
Oficer referred to above was correct. |In the grounds of
appeal before the Tribunal, the Conmpany had stated that the
Appel | ate Assistant Commissioner erred in holding that "the
decision to pay conpensation cannot in the circunstances be
said to have been taken solely with a view to the business
requi renent of the Conpany though incidentally the Conpany
m ght have benefited by it." The appellants subnmtted before
the Tribunal that the above anmpunt was expended wholly and
exclusively for the purpose of their business and as such it
shoul d have been deducted as an adnissiable expense in
conputing their incone liable to inconme-tax. The Tribuna
whi | e deciding the question whether the suns paid by way of
conpensation were deductible or not observed that the fact
that a reference to payment to the staff of conpensation had
been made in the -agreenent led to the inference that such
payment-was a part of the bargain between Davids and Tat as;
that on account of such paynent, the purchasers had actually
been benefited while the Conpany had to make paynent in
order to give effect to the agreenent and therefore there
was no comercial purpose involved in meking the said
paynment. The Tribunal al so held that even assunming that the
Conpany was benefited by paynent of conpensation by reason
of reduction in /its  establishnent expenses, since the
paynment had been nade as a result of ~ the bargain between
Davids and Tatas, it could not be allowed as a deductible
expenditure. It should be stated here that the Tribunal did
not reverse the finding of ~ the Appel | ate Assi stant
Conmi ssi oner that the Conpany had been benefited by such
payment. In fact it did not gointo the question whether the
paynment had really resulted in any benefit to the Conpany.
The Hi gh Court, however, in the course of its judgnment found
that on account of the retrenchnment of the enpl oyees and re-
enmpl oyment of only 9 of them ~the yearly wage bill of the
Conpany for salaries was reduced fromRs. 1,14,197/- in 1955
to Rs. 67,268/- in 1956 and thereafter in 1957 and 1958
respectively to Rs. 54,124/- and Rs. 54, 960/-.

In the instant case, it is necessary to bear in mnd
that the Conpany was neither dissolved nor was its business
undertaking sold. It continued to exist as a juristic entity
even after the transfer of its
889
shares by Davids to Tatas. On account of such transfer of
shares, the transferees no doubt gained control on the
Conpany. But one inmportant fact of the case which was | ost
sight of by the High Court and the Tribunal was that neither
Davi ds nor Tatas derived any direct benefit out of the
paynment of retrenchnent conpensation to the enpl oyees even
though such retrenchnment might have facilitated the transfer

of shares. It is also not the case of the Departnent that
the paynment was excessive. That there was a substantia
reduction in the wage bill in the future years ‘as a

consequence of retrenchnent was al so not disputed. It is too
late in the day now, whatever nmay have been the position
about two decades ago, to treat the expenditure incurred by
a nmanagenent in paying reasonable suns by way of gratuity,
bonus, retrenchnent conpensation or conpensation  for
term nation of service as not business expenditure. Such
expenditure would ordinarily fall wthin the scope of
section 10 (2) (xv) of the Act which authorised the
deduction of any expenditure not being in the nature of
capital expenditure or personal expenses of the assessee
laid out of expended wholly and exclusively for the purpose
of business or profession or vocation.
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The High Court, however, declined to allow the
deduction of the sums referred to above in these cases
principally relying upon the decision of this Court in
Gordon Wbodr of f ee Leat her Manufacturing Co. V. The
Conmi ssi oner of Income-tax, Madras(1l). The facts of that
case were briefly thus: One J. H Phillips was the Director
of the assessee Conpany in that case fromthe year 1940. On
March 22, 1949, he wote a letter to the assessee expressing
his intention to resign fromits Board as fromApril 4, 1949
and requested that his resignation be accepted. On March 24,
1949, the Board of Directors of the assessee passed a
resol ution that his resignation be accepted and in
appreciation of his long and valuable services to the
assessee he be paid a gratuity of Rs. 50,000/- out of which
the assessee was to pay Rs. 40,000/- and its Managi ng Agent
was to pay Rs. 10,000/-. Subsequently the resolution was
approved at the -extra-ordinary general nmeeting of the
assessee. Accordingly a sumof Rs. 40,000/- was paid by the
assessee 'to M. J. H Phillips. The assessee clained
deduction of the said sumof Rs. 40,000/- under section
10(2) (xv) of the Act. The Incone-tax O ficer as well as the
Appel | ate Assistant Commi ssioner disallowed the said claim
on the ground that the Conpany had no pension scheme; that
the paynent was voluntary and that the entry in the
assessee’ s books clearly indicated that the paynment was
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a capital paynment. The Tribunal upheld the order of the
Appel | ate Assistant 'Commissioner. 1t held that according to
the resolution the gratuity was paid "for |ong and val uabl e
services to the assessee", that there was nothing to
indicate that M. J. H Phillips had accepted a lower salary
in expectation of getting a gratuity at the end of his
service; that there was no such practice in the assessee-
conpany; that during the course of his service, he was being
remunerated at a graduated scale of salary and a conmi ssion
of 2 1/2%on the profits; that there was no "expectancy”
that at the end of the service there would be reconpense for
faithful and efficient service and that he had been suitably
rewarded by being given a commission on the profits "in
order to whip up his enthusiasnm'. It was also found by the
Tribunal that in the books of the assessee, the anpbunt had
not been debited in the profit and |oss —account but ~ was
debited to the appropriation account thereby indicating that
it was an extra paynent or a paynent nmade in the nature of a
capital expense. On a reference under section 66(1) of the
Act, the Hi gh Court of Madras answered the question relating
to the above item of expenditure against the assessee. On
appeal, this Court affirmed the decision of the H gh Court.
Wiile holding that the claimmde by the assessee did not
satisfy the proper tests for <clainng exenption / under
section 10(2) (xv) of the Act, this Court observed as
foll ows: -

“In our opinion the proper test to apply in this
case is, was the payment made as a matter of practice which
affected the quantumof salary or was there an expectation
by the enployee of getting a gratuity or was the sum of
noney expended on the ground of conmercial expediency and in
order indirectly to facilitate the carrying on of the
busi ness. But this has not been shown and therefore the
amount claimed is not a deductible item under s. 10(2)
(xv)."

After quoting in the course of its judgnent the above
passage, the Hi gh Court proceeded to observe as follows: -

"Having regard to the t est appl i cabl e in
connection with the contentions made by M. Pal khiwal a, what
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required to be investigated is whether the paynments in
guestion were nade as a nmatter of practice which had
affected the quantumof salary or whether there was an
expectation by the enpl oyees (whose enpl oyment was

term nated) of getting a gratuity or, in the alternative,
the above sums were expended on the
891

ground of commercial expediency and in order indirectly
to facilitate the carrying on of the business."

After making the above observation, the H gh Court held
that the Conmpany had not placed any evidence to show that
there was a practice in the Conmpany to pay conpensation even
though its attention was drawn that in the past i.e. between
1946 and 1952, the Conpany had paid such conmpensation in two
cases on the basis of one nmonth’'s basic salary for each year
of service. It also rejected the case of the Conpany that
the anobunt involved had” been expended on the ground of
conmer ci al. expediency  and in order indirectly to facilitate
the carrying on of ~ the business of the Conpany even though
it observed that the yearly wage bill of the Conmpany was
reduced after —such paynent. The High Court held that the
consi deration of reduction off the wage bill was foreign to
the decision taken by the Conpany to term nate the services
of the enployees and to pay themretrenchnent conpensation
and observed that the purpose of the paynent so far as could
be ascertained fromthe contents of the resolutions of the
Board of Directors and the Conpany when read with the
rel evant contents of 'the agreenent for sale was the carrying
out of the obligation arising under the agreenment. It also
hel d that the fact the -expenses becanme reduced was
insufficient to record a finding that the ampount of
ret renchnment conpensati on was paid for conmer ci a
consi derations or expediency. From the perusal « of the
judgrment of the High Court it becomes clear that the High
Court placed nore enphasis on the notive with which the
amount was expended than the fact that the expenditure had
been incurred in connection with the business of the Conpany
and that such expenditure resulted in the reduction of the
annual wage bill of the Company in the future years.

In order to claimdeduction under section 10(2) (xv) of
the Act, an assessee has to show that the expenditure in
qguestion (i) was not an allowance of the nature described in
any of the clauses (i) to (xiv) of section 10(2); (ii) was
not in the nature of a capital expenditure or - persona
expenses of the assessee and (iii) had been Jlaid out or
expended wholly and exclusively for the purposes  of his
busi ness, profession or vocation. Even assuming that the
notive behind the paynment of retrenchnent conpensati on was
that the terns of the agreenent of the sale of shares should
be satisfied, as long as the anount had been |aid out or
expended wholly and exclusively for +the purpose  of the
busi ness of the assessee, there appears to be no good reason
for denying
892
the benefit of section 10(2) (xv) of the Act to the Conpany
if there is no other inpedinent to do so.

The facts of these cases are very close to the facts
found in (i) Comm ssioners of Inland Revenue v. Patrick
Thomson Ltd. (in liquidation), (ii) Comm ssioners of Inland
Revenue v. J. & R Allan, Ltd. (in |liquidation), (iii)
Conmi ssioners of Inland Revenue v. Pettigrew & Stephens
Ltd.(1). The respondent-conpanies in the said cases were
subsi di aries of a Conpany call ed Scotti sh Dr apery
Corporation Ltd., the control of which was acquired by the
House of Fraser Ltd. Changes of organi sation which were made
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in accordance with the policy of the House of Fraser Ltd.
involved the termnation of the contracts of service of the
Managi ng Directors of the respondent-conpanies and al so the
eventual liquidation of those conpanies. Certain sums were
paid by the comnpanies to the managing directors in
connection with the cancellation of their contracts, the
paynments being expressed in the first two cases to be in
satisfaction of rights to future renuneration, and in the
third to be in lieu of notice. Before the Specia
Conmi ssi oners, the conpanies contended that the paynments
made by themto the Managing Directors in connection with
the cancellation of their contracts had been nade to relieve
them from onerous contracts and were allowabl e deducti ons.
The Crown contended that the paynents were not expenses of
t he compani es’ busi nesses but were incidental to the schenes
by which those busi nesses were acquired by the House of
Fraser Ltd. and were made primarily for the benefit of that
conpany. The Comm ssi oners, ‘however, decided that the
deductions cl ai ned were all owabl e.  Uphol di ng the findings of
the Conmi'ssioners, the Lord President observed at page 156: -
“"In-nmy opinion the contention put forward by the
Crown is wunsound and the Special Conm ssioners were correct
inrejecting it. Admttedly in this case no question arises
inregard to the words "wholly and exclusively", and if the
Crown’s contention/ is unsound it is not disputed that the
di sbursenent in question falls wthin section 137(a). To
succeed in their contention the Crown  nust establish two
matters. In the  first place it must show that the
iquidation involved a discontinuance of the trade carried
on prior to it by the Respondent Conpany and the subsequent
operation of a new trade carried on by House of Fraser. In
the second place it must show that the expenditure in
guestion was |aid
893

out for the purposes of the new trade. Wthout both
these steps, its argument fails. |Ln ny opinion neither step
in the argunent is nmde out."

In the present case also, it is seen that the Conpany
continued to function even after its control passed on to
the hands of Tatas and the expenditure in question was |aid
out for the purpose of the Conpany’s own trade and not for
the trade of Tatas who were only the sharehol ders of the
Conpany. W cannot overlook the distinction between the
Conpany and its shareholders. As a result of the expenditure
in question, the Conpany was in fact benefited and it was
possible for it to earn nore profits as a consequence of the
reduction in the wage bill. It was suggested inthe course
of the argunents before us that Tatas were actually
benefited by the payment in question because the price
payable by themfor the shares was reduced by the anount
spent by the Conpany. W do not find any substance in this
contention. Admittedly the assets of the Conpany had been
val ued as on Decenmber 31, 1955 at Rs. 155 lacs. Naturally
the total value of the shares of the Conpany woul d be Rs.
155 lacs which Tatas had agreed to pay. Subsequent  to
December 31, 1955, the Conpany had by passing the resol ution
incurred the liability to pay retrenchnent conpensati on and
conpensation for termination of service as stated above. On
account of the said resolution, the total value of the
assets of the Conpany was reduced by the anpbunt payable to
the enpl oyees by way of conpensation. It is natural that the
purchaser of the shares would ordinarily claimreduction in
the consideration payable for the shares by the amount which
the Conpany had undertaken to pay as assets of the Conpany
became reduced to that extent. It cannot, therefore, be said
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that the Tatas were in any way benefited financially by
reason of the reduction in the consideration payable by them
for the shares. W feel that the expenditure in respect of
whi ch deduction is claimed by the Conpany in this case falls
within the third test |laid down by this Court in the case of
CGordon Wodr of f ee Leat her Manufacturing Co. V. The
Conmi ssi oner of Incone-tax, Madras (supra) viz. that the sum
of nmoney had been expended on the ground of commercia

expedi ency and in order indirectly to facilitate the
carrying on of the business. W are of the viewthat the
three tests laid dowmm by this Court in the above case viz.

(i) that the paynent should have been nade as a matter of
practice which affected the quantumof salary; (ii) that
there was an expectation by the enployee of getting a
gratuity and (iii) that the sum of noney was expended on the
ground of commrercial expediency and in order indirectly to
facilitate the carrying on of the business of the
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assessee have to be read disjunctively and if they are so
read, the present case which satisfies the third test should
be held as falling wunder section 10(2)(xv) of the Act. The
H gh Court of Gujarat in Commissioner of |Income-tax, Qujarat
v. Laxmi Cement Distributors Pvt. Ltd. (1) and the High
Court of Bombay in Comm ssioner of Income-tax, Bombay City |

v. Fairdeal Corporation Pvt. Ltd.(2) and in Conm ssi oner of
I ncome-tax, Bonbay City | v. Patel Cotton Co. Pvt. Ltd.(3)
have al so understood the principle underlying the decision
of this Court in Gordon Whodrof f ee Leat her Manufacturing Co.
v. The Commi ssioner of |ncone-tax, Madras (supra) in the
same way. The Hi gh Court was, therefore, in error .in holding
that the anount involved inthe case did not satisfy the
test applicable to the expenditure allowable under section
10(2) (xv) of the Act.

The next contention urged on behalf of the Departnent
was that since Davids and Tatas were indirectly benefited by
the retrenchment of the services of the enployees of the
Conpany and paynent of conpensation to them and since there
was no necessity to retrench the services of  all the
enpl oyees, the expenditure in question could not be treated
as an expenditure laid out wholly -and exclusively for
busi ness purposes of the Conpany. It has to be observed here
that the expression "wholly and excl usively* used in section
10(2) (xv) of the Act does not mean 'necessarily’. Odinarily
it is for the assessee to decide whether any expenditure
should be incurred in the course of his ~or its business.
Such expenditure may be incurred voluntarily and w thout any
necessity and if it is incurred for pronoting the business
and to earn profits, the assessee can cl ai mdeducti on under
section 10(2) (xv) of the Act even though there was no
conpelling necessity to incur such expenditure.” It is
relevant to refer at this stage to the |egislative history
of section 37 of the Income-tax Act, 1961 which corresponds
to section 10(2) (xv) of the Act. An attenpt was made .in the

Income-tax Bill of 1961 to |lay down the 'necessity’ of the
expenditure as a condition for claimng deduction under
section 37. Section 37(1) in the Bill read "any
expenditure....laid out or expended wholly, necessarily and
exclusively for the purposes of the business or profession
shall be allowed ...." The introduction of the word
"necessarily’ in the above section resulted in public

protest. Consequently when section 37 was finally enacted
into law, the word ’'necessarily’ came to be dropped. The
fact that sonmebody other than the assessee is al so benefited
by the
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expenditure should not come in the way of an expenditure
being allowed by way of deduction under section 10(2) (xv)
of the Act if it satisfies otherwise the tests laid down by
law. This viewis in accord with the foll ow ng observations
made by this Court in The Conmi ssioner of |ncome-tax, Mdras
v. Chandul al Keshavlal & Co. Petlad(1)

"Anot her fact that enmerges fromthese cases 1is
that if the expense 1is incurred for fostering the business
of another only or was nade by way of distribution of
profits or was wholly gratuitous or for some inproper or
obl i que purpose outside the course of business then the
expense is not deductible. In deciding whether a paynent of
noney is a deductible expenditure one has to take into
consi deration questions of comercial expediency and the
principles of ordinary comrercial trading. If the payment or
expenditure is incurred for the purpose of the trade of the
assessee it does not matter that the payment may inure to
the benefit of athird party (Usher’'s Wltshire Brewery Ltd.
v. Bruce) (6 T. C~ 388). Another test is whether the
transaction'is properly entered into as a part of the
assessee’s legitimte comrercial undertaking in order to
facilitate the carrying on of its business; and it is
imuaterial that a third party also benefits thereby (Eastern
Investnments Ltd. v. The  Conm ssi oner of  Incone-tax, West
Bengal) (1951) S.C R 594. But in every case it is a
guestion of fact whether the expenditure was expended wholly
and exclusively for the purpose of trade or business of the
assessee. "

In the instant case, it was the case of the Conpany
that many of the enployees were old and superfluous and the
busi ness could be carried on with a smaller nunber and the
only way in which they could reduce the nunber was to
termnate the services of all the enployees by paying them
conpensation and thereafter re-enploying some of themonly.
If the Company felt that that was a method which woul d inure
toits benefit, it cannot be said that the paynment of
conpensation was nade with an oblique notive and’ without
regard to conmercial considerations or expedi ency. The High
Court, therefore, erred on the facts and in t he
circunst ances of the case in holding that the sumof Rs.
1,27,511/- was not deductible wunder section 10(2) (xv) of
the Act and in answering questions Nos. (1) and (2) referred
toit in Income-tax Reference No. 58 of 1963 arising out of
t he assessment
896
order for the year 1957-58 against the assessee and in
favour of the Departnent to the extent of Rs. 1,27,511/-.
Simlarly it erred in disallowi ng the claimmade in respect
of Rs. 16,885/- for each of the three succeedi ng assessnent
years.

We, therefore, allowthese appeals and hold that Rs.
1,27,511/- was also deductible wunder section 10(2)(xv) of
the Act during the assessnent year 1957-58 and sum of Rs.
16,885/- referred to above was allowable as a deduction
during each of the three succeeding assessnent years. The

Departnent shall pay costs to the appellant. (Hearing fee
one set only).
P.B.R Appeal s al | owed.
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