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PETI TI ONER
COW SSI ONER OF | NCOVE TAX, DELHI ( CENTRAL- 1)

Vs.
RESPONDENT:
M S. CONTI NENTAL CONTRACTI ON LTD.
DATE OF JUDGVENT: 03/ 02/ 1998
BENCH

SUJATA V. MANOHAR, S.S. M. QUADRI

ACT:

HEADNOTE

JUDGVENT:
JUDGMENT
Ms. Sujata V.Manohar, J.

The appeals pertain to assessnent year 1983-84. The
foll owi ng question of | aw was referred to the High Court for
determ nation at the instance of the Revenue

"Whether on the facts and in the

ci rcunst ances of the case, the

Tribunal was correct in holding

t hat havi ng regard to the

provi sions of Sections 40 (c) and

40A (5) (b) of the Incone-tax Act,

the remuneration pai d to the

Directors in respect of their

enpl oyment outside India had to. be

excluded from the limt of Rs.

72,000/- laid down in the first

proviso to Section 40A (5) (a) as

well as Section 40(c) of the

I ncome-tax Act, 1961?"

Fact s:

The respondent-assessee is a civil constructi on conpany
whi ch has executed a | arge nunber of projects outside |India.
Its overseas projects include irrigation and hydle projects
in Libya, a fibre board factory at Abu-Sukhir in Iraq and
the Karkh Water Supply Project, Banghdad which had a 'tota
val ue of 534 mllion dollars.

For the assessnent year 1983-84, the assessee had paid
a sum of Rs. 14,0074,570/- to its Directors as remuneration
and commi ssion. The Incone-tax officer disallowed a sum of
Rs. 13,94,98,570/- being excess anobunt over the limt of Rs.
72,000/ - per Director prescribed under Section 40(C) and
Section 40A(5) (a) of the Income-tax Act, 1961. The
respondent did not dispute the disall owance of Rs.
7,61, 05,230/- payable to the tow India based Directors
subj ect tot he allowance of Rs. 72,00/- each as laid down in
Section 40(c) and 40A (5)(a). The dispute related to the
remuneration paid to the Directors who were stationed
outside India in connection with the work of the respondent-
assessee. According to the assessee the anpbunt paid to its
enpl oyee-Directors in respect of their enmploynment outside
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India was not to be taken into account while calculating the
ceiling under Section 40A(5) or Section 40(c).

The assessee filed an appeal before the Comm ssioner of
I ncome-tax who nodified the order of the Income-tax Oficer
and held that any remuneration paid to enployee - Directors
in respect of any period of their enploynent outside India
should not be taken into account while calculating the
expenditure subject to the ceiling limt of Rs. 72,000/-
under Section 40(c) and 40A(5)(a). The departnent preferred
an appeal Dbefore the Tribunal from the order of the
Conmi ssioner of Income-tax. The Tribunal dismssed the
appeal

On the application of the departnent the Tribuna
referred the question set out above as a question of lawto
the Hgh Court. The Hi gh Court by its inpugned judgnment and
order dated 24.5.1990 answered the question in the
affirmati ve and agai nst the Revenue. The present appeals are
filed on a certificate granted by the H gh Court of fitness
to appeal

The ' rel evant provisions of  Section 40(c) are as
fol |l ows:

"Section 40: Notwithstanding.....

the followi ng amunts shall not be

deducted in conputing the incone

chargeabl e under “the head ‘Profits

and gai ns of busi ness or
pr of essi on’

(a)............

(b)............

(c) : in the case of any conpany-

(i) any expenditure which results
directly or indirectly in the
provi sion of any renuneration
or benefit or anenity to a
director.........

(ii) any expenditure or all owance
in respect of any assets of
the conpany used by any person
referred to in sub-clause (i)
either wholly or partly for
hi s own purposes or benefit,

if in the opinion of the Incone-tax

Oficer any such expenditure or

all owance as is nmentioned in sub-

clauses (i) and (ii) is excessive
or unreasonable having regard to
the legitimte business needs of
the company and the benefit derived
by or accruing to it therefrom so,
however, that the deduction in
respect of the aggregate of such

expendi ture and al | owance in
respect of any one person referred
to in sub-clauses (i) shall, in no

case, exceed-

(A) where such expenditure or
al l owance related to a period
exceedi ng el even nont hs
conprised in t he previ ous
year, the anount of seventy-
two thousand rupees;

(B) where such expenditure or
al l owance relates to a period
not exceeding eleven nonths
conprised in t he previ ous
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year, an anount cal cul ated at
the rate of six t housand
rupees for each nmonth or part
thereof conprised in t hat
peri od;

provided that in a case where

such person is also an enploye of

t he conpany for any peri od

conprised in the previous year

expenditure of the nature referred

toin clauses (i), (ii), (iii) and

(iv) of the second proviso to

clause (a) of sub-section (5) of

section 40A shall not be taken

into account for the purposes of

sub-clause (A) or sub- clause (B),

as the case may b e;"

Section 40(c), therefore, deals with the remuneration
benefit or anenity to a Director. of a conpany (and ot her
persons descri bed there in) and any expenditure or allowance
in respect of any asset of the conpany used, inter alia, by
a Director. The ceiling of allowable expenditure which can
be deducted is fixed at Rs 72,000/- when such expenditure or
al l owance relates to a -period exceeding eleven nonths. If
the period is less than eleven nonths then the ceiling
expenditure is to be excluded at the rate of Rs. 6,000/- per
nont hs. Under the proviso set out above, certain expenditure
is of the kind referred to in clauses (i), (ii), (iii) and
(iv) of the second proviso to Section 40A (5) (a). Section
40A(5) relates to expenditure relating to paynent of any
salary or providing any perquisite to an enployee or a
forner enployee of the assessee. There is a ceiling on
deducti bl e expenditure of this nature which is provide under
Section 40A(5). The relevant provisions of Section 40A (5)
are as follows:

"40A(5) (a) : Were the assessee-

(i) incurs any expenditure which

results directly or indirectly
in the paynent of any salary
to an enployee or a forner
enpl oyee, or

(ii) incurs any expenditure which

results directly or indirectly
in the provi si on of any
perquisite (whet her
convertible into noney or not)
to an enpl oyee or i ncurs
directly or indirectly any
expenditure or is entitled to
any allowance in respect of
any assets of the assessee
used by an enployee either
wholly or partly for his own
pur poses or benefit,

than, subject to the provisions or

clause (b), SO0 much of such

expenditure or allowance as is in

excess of the linmt specified in

respect thereof in clause (c) shal

not be allowed as a deduction

Provi ded t hat where the

assessee is a conpany, so nuch of

the aggregate of -

(a) the expenditure and al | owance

referred to in sub-clauses (i)
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and (ii) of this clause; and
(b) the expenditure and al | owance

referred to in sub-clauses (i)

and (ii) of <clauses (c) of

section 40,
in respect of an enployee or a
forner enployee, being a director
or a person who has a substantia
interest in the conpany or a
relative of the director or of such
person, as is excess of the sum of
seventy-two thousand rupees, shal
in no case be all oned as a
deducti on:

Provi ded further t hat in
conputing the expenditure referred
to in computing the expenditure
referred to” in sub-clause (i) or
the expenditure (ii) of this clause
or the aggregate referred to in
sub-clause (ii) of this clause or
the aggregate referred to in the
foregoing proviso, the follow ng
shall not be taken into account,

nanely : -
(i) the value to any trave
concessi on or assi st ance

referred to in clauses (5) of
section 10;

(ii) passage moneys or the val ue of
any free or concessi ona
passage referred to in sub-
clause (i) of clause (8) of
section 10;

(iii)any paynment referred to in
clauses (iv) or clause (v) of
sub-section (1) of section 36;

(iv) any expenditure referred to in
clause (ix) or sub-section (1)
of section 36.

(b) Nothing in clause (a) shal

apply to any expendi ture or

al l owance in relation to-

(i) any enployee in respect of any
peri od of hi s enpl oynent
out si de I ndi a;

(ii) any enpl oyee bei ng an
i ndividual referred to in sub-
clause (vii) or sub-cl ause
(vii-a) of cl ause (6) of
section 10 in respect of any
period during which h e is
entitled to t he exenption
under sub-clause (vii) or, as
the case my be, sub-clause
(vii-a) aforesaid;

(iii)any enployee whose i ncone
char geabl e under t he head
"Salaries" is seven thousand
an five hundred rupees or
| ess. ™"

[underlining ours]

The permissible limt of deduction

falling under sub-clauses (i) and (ii)
is laid down in clause (c). In respect of salaries to an

(a)

for expenditure
of Section 40A (5)
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enpl oyee or forner enployee, the pernissible deduction is up
to an anpbunt at a rate or Rs. 5,000/- per nonth during the
period of an enpl oyee’ s enploynent in India during the
previous year. 1In respect of expenditure on perquisites
under clause (a) (ii), the perm ssible deduction is up to
1/5th of the anmount of the salary payable to the enpl oyee or
an amount calculated at the rate of Rs. 1,000/- for each
nonth or part thereof conprising the period of enploynent in
I ndia of the enployee during the previous year, whichever is
less. Thus ceiling for expenditure deductible under clauses
a(i) is Rs. 60,000/- and clause a(ii) is Rs. 12,000/-.
However, in the case of an enployee or forner enployee who
is also a Director of the conpany, the proviso to Section
40A(5) (a) provides that the ceiling for deduction is an
overall ceiling of Rs. 72,000/- in respect of a sum
all owance referred to in ~Section 40A(5)(a)(i) and (ii)
whi ch cover expenditure on an enpl oyee, plus expenditure and
al  owances referred to Section, 40(c)(1) and (ii) which
relate, inter alia, to a Drector.

In the case of an enpl oyee, however, section 40A(5)(b)
provi des that while calculating the expenditure or allowance
inrelation to an enpl oyee under Section 50A(5)(a), certain
expenditure will not be taken into account. This includes,
inter alia, any expenditure or allowance in relation to an
enpl oyee in respect of any period of his enployment outside
India. The question we have to consider i's whether such
expendi ture when incurred in connection wth-an enpl oyee who
is also a Director, wll be sinmlarly excluded while
calculating the aggregate of expenditures under Section
40A(5)(a)(i) and (ii) plus expenditure and al |l owances under
Section 40(c) (i) and (ii) incurred in connection wth that
enpl oyee-Director. According to the departnment, so |long as

the enployee is also a Director, expendi ture of ‘the kind
referred to in Section 40A(5)(b) cannot be excluded from
expenditure while cal cul ating the “ceiling limt under

Section 40(c) or Section 40A(5)(a). The departnent has
submitted that such an exclusion(is perm ssible only in the
case of an enployee who is not a Director at the rel evant
ti me when the expenditure was incurred.

The question of interpreting the provisions o f
Sections 40(c) and 40A(5) in connection with persons who are
both enpl oyees and Directors of the conpany has cone up for
consideration in a nunber of cases before the H gh Court and
before this Court. In the inpugned judgnent before us (which
is reported in 185 ITR 178), the Del hi Hi gh Court has | ooked
at the legislative history of these two provisions with a
view to examining their effect. Section 40(c) as it
originally stood and the anendnments nade in Section 40(c)
have been set out in the High Court’s judgment. Oiginally,
Section 40(c) itself contained sub-clause (iii) dealing with
expenditure which results directly or indirectly in the
provision of any remuneration or benefit or anmenity to an
enpl oyee. The <ceiling prescribed was Rs. 5,000/- per nonth
for any period of enploynent after 29th day of February,
1963. The expenditure on perquisites with a ceiling of 1/5th
of the anount of the salary payable to the enployee was
subsequently al so added. The expenditure on enpl oyees i s now
renoved from Section 40(c) and incorporated in Section
40A(5) .

The two Sections 40(c) and 40A(5) are, however, not
mutual ly exclusive. 1In section 40(c), the proviso, for
exanpl e, referees to a case where the Director (or a person
who had a substantial interest in the conpany or a relative
of the Director or of such person) is also an enpl oyee of
the conpany for any period prescribed in the previous year
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In that situation, expenditure of the nature referred to in
clauses (i), (ii), (iii) and (iv) of the second proviso to
clause (a) of Section 40A(5) shall not be taken into account
for the purpose of <calculating the ceiling under Section
40(c). These excluded itens are itenms such as the val ue of
any travel concession, passage nmoney, paynent referred to in
Section 36(1)(iv) and (v) and expenditure referred to in
Section 36(1)(ix). These itens in Section 36 deal wth
contribution towards provident fund, approved gratuity fund
and pronotion of famly planning. Similarly Section 40A(5)

does not deal only wth enployees. It also deals wth
enpl oyee-Directors in the first proviso to sub-section
(5)(a). In the case of enployee-Directors both these

sections are applicable.

There have been a nunber of cases in the various High
Courts as well as that is Court which have dealt with the
guestion: which ceiling applies when a person holds the
positions both of a Director and an enpl oyee. Section 40(c)
prescribes an overall ceiling or Rs, 72,000/- on expenditure
covered i'n ~Section 40(c). Under Section 40A (5), there is a
ceiling of Rs, 60,000/- on expenditure in respect of salary
and Rs, 12,000/- in respect of perquisites totalling Rs,
72,000/-. This Court considered t his question in the case
of Commi ssioner of ‘1 ncone-tax V. I ndi an Engi neering and
Commercial Corporation  Pvt. Ltd.[1993 (201) ITR 723]. This
Court has held (page 728) that in the case of Directors who
are al so enpl oyees both these sections will be attracted an
the higher of the two ceiling has to be applied. The sane
view had earlier been taken by the Andhra Pradesh High

Court in the case Commi ssi oner  of | nconme-t ax V.
DB RMIls [172 |1TR 366], and by the Bonbay Hi gh Court in
the case of Conm ssioner of | ncome-tax v. Hico Products

Pvt. Ltd. [201 ITR 567] where the Bonbay Hi gh Court
enphasi sed the first proviso to Section 40A(5) (a) where an
express provision is made thatif an enployee is also a
Director or a person specified in Section 40(c) the
aggregate of expenditure and al l owances specified in Section
40(c), sub-clauses (i) and (ii) as well as expenditure and
al | owances specified in Section 40A(5)(a)(i) and (ii) shal
not exceed Rs. 72,000/ -. In other words, the tota
emol uments  and perquisites of Directors who are also
enpl oyees will be allowed up to the Iimt of Rs. 72,000/- as
a deductible expenditure. In such cases, therefore, though
the Directors are also enployees, the separate callings
prescribed of Rs. 60,000/- and Rs. 12,000-/ under Section
40A(5)(c) will not apply. The contrary view taken by the
Keral a High Court in Travancore Rayons Ltd. v. Conmi ssioner
of Incone-tax [162 ITR 732] is, therefore, no | onger. good
I aw.

W need not, in this connection, refer to the earlier
j udgrments of the Qujarat H gh Court which have been
di scussed at length in the inpugned judgrment. After the
decision of this Court in the case of Conm ssioner of
I ncome-t ax v. Indian Engi neeri ng and Conmrer ci al
Corporation (supra), the Gujarat H gh Court has now, in-the
case of Comm ssioner of |Incone-tax V. Synpol Products Pvt.
Ltd. [217 |ITR 154] held that in the case of Directors who

are also enployees, both the provisions will be attracted.
The higher of the two ceilings will have to be appli ed.
We have now to consider in this |light whether the

provi sions of Section 40A(5) (b) will apply for the purpose
of calculating the expenditure so covered when the
expenditure is incurred in connection with a Director who is
also an enployee. Under Section 40A(5)(b)(i) nothing in
clause (a) which deals wth expenditure on salaries and
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perquisites of an enployee shall apply, inter alia, to any
expenditure in relation to an enployee in respect of any
period of his enploynment outside India. Therefore, for
exanple, in calculating the expenditure on the salary of an
enpl oyee, the salary paid in respect of his enploynent
out side the expenditure which is subject to a ceiling Iimt.
Under Section 40A(5)(b)(ii) and (iii), simlarly certain
ot her expenditures in connection wth an enployee are al so

excluded from the ceiling limt. The question is whether
such expenditure wll be excluded fromthe ceiling linmt of
a Director-enployee. |If for the purpose of «ceiling on

expenditure, both Sections 40(c) and 40A(5) are to b e
applied to enployee-Directors, there is no reason why for
the purpose of deciding what is to be excluded from the
expenditure subject to~ such ceiling, both the sections
cannot be taken into account. Both sections constitute a
conposite schenme. In the case of enployee-Directors, both
will operate. After -all, the purpose of prescribing a
ceiling on expenditure in connection with Directors and
enpl oyees under Section 40(c) and Section 40A(5), is to
di scourage a conpany or an~ organisation from paying
excessive salaries, renuneration, perquisites etc. to its
enpl oyees and/or Directors. If it does so, the organisation

will not be able to claim the entire expenditure as
deduction, b ut only expenditure up to the ceiling Iimt.
However, from this ceiling limt, ~certain ki nds of

expenditure on enployees have been excluded- presunable
because this kind of an expenditure was considered as
reasonabl e and permssi bl e. One such category of expenditure
is expenditure on an  enployee in respect of his period of
enpl oyment outside India. Presumably the organisation may
have to pay to an enployee posted outside |India  anmounts
whi ch may be much hi gher than what he may be entitled to in
India in viewof the exigencies of the saturation, his
requirenents at the p lace of posting and the fact that the
amount any have to be para in a foreign country. This
expenditure is, therefore, not  subject to a ceiling. The
sanme considerations would apply to a Director-enployee al so
who i s posted outside the country in the course of his work.
A Director-enpl oyee does not cease to be an enpl oyee nor his
requirenents less than those of an enployee. Therefore, in
his case also what the Act itself has viewed as reasonable
al | owabl e expenditure, should b e all owed. W do not see any
reason to hold that Section 40A(5)(b) wll not apply to
enpl oyee-Directors when this Court, in the case of enployee-
Directors has held, both Sections 40(c) and 40A(5) as
applicable. For determning the ceiling, the higher ceiling
has to be taken into account. Simlarly, for [ determning
perm ssi ble expenditure which is outside the ceiling Iimt
al so, both the sections will have to be applied. Therefore,
expendi ture under Section 40A(5)(b) which is excluded from
the expenditure on which a ceiling is placed under Section
40A(5)(a), will have to be excluded in the <case of an
enpl oyee-Di rector al so. Under the proviso to Section
40A(5)(a), in the case of an enployee-Director for the
purposes of ceiling, expenditure which has to be taken into
account is both under Section 40A(5)(a) as well as under
Section(40(c). For cal cul ating the expendi ture and
al  owances under Section 40A(5)(a), one has to exclude the
expenditure and all owances referred to in Section 40A(5)(b).
Therefore, in the case of Director-enployee also while
calculating the expenditure and allowances spent on a
Di rector-enpl oyee under Section 40A(5)(a) and Section 40(c),
expenditure of the kind referred to in Section 40A(5)(b) had
to be necessarily excl uded.
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A simlar view has been taken by the Madras Hi gh Court
in the case of Comm ssioner of |ncone-tax V. Lucas TVS
Ltd. [226 I TR 281]. The Madras H gh Court was concerned with
foreign technicians working under a contract in India and
falling under Secti on 10(6) (vii-a). Under Secti on
(40A(5)(b)(ii) expenditure incurred in relation to such an
enployee is to be excluded fromthe expenditure for which a
ceiling is prescribed under Section 40A(5)(a). The Madras
Hi gh Court held that in the case of a Director-cumenpl oyee
also, if he is covered by Section 10(6)(vii-a), such
expenditure would be excluded from the ceiling limt
prescri bed under Section 40(c) as well as Section 40A(5)(a).
The Madras Hi gh Court has rightly observed (page 291) that
there is nothing to suggest that the renmuneration which is
excluded from the scope of consideration for the purpose of
Section 40(c) of the Act. Both Sections 40(c) and 40A(5)
have to be read together in determning the ceiling
prescribed under~ Section 40A(5)  of the Act which includes
ceiling prescribed for Director-enployees. Also if certain
itenms go out of reckoning in - Section 40A(5) of the Act, then
on the principle of harnonious construction, the same will
have to go out of reckoning in calculating a conmon ceiling
prescribed for Director-enployees both under Section 40(c)
and 40A(5) (a) provi so.

The Del hi Hi gh Court was, therefore, right in comng to
the conclusion that /any expenditure -covered by Section
40A(5)(b) (i) in respect of an enpl oyee-Director shall not be
taken into account for the purposes of calculating the
aggregate of expenditure wunder the proviso to Section
40A(5)(a) for the application of the ceiling limt
prescribed there.

The question, therefore, is answered in the affirmative
and in favour of the assessee. The appeals are disnissed
with costs.




