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ACT:

Wealth Tax Act (27 of 1957), ss. 2(nm) and 7(2) (a)-Caim
regardi ng deductions of estimated incone tax and gratuity
payabl e to enpl oyees under award-If all owabl e.

HEADNOTE:

In the conputation of the net wealth of the appellant-
conpany under s. 2(m of the Walth Tax Act ~ 1957, two
deductions were clained the company : (i) the anount of
estimated incone tax for the assessnent year and - (ii) the
amount of gratuity payable by the conpany to its enployees
under certain industrial awards.

HELD : The first claimwas allowable but not the second.
[776 D

Under s. 2(m of the Act, the Wealth Tax O ficer nmust first
determ ne the aggregate value of all the assets belonging to
the assessee on the valuation date, and then determ ne. the
aggregate value of all the debts owed by the assessee on the
val uation date. Excess of the aggregate value of the assets
over the debts is the net wealth. But on the terns of the
awards the liability to pay gratuity did not exist in
present : it was contingent wupon the determnation of
enpl oyment by death, incapacity, retirement or resignation
of the enployee, and not before. Therefore, it was not a
debt owned by the assessee on the valuation date. [772 C-D,

775 H

Nor coul d the appellant-conpany claimthe deduction under S.
7(2)(a) of the Act. The aggregate, value of the assets nust
be computed in accordance with the provisions of s. 7. But
in the aggregation of the value of all the debts owned by
the assessee on the valuation date, s. 7 has not operation

Section 7 does not deal with the conputation of net wealth
but only wth the determnation of the not value of the
-assets as a whole. [776 A-(C
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Kesoram I ndustries and Cotton MIls Lid. v. Conm ssioner of
Wealth Tax (Central) (Calcutta), [1966] 2 S.C R 688,
fol | oned.

ohservations Contra in Comm ssioner of Walth Tax, GQujarat
v. Ajit MIls Ltd. 55 1. T.R 556 and Commi ssioner of Walth
Tax GQujarat v. New Rajpur MIls 56 |I.T.R 544, disapproved
Sout hern Railway of Peru v. Omnen (I nspector of Taxes) [1957]
A. C. 334, explained.

JUDGVENT:

ClVIL APPELLATE JURISDICTION. Civil Appeal No. 11 29 of

1965.

Appeal fromthe judgnent and order dated April 15, 16, 17,

1963 of the Bonmbay High Court in Walth Tax Reference No. 2

of 1961.

R J. Kolah, N.-D. Karkhanis and 0. C. Mathur, for the

appel | ant .

B. Sen," R~ Ganapathy lyer and R__N. Sachthey, for the res-

pondent .

769

The Judgnent of the Court was delivered by

Shah, J. For the assessment year 1957-58 the appell ant

Conpany cl ained in/proceedi ngs for assessnent of wealth-tax

t hat the following four amounts be deducted in t he

conputation of its net wealth:

(1)Rs. 29,44,421 'in, respect of incone-tax liability

relating to the assessnent year  1957-58. Thi s anmount

included Rs. 2,95,869 representing the last instal nent of

advance tax wunder s. 18A in respect of which a notice of

demand had been i ssued.

(2)Rs. 3,70,083 in respect of business profits t ax

liability.

(3) Rs. 20,23,500 in respect of proposed dividend.

(4) Rs. 25,02,675 "on account of accrued liability for

gratuity to worknen and staff as per the award of Industria

Court and Labour Appellate Tribunal."

The claim was rejected by the Walth-tax Oficer. The

Appel |l ate Assistant Commi ssioner accepted the claimof the

appel l ant Company in respect of the last instalnment of the

advance tax for which a notice of demand had been issued,

and rejected the claimin respect of the rest. The _I'ncone-

tax Appellate Tribunal upheld the claimof the appellant

Conpany in respect of the 1st, 2nd and the 4th itenms and

rejected the claimin respect of the 3rd item

At the instance of the Comm ssioner, the follow ng four

guestions were referred to the High Court of Judicature at

Bonbay under s. 27(1) of the Wealth-tax Act 27 of 1957:

"(1) Whether on the facts and circunstances of this case the

last instal nent of advance tax in the sumof Rs. < 2,95, 869

paid by the assessee after the valuation date in accordance

with the notice of demand dated 20-10-1956 is an adm ssible

deduction under Sections 7(2) and 2(n) of the Walth-tax Act

for the purpose of conmputation of the net wealth of the

assessee for the assessnent year 1957-58 ?

(2)Whether on the facts and circunstances of the case in

conputing the net wealth of the assessee under Section 7(2)

read with Section 2(nm) of the Wealth-tax Act the liability
for incone-tax and business profits tax could
be all owed as a deduction?

(3) Wether on the facts and circunstances of the case the

liability in the sumof Rs. 25,02,675 which arose as a

result of the awards dated 28-10-1948, 28-11-1956 and 17-10-

1954 before the valuation date or any part thereof is
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all owabl e as a deduction in determning the net wealth of
the assessee under Section 7(2) read with Section 2(m of
the Wealth-tax Act ?
(4) Whether on the facts and circunstances of the case of
the sum of Rs. 20,23,500 being the provision made for
di vidends and shown as a liability in the balance sheet of
the assessee conpany could be allowed as a deduction in
conputing the net wealth of the assessee conpany?"
At the hearing before the High Court, the fourth question
was not pressed by the appellant Conmpany. The High Court
answered the first question in the affirmative, the second
guestion in the affirmative insofar as it related to the
estimated liability of @ business profits tax subject to
verification by the Walth-tax Officer, and in the negative
insofar as it related to the estimated liability of incone-
t ax. The third question was answered in the negative. In
this appeal the Conpany chall enges the correctness of the
answers to the second part of the second question and the
third question.
The second  question insofar as it relates to estinmated
liability  for— payment of income-tax needs no detailed
consi deration, for the answer thereto will be governed by
the judgnent of this Court in Kesoramlndustries and Cotton
MIIs Ltd. v. Conmi ssioner of Weal t h-t ax (Central
Calcutta(’). It was held by this Court in that case that
liability to pay inconme-tax was a present liability though
the tax becane payable after it was quantified in accordance
with ascertainable 'data: there was therefore a perfected
debt at any rate on the |ast day of the accounting year and
not a contingent liability, and the amount of the  provision
for paynment of incone-tax in respect of the year of account
was a "debt owed" within the neaning of s.~ 2(m on the
val uation date and was as such deductiblein conmputing the
net wealth. The view expressed by the Hi gh Court ' on the
second question insofar as it relates to provision for
i ncome-tax cannot therefore be sustained and that part of
the question should be answered in the affirmtive.
There renains the third question.  Counsel for the Conpany
had conceded before the H gh Court that the liability to pay
gratuity to the enpl oyees whose services were not term nated
in the relevant year of account was nerely contingent, since
it arose on the happening of certain events such as death,
physical incapacity, voluntary retirement, or resignation
and was on that account not a debt within the neaning of  s.
2(m of the Act. But it was contended before the Hi gh Court
that the present value of the liability for payment of
gratuity was a perm ssible deduction in valuing the assets
of the business of the assessee under s. 7(2)(a) of the Act.
The
(1)[1966] 2 SSCR 688 : 59 |.T.R 767.
772
2. On voluntary retirenment or resignation of an enpl oyee-
After 15 years’ continuous service in the conpany-15 nonths’
sal ary.
3. On termination of his service by the Conpany-
(a)After 10 vyears’ continuous service but less than 15
years’ service in the conpany-3/4th of one nobnth's salary
for each year of service
(b)After 15 years’ continuous service in the conpany- 5
nont hs’ sal ary.
4, A gratuity wll not be paid to any enployee who is
di sm ssed for dishonesty or m sconduct."
The right to obtain gratuity under the awards arises only
when there is determination of enploynment and not before.
The liability does not exist hi praesenti: it is contingent
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upon the determ nation of enploynent. This Court pointed
out in KesoramlIndustries & Cotton MIIls' case(’) at p. 703:
"debt is a sum of npbney which is now payable or will becone
payable in future by reason of a present obligation: debitum
in praesenti, solvendumin futuro.

The said decisions also accept the legal position that :@a
liability depending upon a contingency is not a debt in
praesenti or infuturo till the contingency happened. But if
there is a debt the fact that the anmount is to be
ascertained does not nake it any the less a debt if the
liability is certain and what remains is only t he
guantification of the ampunt. 1In short, a debt owed wthin
the neaning of section 2(n) of the Walth-tax Act can be
defined as a liability to pay in praesenti or in futuro an
ascertai nabl e sum of noney."

oservations made by the High Court of Gujarat in Comm s-
sioner of Walth-tax, @ijarat v. Ajit MIls Ltd.,(2) that
deduction for an ampount cl ai ned on account of liability for
gratuity /for workers and enpl oyees based on awards of the
| abour " courts and agreenments will be admi ssible deductions
in the conputation of the net wealth are plainly obiter, and
in our judgnment are not correct.

The decision of the House of Lords in Southern Railway of
Peru Ltd. v. Omen (I'nspector of Taxes) (3) that the assessee
conpany

(1) [1966] 2 S.C.R /688.

(3) [1957] A.C. 334 : 32 1.T.R 737.

(2) 55 1.T.R 556.

771

H gh Court rejected that contention. Counsel. for the
Conpany has in this appeal contended that no such concession
as is recorded in the judgnent of the H gh Court was nmade,
and in any event, the concession being on a question of [|aw
was not bi ndi ng upon the appel | ant ~Conpany.

Section 2(m) at the material time provided:

I ml5

" net wealth’ neans the anmpunt by which the aggregate val ue
conputed in accordance with the provisions of this Act of
all the assets, wherever |ocated, belonging to the assessee
on the wvaluation date, including assets required to be
included in his net wealth as on that date under this Act,
is in excess of the aggregate value of all the debts owed by
the assessee on the valuation date other than,-

(i)debts which under Section 6 are not to be taken into
account ;

(ii)debts which are secured on, or which have been incurred
in relation to any property in respect of which ~wealth-tax
is not chargeabl e under this Act; "

By s. 3 the wealth-tax is charged for every financial / year

conmmencing on and fromthe first day of April, 1957 on the
net wealth on the, corresponding valuation date “of ' every
i ndi vidual, Hindu undivided fanmily and conpany at the rate

or rates specified in the Schedule. Broadly speaking net
wealth is the difference on the valuation date between the
aggregate value computed in accordance with the provisions
of the Act of the assets belonging to the assessee and the
aggregate value of all the debts owed by the assessee. | f
there is no debt owed on the valuation date, it can
obviously not be deducted in determining the net wealth
which is liable to tax under the Wealth-tax Act.

Apart fromthe concession made by counsel for the Conpany
there is little doubt on the plain terns of the awards that
the liability to pay gratuity to the enployees of the
appel  ant Company on determnation of enploynment is a nmere
contingent liability which arises only when the enpl oynent
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of the enployee is determined by death, i ncapacity,
retirement or resignation. The relevant terns of the awards
dated October 28, 1948, Novenber 28, 1956 and October 17,
1954 are as follows:

"Gratuity should be paid............ on the follow ng,
scal e: -

1.0n the death of an enployee, while in service of the
conpany or on his becoming physically or nental |y
incapacitated for further service-one nonth’s salary for
each year of service ..............

773

was entitled to charge agai nst each year’s receipts the cost
of making provision for the retirenent paynents which would
ultimtely be payable as it had the benefit of t he
enpl oyees’ services during that year, provided the present
val ue of the future payments could be fairly estimted, were
a permssible deduction’in the conmputation of incone-tax,
have in our judgment no relevance in this case. In Southern
Rai | way of Peru Ltd" s case(’) under the legislation of Peru
a Conpany operating a railway was bound to pay its enpl oyees
conpensation —on the termnation of > their services. The
right to receive conpensation arose on disnmissal or on
termnation of the enploynment by the enployer by proper
notice, or on such termnation by the death of the enployee
or on the expiry of the term of’ the enploynent. The
conpensati on was an anount equivalent to one nmonth’'s salary
at the rate in force at the date of deternination for every
year of service. The conpany clainedin the conputation of
taxable incone, under the Inconme-tax Act, ~ 1918, to be
entitled to charge agai nst each year’s receipts the cost of
maki ng provision for the retirenment paynents ~which would
ultimately ’'be thrown on it, calculating what sumwould be
required to be paid to each enployee if he retired wthout
forfeiture at the close of the year and setting aside the
aggregate of what was required in so far -is the year had
contributed to the aggregate. It was held that the  conpany
was not entitled to nmake the deductions, but the conpany was
entitled to charge agai nst each year’'s receipts the cost of
maki ng provision for the retirement payments which’ woul d
ultimately be payable as it had the benefit  of the
enpl oyees’ services during that year, provided the present
val ue of the future paynments could be fairly estinmted. ~ The
guestion arose under the English Incone-tax Act of  1918.
Lord MacDernott observed at p. 345

say that, in conmputing his taxable profits for a particular
year, a trader, who is under a definite obligation to pay
his enpl oyees for their services in that year ail  inmediate
payment and also a future paynent in some subsequent year
may properly deduct, not only the i medi ate paynent, hbut the
present value of the future paynment, provided such  present
val ue can be satisfactorily determned or fairly estinmated."
Simlar observations were nmade in the judgnent of Lord
Radcliff.. But the House in that case was concerned to
determne the deductibility of the present value of a
liability which may arise in future in the conputation  of
taxable profits for the relevant year under the Incone-tax
Act . The sane consi derations cannot, however, apply to a
case under the Wealth-tax Act, where the liability to pay
weal th-tax is charged upon the net wealth of an assessee.
[1957] AC 334 - 32 1.T.R 737.

774

In Conmi ssioner of wealth-tax, Gujarat v. New Rajpur Mlls
Ltd. (') the assessee conpany claimed to deduct gratuity
payabl e to enpl oyees under an agreenent entered into wth
the |abour associations before the valuation date. The
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Court in that case observed that the liability was not a
debt owed by the assessee on the valuation date since the
gratuity was not payable on the valuation date, but was
payabl e only on fulfilment of the ,contingencies set out in
those agreements. But the Court proceeded to observe that
since contingent liabilities can be taken into account while
conputing the net wealth of the asseessee under s. 7(2)(a)
,the liability for paynment of gratuity under such agreenents
woul d " have to be estimated and the estinmated value of the
contingent liability would be a permissible deduction in
conputing the net wealth of the assessee. 1In our view the
first observation of the Court :is correct, but the second
is not. W will presently set out the reasons for that
Vi ew.

The alternative plea that under s. 7(2)(a) of the Act the
appel | ant Conpany is entitled to claimdeduction even if it
cannot do so ,under s. 2(n) has; in our judgment, no force.
Section 7 deals with the manner of valuation of assets. It
provides insofar as it is material

"(1) The wvalue of any asset, other than cash, for the
purposes —of this Act, shall be estimated to be the price
which in the opinion of the Walth-tax Oficer it would
fetch if sold in the open market on the valuation date.

(2) Notwi t hst andi ng anyt hing contai ned in subsection (1), -
(a)where the assessee i's carrying on a business for which
accounts are nmintained by him regularly the Walth-tax
Oficer may, instead of determ ning separately the value of
each asset held by the assessee in such business, determne
the net wvalue of the assets of the business as a whole
having regard to the bal ance-sheet of such business as on
the wvaluation date and naking such adjustnents therein as
the circunstances of the case may require;"

Section 7 falls in Ch. |l which deals with the charge of
weal t h-tax and assets subject to such charge: it is intended
to provide nachinery for determ nation of the value of
assets. It was observed in the mnority judgment in Kesoram
I ndustries & Cotton MIls' case(2) -at p.717

"By the first sub-section the Walth-tax Oficer is
authorised to estimate, for the purpose of determ ning the
(1) 56 1. T.R 544.

(2) [1966] 2 S. C R 688 : 59 1.T. R 767.

775

val ue of any asset, the price which it would fetch, if sold
in the open market on the valuation date. But this rule in
the case of a running business may often be .inconveni ent and
may not yield a true estimate of the net value of the tota
assets of the business. The |legislature has therefore pro-
vided in sub-section (2)(a) that where the assessee is
carrying on a business for which accounts are naintai ned by
himregularly, the Wealth-tax O ficer may deternine the net
value of the assets of the business as a whole, having re-
gard to the bal ance-sheet of such business as on the  val ua-
tion date and make such adjustnments therein as the circum
stances of the case may require. But the power conferred
upon the tax officer by section7(2) is to arrive at_ a
val uation of the assets, and not to arrive at the net wealth
of the assessee. Section 7(2) merely provides machinery in
certain special cases for valuation of assets, and it is
from the aggregate valuation of assets that the net wealth
chargeable to tax may be ascertained. The power conferred
upon the tax officer to make adj ustnent s as t he
circunstances of the case may require is also for the
purpose of arriving at the true val ueof the assets of the
busi ness. Sub-section (2)(a) of section 7 contenplates the
determ nation of the net value of the assets having regard
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to the bal ance-sheet and after making such adjustnment as the
circunstances of the case nmay require. It does not
contenplate determination of the net wealth, because net
wealth can only be determined fromthe net value of the
assets by maki ng appropriate deductions for debts owed by
the assessee.

The argunent raised by counsel for the assessee is that
substantially section 7(2) is a definition section, which
extends, for the purposes of the Act, the definition of the
"net wealth’ of assessees carrying on business. There is no
warrant for this argument in the | anguage used in section
7(2). Counsel was unable to suggest any rational explana-
tion why, if what he contends was the intention, Parlianment
shoul d have adopted this sonewhat roundabout way of
incorporating a definition of net wealth in a section
dealing with valuation of assets."

The majority of the Court did not express any opinion on
this question. “Fromthe terns of s. 2(nm it appears clear
that the tax officer nmust first determne the aggregate
value of _all the assets belonging to the assessee on the
val uation _date, and then determ ne the aggregate value of
all the debts owed by the assessee on the valuation date.
Excess of the aggregate value of the assets over the debts
is the net wealth. = The aggregate val ue of the assets nust
be

776

conputed in accordance with the provisions of s. 7. But in
the aggregation of the value of all the debts owed by the
assessee on the val uation date, s. 7 has no operation.

In holding in New Rajpur MIIs case() that a contingent
liability can be taken into account while conputing the net
wealth of the assessee under s. 7(2) (a), in our judgnent,
the true function of s. 7(2)(a) of the Walth-tax 'Act was
not appr eci at ed. Section 7 does not deal wth t he
conputation of net wealth. It deals with the computation of
the aggregate value of the assets.  Under s. 7 the  Walth-
tax Officer is conpetent, where the assessee is carrying on
busi ness of which accounts are nmintained regularly, to
determi ne the net value of the assets of the business as a
whol e. But in doing so he determ nes the value of the
assets of the business as a whole, and not the net wealth of
the busi ness.

The appeal therefore is partially allowed. Insofar as the
claim relates to deduction of estimated income-tax for -the
assessment year, the answer wlt be in favour of the
appel | ant -conpany, and in so far as the claim relates to
deduction of gratuity payable to the enployees of the

conpany, the answer will be in the negative. There will be
no order as to costs in this appeal
V.P.S. Appea

allowed in part.
(1) 56 I.T.R 544.
777




