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ACT:

i ncomre Tax- Deduction of bonus-Bonus relating to 1947 Paid in
1949-Claim for deduction for account year 1949-System of
accounting by assessee-Principle of reopening of accounts-If
appl i cabl e-1 ndian Income-tax Act, 1922 (11 of  1922), ss.
10(2) (x), 10(5).

HEADNOTE

The respondent conpany paid to its enmployees Rs. 1,08, 325/--
as bonus for the year 1947 in the cal endar year 1949, as a
result of the award of the Industrial Tribunal dated January
13, 1949. Thi s anpbunt was debited by the company in its
profit and loss account for the year 1948 and t he
correspondi ng credit was given to the bonus payabl e account.
The books for 1948 were not closed till the date of the
awar d of the Industrial Tribunal. For——the rel evant
assessment year, 1950-51, the conpany clainmed that under s.
10(2) (x) of the Indian Incone-tax Act, 1922, it was entitled
to an all owance in respect of the ampunt paid as bonus, but
the claimwas rejected by the Incone-tax authorities on the
ground that according to the nmercantile system of “accounti ng
which was followed by the assessee the year to which the
liability was properly attributable was the calendar / year

1947 and not 1949. It was the case of the |ncone-tax
authorities that it was a legal liability of the  assessee
whi ch arose in 1947 and shoul d have been estimated and Put
into the accounts for 1947, and that, if necessary, the
amounts for the vyear 1947 should be reopened. [t —was
admtted that the bonus in the instant case was a profit
bonus.

Held: (i) It was only when the claimto profit bonus, if

made, was settled anmicably or by industrial adjudication
that a liability was incurred by the employer, who followed
the nercantile system wthin s. 10(2)(x), read wth s.
10(5), of the Indian Incone-tax Act, 1922; and as it was
only in 1949 that the claimto profit bonus was settled by
an award of the Industrial Tribunal, the only vyear the
l[iability could be properly attributed to was 1949.

(ii) The system of reopening accounts was not applicable
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under thescheme of the Indian | nconme-tax Act.

(iii) The words "Year in question.” in proviso (b) to
s.10 (2)(x) of the Act meant "year in respect of which bonus
was pai d".

JUDGVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeal No. 587 ,of 1963.
Appeal by special leave fromthe judgment and order dated
Novermber 30, 1960 of the Madhya Pradesh H gh Court, in
M scel | aneous Civil Case No. 73 of 1960.

K.N. Rajagopal Sastri ‘and R N sachthev, for the
appel | ant .

S. K. Kapoor, S. Murty and K. K. fain, for the respondent,
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April 17, 1964. The judgnent of the Court was delivered by
SIKRI, ~J.-The respondent, Swadeshi Cotton & Flour MIlls,
hereinafter referred to as the assessee, is a limted
conpany which owns and runs a textile mll at Indore. For
the assessnent year 1950-51 (accounting year cal endar year
1949), which was its first year of assessnent under the
I ndi an | ncone-tax Act, 1922 (hereinafter referred to as the
Act) it clainmed that under s. 10(2)(x) of the Act it was
entitled to an allowance in respect of ‘the sum of Rs.
1,08,325/- which it had paid as bonus for the year 1947 in
the calendar year 1949, as a result of the  award of the
Industrial Tribunal, dated January 13, 1949. The claim of
the assessee was not accepted by the Incone Tax authorities.
The Appellate Tribunal held that it was a liability relating
to an earlier year and not the year 1949. However, on an
application by the assessee it stated a case and referred
two questions. W are concerned only with one which reads
t hus:

"Whether on the facts and in the circunstances of the case
the assessee is entitled to claima deduction of bonus of
Rs. 1,08,325/- relating to the cal endar year 1947 in the
assessnment year 1950-517?

The High Court of Madhya Pradesh answered the question in
the affirmative. The appel l ant, having failed to get a
certificate wunder s. 66A(2) of the Act, obtained specia
| eave fromthis Court, and that is how the appeal is before
us.

The facts and circunstances referred to in the question have

been set out in the statenment of the case. Unfortunately,
the facts are neagre, but since the appellant is content to
base his case on a few facts, which will be referred to

shortly, it is not necessary to call for a further statenent
of the case.

The facts, in brief, are as follows. The assessee paid as
bonus to its enployees the sumof Rs. 1,08,325/9/3 for the
cal endar year 1947 in terns of an award made on January 13,
1949 wunder the Industrial Disputes Act. This amunt was
debited by the assessee in its profit and | oss account for
the year 1948 and the corresponding credit was given to the
bonus payable account. The books for 1948 had not been
closed till the date of order of the Industrial Tribunal
January 13, 1949. This bonus was in fact paid to the
enpl oyees in the cal endar year 1949, the rel evant assessnent
year being 1950-51.

The Appel | ate Assistant Comm ssioner had further found that
upto 1946 when the order for paynent of bonus used to be
received before the conmpany’s accounts for the year were
finalised, the amount of bonus used to be in fact
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debited to the profit and | oss account of the respective
year. this finding is repeated by the Appellate Tribunal in
its appellate order.

On these facts the | earned counsel for the appellant, ,M.
Sastri, contends that according to the mercantile system of
accounting, which is followed by the assessee, and on which
its profits have been conputed for the accounting cal endar
year 1949, the vyear to which the Iliability 1is properly
attributable is the calendar year 1947 and not 1949. He

says that it was a legal liability of the assessee which
arose in 1947 and shoul d have been estimated and put into
the accounts for 1947. In the alternative he has invited us

to reopen the accounts for the year 1947, following the
practice which,according to him obtains in Engl and.
| nour opinion, the answer to the question nust depend on
theproper interpretation of s. 10(2)(x), read wth s.
10(5), of theAct. ~These provisions read as follows: -
"s. 10(2)(x)-Any sumpaid to an enployee as
bonus or conmission for services rendered,
where such sumwoul d not have been payable to
himas profits or dividend if it had not been
pai d as bonus or comm ssion
Provided that the anount of the bonus or
conmi ssion-is of a reasonable anobunt wth
reference to-
(a)the pay of the enployee and t he
conditions of his service-,
(b)the profits of the business,  profession
or vocation for the year in question; and

(c)the gener al practice i'n simlar
busi nesses, professions or vocations."
S. 10(5)-1n sub-section (2), "paid' neans

actually paid or incurred according to the
met hod of accounting uponthe basis of | which
the profits or gains are conputed under  this
section;..."
If we insert the definition of the word "paid in/  sub-cl
(x), it would read as foll ows:
any sumactually paid or incurred according to
the nethod 'of accounting upon the basis of
which the profits or gains are conputed under
this section, to an enpl oyee as bonus..."
As the assessee’'s profits and gains have been conputed
according to the mercantile system the question, using
for .he time being the terns of the clauses, cones to this:
"Has this sum of Rs. 1,08,325/- been incurred by the
assessee according to the mercantile systemin the cal endar
year 1947 or 1949?"
813
At first sight the sentence does not read well, but the
meaning of the word "incur’ includes "to becone liable to’
Therefore, the question boils down to:
"In what vyear did the liability of this sum of Rs.
1, 08,325/- arise, according to the nercantile system? "
The nercantile system of accounting was explained in_ a
judgrment of this Court in Keshav MIls Ltd. vs. Conmi s-
sioner of Incone Tax, Bonbay(1l) thus:-
"That systembrings into credit what is duc, inmediately it
becormes |l egally due and before it is actually received, and
it brings into debit expenditure the amount for which a

legal liability has been incurred before it is actually
di sbursed. "
These observations were quoted with approval in Calcutta

,Co. Ltd. vs. Commissioner of Incone Tax, West Bengal (2).
On the facts of this case, when did the legal Iliability
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arise in respect of the bonus? This depends on the facts of
the case and the nature of the bonus awarded in this case.
This Court has exami ned the nature of profit bonus-it is
conmon -round, that the bonus with which we are concerned
with was a profit bonus-in various cases. It is explained
in Miir MIls v. Suti MIls Mazdoor Uni on( 3) t hat
"there .are two conditions which have to be satisfied before
a demand for bonus can be justified and they are (1) when

"wages fall short of the living standard, and (2) the
i ndustry rmakes huge profits part of which are due to the
contribution "Whi ch the workmen make in i ncreasi ng
producti on. The demand for bonus becones an industria

cl ai mwhen either or both these conditions are satisfied."

This nmatter was again considered in the case of Associated

Cenent Co. v. Their Wrknmen(4). This Court observed: -
"It is relevant to add that in dealing wth
the ~concept of bonus this Court ruled that
bonus i s neither a gratuitous paynent made by
the enployer to his worknmen nor can it be
regarded as a deferred wage. According to
this decision, where wages fall short of the
living standard and the industry makes profit
part of which is due to the contribution of
| abour, a claimfor bonus can be legitimtely

made. "
[1953] S.C. R 950. (2) [1960] 1 S.C.R 185
[1955] 1 S.C. R 991. (4) [1959] S.C-R 925
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In 1961, this Court was able to say that "the right to
cl ai m bonus whi ch has been universally recogni sed by indus-
trial adjudication in cases of enploynent falling under the-
said Act has now attained the status-of a legal right.
Bonus can be clainmed as a natter of right provided of course
by ’'the application of the Full Bench formula it is ' shown
that for the relevant year the enployer has sufficient
avail abl e surplus in hand." (Vide Gaj endragadkar, J., as lie
then was, in Wirknmen v. Hercul es Insurance Co.(1).
The Indian Tea Association v. Wrknmen(2) this Court’/ held
that "the profit bonus can be awarded only by reference to a
rel evant year and a claimfor such bonus has therefore to be
made fromyear to year and has to be settled either am cably
between the parties or if a reference is made, it has to be
determ ned by Industrial adjudication. A general claim for
t he introduction of profit bonus cannot be made or
entertained in the formin which it has been done in the
present proceedings."

It follows fromthe above decisions of this

Court that:-

(a) worknmen are entitled to nake a claim to

profit bonus if certain condi tions are

sati sfied;

(b) the workmen have to nake a claim from

year to year;

(c) this claim has either to be settled

am cably or by industrial adjudication; and

(d) if there is aloss or if no claim is

made, no bonus will be pernissible.
In our opinion it is only when the claimto profit bonus, if
made, is settled am cably or by industrial adjudication that
a liability is incurred by the employer, who follows the
nercantile systemof accounting, withins. 10(2)(x), read
with s. 10(5) of the Act.
On the facts of this case, it is clear that it was only in
1940 that the claimto profit bonus was settled by an award
of the Industrial Tribunal. Therefore, the only vyear the
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liabiiity can be properly attributed to is 1949, and hence
we are of the opinion that the Hgh Court was right in
answering the question in favour of the assessee.

The second contention of the | earned counsel does not appea
to us. W are of the opinion that this system of reopening
accounts does not fit in with the scheme of +the Indian
Income Tax Act. W have already held in Conm ssioner of
I ncome Tax, Madras v. A Gajapathy Naidu, Madras(,) that as
far as receipts are concerned, there -,an be no reopening
[1961] 2 S.C. R 995. (2) [1962] Supp. (1) S.C. R 557.
(3)Al.R 1964 S.C. 1653.
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of accounts. The sane would be the position in respect of
expenses. But even in En-land accounts are not opened in

every case. Halsbury gives various instances in footnote
(m at p. 148. Vol.20. M. Sastri has relied on various
English cases but it is unnecessary to refer to themas Lord
Radcliffe explains the position in England, in Southern
Rai | way of Peru Ltd. v. Onen(1) thus:
"The courts have not found it inpossible
hitherto to nake considerable adjustnments in
the actual fall of receipts or paynents in
order to arrive at a truer statenent of the
profits of successive years. After all, that
is why income and expenditure accounting is
preferred to cash accounting for this purpose.
As | understand the matter, the principle that
justified the attribution of something that
was in. fact, received in one year to the
profits. of an earlier year, as in such cases
as |saac Holden and Sons v. Inland Revenue
Conrs. (1924) 12 Tax Cas. 758 ~and Newcastle
Breweries Ltd. v. Inland Revenue Conrs. (1927)
12 Tax Cas. 927 was just this, that the
paynment had been earned by services given in
earlier year and, therefore, a true statenent
of profit required that the year which had
borne the burden of the cost should have
appropri at ed to it the benefit of t he
recei pt."
The principle nentioned by Lord Radcliffe would not apply to
a profit bonus. As stated above, a profit bonus is strictly
not wages, at least not for the purpose of conputing
liability to incone tax; it is not an expense, in the
ordinary sense of the term incurred for ~the purpose of
earning profits. A fortiori profits have already been nmade.
It is nore like sharing of profits on the basis of a certain
f or mul a.
One other point raised by M. Sastri remmins. He urged that
the word "for the year in question" in the proviso to sub-s.
10(2) (x) mean "for the year in which allowance is “clained."
We are unable to agree with him The words 'for the year in
guestion’ nean the year in respect which bonus is paid.
In the result, the appeal fails and is dism ssed with costs.
Appeal dism ssed
(1), [1957] A.C 334.
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