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ACT:

I ncome-tax Act, 1922, ss. 10(1) and 10(2)(xv)-Di sputed and
unpaid sales tax whether a perm ssible 'deduction-Liability
accrues in Year of 'sale and not when sales tax demand is
quantified or finally determ ned-Were nercantile system of
accounting is adopted amount is deductible when Iliability
accrues and the tinme when, Iliability is discharged is
irrelevant-Position is - not changed even when entries in
books of account are nmade at a | ater date.

HEADNOTE

The appellant was a public Ilimted conmpany doing the
business of jute and manufacturing of jute goods. It
followed the mercantile system of accounting.- Before the

Income-tax Officer in connection with the assessnent year
1955-56 the appellant clained a deduction on account of
assessed sales-tax. The demand of sales-tax waS - contested
by the appellant before the higher sal es-tax authorities but
before the matter was finalised the Income-tax Oficer
conpleted the assessnent. He disallowed appellant”s claim
for deduction of sales tax on the ground that the liability,

to pay sal es tax had not been accented by the appellant and
no provision had been nade inits books with regard to
payment of the assessed ampunt. The authorities Linder. the
Act dism ssed the appeals. The H gh Court in reference was
of the opinion that unpaid and disputed sales tax Lliability
could not formthe basis of a claimfor deduction In appea

by special leave to this Court the appellant submitted that
sal es tax paid or unpaid woul d be admi ssi bl e deducti on under
s.10(2)(xv) as well as s. 10(1) of the Incone-tax Act, 1922,

and that where the nercantile system of accounting was
observed the deduction would be pernissible in the year to

which the liability relates irrespective of the point of
time when the liability has been actually di scharged.
HELD: Under all sales tax laws including the statute

applicable to the present case the noment a dealer makes
ei ther purchase or sales which are subject to taxation, the
obligation to pay tax arises and taxability 1is attracted.
Al t hough that liability cannot be enforced till t he
gquantification is effected by assessment proceedings, the
liability for paynent of tax is independent of t he
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assessment. In the present case the liability had even been
quantified. The liability could not cease to be one nerely
because the assessee had taken proceedings before higher
authorities. An assessee that follows the nercantile system
of accounting is entitled to deduct fromthe profits and
gains of the business such liability which had accrued
during the period for which the profits and gains were being
conputed even though it had to be discharged at a future
date. [281B-F]

Conmi ssi oner of Incone-tax West Bengal Il v. Royal Boot
House, 75 |I|.T.R 507 and Pope The King Match Factory v.
Conmi ssi oner of Incone-tax Madras, 50 I.T.R 495, applied.
278

The contention that since the assessee had failed to debit
the liability in its books of accounts, it was debarred from
claimng the sane as deduction either wunder s.10(1) or
s.10(2)(xv) of the Act could not be accepted. Wether the
assessee is entitledto a particular deduction or not wll
depend' on the provision of lawrelating thereto and not on
the view which the assessee might take of his rights nor can
exi stence or absence of entries in the books of accounts be
deci sive or conclusive in the mtter. [282 C E]

The appeal nust accordingly be all owed.

JUDGVENT:

ClVIL APPELLATE JURI SDI CTI ON: Civil Appeal No. 1899 of 1967.
Appeal by special leave fromthe judgnment and order dated
August 24, 1966 of the Calcutta Hi gh Court in Income-tax
Reference No. 91 of 1962.

G C. Sharma, F. Kuwnaria, B. R~ Diwan and  P. K
Mukherjee, for the appellant.

Jagadi sh  Swarup, Solicitor-Ceneral, P. L.
Junej a,

R N. Sachthey and B. D. Sharma, for the respondent.

The Judgrment of the Court was delivered by

Grover, J.-This 1is an appeal by special I|eave from the
judgrment of the Calcutta H gh Court in an Incone-tax
Ref er ence

The assessee who s the appellant is a public limted

conpany doi ng the business of jute and manufacturing of jute
goods. The nethod of accounting foll owed by the assessee is
the nercantile system During the assessnent year 1955-56
(the previous year ended on 31st Decenber, 1954), the
assessee clained a deduction of Rs. 1,49, 776/on account of
sales tax deternmined to be payable by the sales tax
authorities on the sales made by the assessee  during  the.

aforesaid previous year. The sequence of dates nmay be
nentioned. The incone tax return was filed on 13th January,
1956. The demand notice was served by the Sales Tax

authorities on the 21st Novenber 1957. On 9th Novenber,
1959, the assessee filed a revised return claimng the
af oresaid deduction. The assessee had taken the order by
whi ch the demand for such tax had been created to the higher
departnental authorities, as it was contesting its liability

to the extent that had been determ ned. The | ncone-tax
O ficer, however, conpleted the- assessnment on 11th March
279

1960 before any final decision was given in the proceedings
relating to the assessnent of sales tax. According to the
Income Tax Oficer, the assessee was not entitled to claim
the deduction of the aforesaid amount of sales tax inasmuch
as it had denied its liability to pay that amount and had
made no provision in its books with regard to the payment of
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that anmount. The Appellate Assistant Conm ssioner confirnmed
the order of the Incone-tax Officer. The Appellate Tribuna
di smissed the,, appeal of the assessee. The follow ng
guestion of law was referred by the Tribunal for the opinion
of the Hi gh Court: --
"Whet her on the facts and in the circunstances
of the case, anobunt of Rs. 1,49,776/-. which
was cl ainmed by the assessee as a deduction on
account of sales tax was deductible as a
busi ness expense?"
The High Court was of the opinion -that unpaid and disputed
sales tax liability could not formthe basis of a claim for
deduction for the purposes of incone tax. The reasoning of
the Hi gh Court mainly was that for the purpose of claimng a
deduction wunder s. 10(2) (xv) or the Income Tax Act, 1922
(hereinafter called the "Act"), mere legal liability was not
enough. There had to be an expenditure in the first place
and it must be laid Qut or expended wholly and exclusively
for the purpose of “such business.. The H gh Court further
hel d t hat unpai d and di sputed sal es tax could not be validly
deducted in the conmputation of business inconme even under s.
10 (1) of the Act.
It has been submitted on behalf of the assessee that sales
tax paid or unpaid woul d be adm ssi bl e deduction under s. 10
(2)(xv) as well as/under s. 10 (1). It is pointed out that
if the nethod of accounting adopted by the assessee is cash
system, it would qualify for deduction-only-in the year in

which it has been' actually paid. If the nethod of
accounting is mercantile system then the deduction will be
perm ssible in the year to which the liability relates

irrespective of the point of tinme wheel the liability has
actual been discharged. Section (10)5 provides that in sub-
section (2) "paid" neans actually paid or incurred according
to the nmethod of accounting upon-the basis of which the
profits or gains are conputed, under the section. The
argunent proceeds that in order

19- L1245 Su Cl/71
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therefore, that sales tax may qualify for deduction under S.
10 (2) (xv), it has to be in the nature of an ' expenditure

which has either been actually paid during the vyear  of
account or for the paynent of which, the liability has -been
incurred in the accounting year, according as the nmethod of
accounting followed by the assessee is cash system or
nercantile system It is indisputable that the  amunt of
sales tax paid or payable by the assessee is an ’'expendi-
ture’” wthin the meaning of S. 10 (2) (xv). The ampunt in
guestion was thus a kind of expenditure about  which there
can be no doubt that it had been laid out or expended wholly
or exclusively for the purpose of business carried on by the
assessee.

The submi ssion on behalf of the assessee in the alternative
is that apart fromvalid deductibility of sales tax ‘as an
expenditure wunder S. 10 (2) (xv) of the Act, it is a
perm ssi bl e deduction even under S. 10 (1). The profits  of
a business which are to be assessed to tax nmust be rea

profits and they have to, be ascertained on ordinary
principles of comrercial trading and conmercial accounting.
VWere an assessee is under a liability or is bound to make
certain paynent fromthe gross receipts, the profits and
gains can only be net anmpunt after ’'such an anount s
deducted fromthe gross profits or receipts.

In Comi ssioner of Income-tax, Wst Bengal Il v. Royal Boot
House, (1) it was held that where the assessee followed the
nercantile system of accounting and, without disputing the
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liability to pay the Sal es Tax had nade a provision for its
paynment in its account even though he had not actually paid
the tax over to the authorities, the assessee was entitled
to deduction in respect of the provision for sales tax from
his inconme under S. 10(2) (xv) of the Act. It was, pointed
out that under the provisions of the Sales Tax statutes, the
liability to pay the tax was not dependent upon assessnent
or demand but was an obligation to pay the tax either
annual ly, quarterly or nonthly, as the case night be. Thi s
case was and has been sought to be distinguished by the
Revenue on the- ground that the liability to pay the Sales
Tax had not been disputed and the assessee had nade a

provision for its paynent inits account As, wll be
presently

(1) 75 1.T.R 507.

281

seen this distinction is wthout substance and does not
affect the true l'egal position

Now under all sales tax laws including the statute wth
which we _are concerned, the nmonent a dealer nmakes either
purchases  or —sales which are subject to taxation, the
obl i gation to pay the tax arises and taxability is
attracted. Although that liability cannot be enforced till
the quantificationis effected by assessment proceedings,
the liability for paynent of tax is independent of the
assessment. It is significant that in the present case, the
liability had even been quantified and a demand had been
created in the sumof Rs. 1,49,776/- by means of the notice
dated 21st Novenber, 1957 during the pendency of the
assessnment proceedi ngs - before the Income Tax Oficer and
before the finalisation of the assessnment. It is not
possi bl e’ to conprehend how the liability woul'd cease to be
one because the assessee had taken proceedings before higher
authorities for getting it reduced or wiped out so |long as
the contention of the assessee did not prevail with regard
to the quantumof liability etc. An assessee that follows
the nercantile systemof accounting is entitled to deduct

from the profits and gains of the business such “liability
whi ch had accrued during the period for which the profits
and gai ns were being conputed. It can-again not be disputed
that the liability to payment of sales tax had accrued

during the year of assessnent even though it had to be
di scharged at a future date. In Pope The King Match Factory
v. Conmi ssioner of Incone-tax, Madras (1) a demand for
excise duty was served-on the assessee and though he was
objecting to it and seeking to get the order ~of the
Col I ector of Excise reversed, he debited that amunt in his
accounts. on the |ast day of his accounting year and cl ai med
that anount as a deductible all owance on the ground that he

was keeping his accounts on the nercantile basis. The
Madras H gh Court had no difficulty in holding that the,
assessee had incurred an enforceable legal liability on and

from the date on which he received the Collector’s ' demand
for paynent and that his endeavor to get out of  that
liability by preferring appeals could not in any way detract
fromor retard the efficacy of the liability which

(1) 50 I.T.R 495.

28 2

had been inposed upon himby the conpetent excise authority.
In our judgnent, the above decision lays down the |aw
correctly.

The nmain contention of the |earned Solicitor General is that
the assessee failed to debit the liability in its books of
accounts and, therefore, it was debarred fromclaining the
same as deduction either under section 10 (1) or under s. 10
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(2) (xv) of the Act. W are wholly unable to appreciate the
suggestion that if an assessee under sone m sapprehensi on or
nmstake fails to make an entry in the- books of account and
al though under the | aw, a deduction nust be allowed by the
Income Tax Oficer, the assesses will lose the right of
claimng or wll be debarred from being allowed that
deduction. Wether the assessee is entitled to a particular
deduction or not wll depend on the provision of [|aw
relating thereto and not on the view which the assessee
m ght take of his rights nor can the existence or absence of
entries in the books of account be decisive or conclusive in
the matter. The assessee who was mai ntai ni ng accounts on the
nercantile systemwas fully justified in claimng deduction
of the sumof Rs. 1,49,776/being the anbunt of sales tax
which it was |iable under the |aw to pay during the rel evant
accounting year. it nay be added that the liability remained
in tact even after the assessee had taken appeals to higher
aut horities or~ Courts which failed. The appeal is
consequently allowed and the judgnent of the H gh Court s
set aside. The question which was referred is answered in

favour of the assessee “and -against the Revenue. The
assessee will be entitled to costs in this Court and in the
H gh Court.

Appeal al | owed.
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