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The assessnent year in question is 1978-79. The two
guestions which are to be answered in this appeal are:
i) Whet her the appellant is liableto be taxed
under the Income Tax Act, 1961 (referred to
hereinafter as the "Act") in respect of the
i nterest on doubtful advances credited to the
i nterest suspense account?

ii) Whet her two separate limts apply for the
pur poses of conputing disall owance under

Section 40A (5) of the Act where an enpl oyee
retires and ceases to be in empl oynent during

the previous year, so that one Limt wll apply
in respect of the anmpunts and benefits received
by himas an enpl oyee and another for the

amounts and benefits received by himas a

f ormer enpl oyee.

The Hi gh Court answered both the questions in favour
of the Revenue and agai nst the Assessee.
Bei ng aggrieved the appellant has approached this Court.
As far as the first question is concerned, the H gh Court
answered it in the affirmative relying on the decision of this
Court in State Bank of Travancore vs. Conm ssioner of
Income Tax . In the decision of State Bank of Travancore
Vs. Conmi ssioner of Incone Tax the minority opinion
expressed by Tul zapurkar, J, was that the stickiness of
advances or | oans objectively established to the satisfaction of
the Taxing Authorities by furnishing a proper material, is
sufficient to prevent the accrual of interest thereon as rea
i ncome and woul d have the affect of rendering such incone
hypot hetical. Therefore the interest cannot be brought to tax
irrespective of the nethod of accounting followed, provided the
assessee was able to establish to the satisfaction of the Taxing
Authority that the [ oans had in fact becomes sticky during the
concerned year or years by producing proper material and that
the assessee had invariably followed the practice of carrying
the interest of such |loans to interest suspense account instead
of crediting the same to interest account or profit and | oss
account with the additional safeguard of offering the same for
taxation if and when it was subsequently realized.
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The majority view, however was that carrying certain
amounts whi ch had accrued as interest without treating it as
a bad debt or irrecoverable interest but keeping it in suspense
account woul d be repugnant to Section 36(1)(vii) read with
Section 36 (2) of the Act. Were the nercantile system of
accounting was followed and | oans had not been witten off
the anpbunts accrued on the | oans were income assessable to
t ax.
The question again arose for consideration before a
bench of three Judges in the case of UCO Bank Vs.
Conmi ssi oner of Incone Tax (1999) 237 ITR 889, where
the Court affirnmed the minority view of Tul zapurkar J, in
State Bank of Travancore's case. The assessnent year in
guestion in that case was 1981-82. The interest on | oans the
recovery of which was doubtful had not in fact been recovered
by the assessee bank for the last three years and had been
kept in a suspense-account and had not been brought to the
profit and | oss account of the assessee because the ampunts
were not likely to be realized.” The Court found that this
net hod of accounting was in accordance with established
accounting practice. Additionally it was held that the Centra
Board of Direct Taxes had issued a circular on 6th Cctober
1952 stating that theinterest on sticky |oans which were
entered in the suspense account need not be included in the
assessee’ s assessabl e income provided the lLnconme Tax O ficer
was satisfied that there was no real probability of the | oans
bei ng repaid.

Al t hough the 1952 circular was wthdrawn in June
1978 in view of the decision of the Kerala Hi gh Court to the
contrary in State Bank of Travancore vs. Conm ssioner of
I nconme Tax (1977) 110 I TR 336, the principle was
reintroduced by the Central Board of Direct Taxes by another
Crcular dated 9th Cctober, 1984. The 1984 Circular clarified
that up to the Assessnent years 1978-79 the taxability of
interest on doubtful debts credited to suspense account woul d
be decided in the light of the Board' s earlier G rcular dated 6th
Cct ober, 1952 as the said Circular was w thdrawn only in
June, 1978. Wth effect from 1979-80 t he new procedure
prescribed under the 1984 circul ar would apply. ~The
procedure prescribed is not relevant for our purposes. But it is
clear that the circular issued in 1978 was effectively set aside
and rendered ineffective.
The Court in UCO Bank’s case (supra) was of the view
that these Circulars dated 6th Cctober, 1952 and 9th Cctober,
1984 were binding on the authorities under Section 119(1) of
the Act. The Court was al so of the view that the judges in
State Bank of Travancore (supra) did not have the occasion
to consider the 1984 circul ar and proceeded on the
assunption that the 1978 circular was in force. The Court
did not agree with the concl usion expressed by the majority in
State Bank of Travancore and said: -
"The rel evant circulars of CBDT
cannot be ignored. The question is
not whether a circular can override
or detract fromthe provisions of the
Act: the question is whether the
circular seeks to mitigate the rigour
of a particular section for the benefit
of the assessee in certain specified
circunstances. So long as such a
circular is in force it would be
bi ndi ng on the departnenta
authorities in view of the provisions
of Section 119 to ensure a uniform
and proper admnistration and
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application of the Income Tax Act".
(para 18, pg. 610)

Therefore the assessnment year in question in this appea
shoul d have been dealt with by the Department in accordance
with the 1952 Circul ar under which the interest on doubtfu
| oans coul d not be brought to tax.

The decision of the Hi gh Court on the first question
havi ng been based on the decision in State Bank of
Travancore must be held to be incorrect in view of the
subsequent judgment of this Court in the case of UCO Bank
Vs. Conmmi ssioner of |ncone Tax.

As far as the second question is concerned, Section 40A
(5) in so far as it is relevant provided: -

"40A. Expenses or paynents not

deducti bl e in certain circunstances.\ 027

(1) The provisions-of thi's section shal

have effect notwithstanding anything to

the contrary contained in any ot her

provision of this Act relating to the

conput ation of i ncome under the head

"Profits and gains of business or

pr of essi on".

(2) (a) xxx XXX XXX
(b) xxx XXX XXX

(3) XXX XXX XXX

(4) XXX XXX XXX

(5) (a) Wiere the assessee\ 027

(1) i ncurs any expenditure

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

(i) xxx XXX XXX

then, subject to the provision of
Cl ause (b), so nmuch of such
expenditure or allowance as is in
excess of the limt specified in
respect thereof in Clause (c) shal
not be all owed as a deduction

XXX XXX XXX

(c) The limts referred to in clause
(a) are the follow ng, nanely:-

(i) in respect of the expenditure referred
to in sub-clause (i) of Cdause (a), in the
case of an enpl oyee, an anount

calcul ated at the rate of five thousand
rupees for each nonth or part thereof
conprised in the period of his

enpl oyment in India during the previous
year, and in the case of a fornmer

enpl oyee, being an individual who ceases
or ceased to be the enpl oyee of the
assessee during the previous year or any
earlier previous year, sixty thousand
rupees:

The issue is - when an enpl oyee ceases to be in
enpl oyment during the previous year, is the enployer entitled .
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to deduction at the rate of Rs. 5,000/- p.m as long as the

enpl oyee was in enploynent and again up to the linmt of Rs.

60, 000/ - when the enpl oyee retires?

The Cal cutta High Court in the case of Hindustan

Motors Limted Vs. Conmi ssioner of |Incone Tax (1985)

156 I TR 223 construed the provisions of Section 40A (5) (c)
cane to the conclusion that for the period that an enpl oyee
remains in service he is to be treated as an enpl oyee and al
paynments nmade to him as an enpl oyee would be allowed as a
deduction within the permissible nonthly limt. After that

peri od, when such an enpl oyee retires, he is to be treated as a
former enpl oyee and paynents nade to himas former

enpl oyee again ought to be deductible within the perm ssible
l[imt. The Court was of the view that any other construction of
such section under which such an enployee is treated only as
"an enpl oyee" or as a "former enployee" in the year in

guesti on woul d render one part or the other of the section
nugatory. ‘The Court rejected the subm ssion on behalf of the
Revenue that the status of the enployee as on the | ast date of
the previous year shoul d be taken into consideration for the
purpose of fixing the limt of deductions. The Court said if this
contention was to be accepted then the salary paid to the

enpl oyee whil e he wasin enmpl oyment cannot be taken into

account in determning the ceiling of allowable deduction

under Section 40A (5).  The Court referred to Section 40A (5)(a)
and noted that the first proviso thereunder provided a ceiling
of Rs. 72,000/- on the perm ssible deduction or of

expenditure or allowances consisting of the aggregate of four
different types of expenses and al |l owances nentioned

thereunder. Simlarly, under Section 40A (6) where any
expenditure was incurred by an assessee on paynent of fees

as well as on paynent of salary to that enployee, the

deduction in respect of such expenditure was limted to Rs.

60, 000/- in the aggregate. The Court noted that wherever the

| egi sl ature had intended to limt the expenditure taking the

di fferent contingencies into account it has nade the
appropriate provision by prescribing an aggregate ceiling.
Section 40A (5) (a), (i) read with Section 40A(5) (c) (i) of-the Act
did not refer to any aggregate amount of deduction al'though
two di fferent contingencies were provided therein. The Court
was al so of the viewthat if the contrary interpretation were
accepted, the enployer woul d defer the payment of the

gratuity or any other sum payable to an enpl oyee on his

enpl oyment to the subsequent accounting year to get out of

the mischief of the ceiling prescribed under Section 40A (5) (c)
(i) of the Act. This could not have been the intention of the
legislature. Finally, it was held that if a provision of a taxing
statute was reasonably capabl e of nore than one

interpretation, that interpretati on which was favourabl e and
beneficial to the assessee nust be accepted, even if it results
in his obtaining a doubl e advant age.

The Bonbay Hi gh Court disagreed with the reasoning. It

relied on the definition of "salary" in Section 17 which

i ncl uded pension, gratuity and other retiral benefits. It has
al so noted that under Section 45A (c) (i) the expression

"“enpl oyee" conmes within the definition of expression "forner

enployee". It held that the status of an "enpl oyee" on the | ast
date of the relevant previous year would have to be seen for
fixing the imt of deduction. It held that there were no

separate limts prescribed by Section 40A (5). There was only
one limt in respect of the "salary" and, therefore, the object
was to limt the deduction of expenditure on account of
"salary" and that Iimt was the single one of Rs. 60, 000/-
Learned counsel appearing on behal f of the appellant has
urged that the view expressed by the Calcutta Hi gh Court in
www.taxcode.in
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H ndustan Mdtors Vs. Comm ssioner of |Income Tax should

be accepted. As far as the respondents are concerned, they
have reiterated the reasoning of the Bonbay H gh Court and

have submitted in addition that the word "and" in Section 40
A(5) (c) (i) should be read disjunctively as "or". Severa
deci si ons have been cited in support of this principle of

i nterpretation.

We are of the opinion that the opinion expressed by the

Bonbay Hi gh Court is correct. The intention of the Legislature
was to fix limts of deduction under the various clauses of sub
section (5) of Section 40A. |If the view accepted by the
Calcutta High Court were to be accepted the fixation would be
nmeani ngl ess as the limts would vary depending on the date on
whi ch an enpl oyee may retire. According to the Calcutta High
Court’s view if an enployee serves for 12 nonths, and retires
on the last day of the previous year, the enployer would be
entitled to claima deduction of Rs.60,000/- on account of

sal ary paid to an enployee while in service and another limt
of Rs. 60, 000/- on account of 'salary’ paid to the enployee on
retirement. I n other words, the enployer would be entitled to a
deduction of two different amounts.

Yet Clause (c) (ii) of sub section (5) of Section 40A speaks
of "an amount”. This would indicate that the enployer is only
entitled to deducti on of -one anbunt. Cause (c)(i) also speaks
of an enpl oyee as being not only one who has ceased to be in
enpl oyment, but one who ceases to be in enploynent. In
respect of the latter it is assunmed that the enpl oyee served for
a period but ceases to be so enployed during the previous year
in question. |In such a case, the -section expressly provides for
alimt on the deduction of Rs:60,000/-

Expl anation (2)(a) in sub section (5) of Section 40 A
provi des:

"Expl anation 2. \026 In this sub-

section, -

(a) "Sal ary" has the meaning

assigned to it in clause (1) read with
clause (3) of section 17 subject to
the follow ng nodifications, nanely:-

(1) in the said clause (1), the
word "perquisites” occurring in
sub-clause (iv) and the whol e of
sub-clause (vii) shall be omtted,;

(2) in the said clause (3), the
references to "assessee" shall be
construed as references to

"enpl oyee or fornmer enpl oyee"

and the references to "his

enpl oyer or forner enployer”

and "an enpl oyer or a forner

enpl oyer" shall be construed as
references to the assessee"

Section 17 as it then stood defined ’'salary’ as:

(i) wages;
(ii) any annuity or pension

(iii) any gratuity; .
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(iv) any fees, conmi ssion,
perquisites or profits in lieu of
or in addition to any salary or

wages;
(v) any advance of sal ary;
(vi) the annual accretion to the

bal ance at the credit of an
enpl oyee participating in a
recogni zed provident fund, to
the extent to which it is
chargeabl e to tax under rule 6
of Part A of the Fourth
Schedul e of an enpl oyee
participating in a recogni zed
provi dent fund, to the extent to
which it i's chargeable to tax
under sub-rule (4) thereof".

In terms of this there is'only one linmt for all salary
what ever it may be conprised of whether wages or term na
benefits.

Rel i ance on the use of the word "aggregate" in the first
provi sos to Section 40A(5)(a) and in Section 40A(6) was inapt.
Both the proviso and sub section (6) deal with different kinds
of payment or expenditure which therefore necessitated the
use of the word "aggregate". Thus the first proviso refers to:
"(a) the expenditure and
al |l owance referred to in sub-
clauses (i) and (ii) of this
cl ause; and

(b) the expenditure and
al | owance referred to in sub-
clauses (i) and (ii) of clause (c)
of section 40".

Simlarly sub section (6) refers to

"(a) such expenditure by way of
fees, or

(b) where the assessee has
also incurred in relation to
such person any expenditure
by way of salary referred to in
sub-clause (i) of clause (a) of
sub-section (5), the aggregate
of such expenditure by way of
fees and by way of salary".

Sub section (5)(c) on the other hand as we have seen
speaks of an "amount" and "sal ary" indicating a single
deduction where the use of the word "aggregate" was uncall ed
for.
We woul d therefore affirmthe answer given in the
i mpugned judgnent to the second question in favour of the
revenue and hold that only one Iimt is prescribed for
deduction on account of salary whether paid to an enpl oyee in
service or a retired enployee in any one previ ous year
The appeal is accordingly partially allowed. No order as
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to costs.
Cvil Appeal No. 311 of 2001

This appeal is partially allowed without any order as to
costs in view of our judgnent in Cvil Appeal No.310 of 2001.
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