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Background 

The Bombay High Court in the case of The Wallace 
Flour Mills Co. Ltd.

1
 (the taxpayer) held that the 

reimbursement of employee related benefits including 
retrenchment compensation payments made to the 
employees of its transferred unit as per the terms of an 
agreement, is wholly laid out or expended for the 
purpose of the business and therefore is allowed as 
business expenditure under Section 37 of the Income-
tax Act, 1961 (the Act).  

Facts of the case 

 The taxpayer had four industrial business units. 
Under a business reorganisation, two of the units 
were transferred by the taxpayer to its newly 
formed wholly owned subsidiary company.  
 

 Under the terms of the transfer, the taxpayer was 
to bear retrenchment compensation and other 
retirement benefits attributable to the services of 
the employees with the taxpayer upto the date of 
transfer (if any) payable by the subsidiary to the 
employees of the transferred unit. Pursuantly, the 
taxpayer made payment as a contractual liability 
arising out of this term in the year under 
consideration. 
 

 The Assessing officer held that the event of 
transfer of business was not incidental to the 
carrying on of the business but an extraordinary 
happening which did not constitute the taxpayer’s 
business. Hence did not allow the payment as 
business expenditure. 

 
 

________________________ 

1
 The Wallace Flour Mills Co. Ltd v. CIT [ITR No. 104 of 1999]  dated 26 

August 2016  – Taxsutra.com 

 

 The Commissioner of Income-tax (Appeals) 
(CIT-A), held that the expenditure incurred was 
pursuant to the transfer agreement and was 
made to facilitate carrying on of business 
without any hindrance.  Hence the CIT- A 
deleted the adjustment.   
 

 Upon an appeal, the Income–tax Appellate 
Tribunal (the Tribunal) observed that the 
retrenchment compensation was paid 
subsequent to the transfer of the unit. Though 
the said amount is referable to the services 
rendered by the recipients to the taxpayer, the 
same cannot be considered as an expenditure 
laid out wholly and exclusively for the purpose 
of the taxpayer’s own business. Also, the 
liability by way of such compensation could not 
have been ascertained or quantified at the time 
of transfer. Accordingly, the Tribunal upheld 
the disallowance of the amount. 
 

 The taxpayer challenged the decision of the 
Tribunal before the High Court. 

Issue: 

Whether reimbursement of employee related 
benefits including retrenchment compensation 
payments made to the employees of its transferred 
unit can be said to be laid out or expended wholly 
and exclusively for the purpose of its business 
within the meaning of Section 37 of the Act. 
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 The amounts paid is not by way of 

retrenchment compensation per se but a 

discharge of commercial obligation. 

 

 In respect of the argument that the liability 

arose after the cessation of the business of 

taxpayer and hence cannot be considered as 

expenditure for the purpose of business, it has 

been observed as follows: 

 

 The taxpayer cannot be said to have 

closed its business after it transferred two 

of the four units to another company.  

 

 The decision of the Supreme Court in the 

case of Gemini Cashew Sales 

Corporation
4
 has to be distinguished 

because there was no closure of business 

as a whole in the current case. Hence the 

findings therein could not be applied to the 

current case. 

 

  The Supreme Court in the case of W. T 

Suren and Co. Ltd.
5
 held that payment of 

gratuity made by taxpayer to transferee 

was expenditure wholly laid out or 

expended for the purpose of business of 

taxpayer and was an allowable deduction.  

 

 In view of the above, the payment made by the 

taxpayer to its subsidiary is an amount 

expended for the purpose of its business and is 

thus admissible deduction. 

Our comments 

In the instant case, the Bombay High Court has 

dealt with the allowability of reimbursement of 

employees benefit including retrenchment 

compensation paid to the employees of the 

transferred unit under Section 37 of the Act. The 

High Court observed that even if the payments 

pertain to units transferred, as long as the 

payments made demonstrate commercial 

expediency and for the purpose of conducting 

business efficiently, the same are to be treated as 

incurred for the purposes of the business and 

therefore allowed as business expenditure. 
 

 

 

 

 

 

 

 

 

_______________________ 

4
 CIT v. Gemini Cashew Sales Corporation [1967 ] 65 ITR 643 (SC) 

5
 W. T Suren and Co. Ltd v. CIT [1998] 230 ITR 643 (SC) 

High Court’s ruling 

 The term “wholly and exclusively” does not 

mean “necessarily. Any sum of money 

expended on the ground of commercial 

expediency and in order indirectly to facilitate 

the carrying on of the business of the taxpayer 

have to be read disjunctively
2
. 

 

 A sum of money expended, not of necessity and 

with a view to a direct and immediate benefit to 

the trade, but voluntarily and on the grounds of 

commercial expediency, and indirectly to 

facilitate the carrying on of the business, may 

yet be expended wholly and exclusively for the 

purposes of the trade
3
.  

 

 The agreement for transfer of units states that 

the transfer was made with a view to re-organise 

the business and to run and operate the units 

under a separate corporate existence for better 

administration and control.  

 

 With view to ensure that the retrenchment 

compensation is not required to be paid at the 

date of transfer, the taxpayer provided for a 

stipulation in the transfer agreement that the 

services of the employees shall not be 

interrupted by the transfer and the transferee 

shall be liable to continue the employees in the 

latter's employment with all obligations to pay 

wages, emoluments and benefits, including 

benefits in respect of gratuity, retrenchment 

compensation, provident fund and retirement 

benefits. As a condition for taking over these 

obligations, which were otherwise the 

obligations of the transferor company, the 

transferee was entitled to claim reimbursement 

of such costs from the taxpayer when actual 

payments were done. 

 

 This contractual obligation undertaken by the 

taxpayer is with a view to conduct its business 

more efficiently. 

 

_______________________ 
 

2
 Gorden Woodroffe Leather Manufacturing Co. v. CIT [1962] 44 ITR 551 

(SC) 
3
 British Insulated and Helsby Cables Ltd. v. Atherton [1926] A.C. 205; 

which was also followed in Tata Sons Ltd. v. CIT [1950] 28 ITR 460 (Bom) 
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Merely because the payments are in respect of units 

that have been transferred does not disentitle the 

taxpayer to claim expenditure if the same can be 

proved that they have been made for future conduct 

of business smoothly. The existence of commercial 

expediency is a question of fact and the burden 

rests on the taxpayer to demonstrate the same.  
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