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Summary  

The Delhi bench of Income Tax Appellate Tribunal (ITAT), in a recent decision1 in the case of a joint venture (JV), 

has allowed tax deduction of gratuity payment to employees transferred from the JV partners to the JV under 

section 37 of the Income-tax Act, 1961 (the Act).  

The ITAT observed that the taxpayer was required to pay gratuity as per the terms and conditions of appointment 

for such employees. Accordingly, it held that the payments constituted a contractual obligation of the taxpayer, 

and hence should be treated as being incurred wholly and exclusively for business purposes. 

Facts of the case  

 The taxpayer is a JV with other telecom 

companies (JV partners), and renders telecom 

support services to several telecom 

operators.  

 At the time of incorporation, certain 

employees of the JV partners were 

transferred to the JV. The taxpayer agreed to 

consider the past period of service while 

computing gratuity/ex-gratia payable on 

retirement/resignation from employment 

with taxpayer. 

 During the year under consideration, the 

taxpayer paid gratuity/ex-gratia to employees 

transferred from JV members.  

 The tax officer contended that part of the 

gratuity expenditure is in respect of services 

of the employees which were rendered to 

earlier employers (i.e. JV partners), and not to 

the taxpayer.  

 Further, the tax officer also observed that the 

duration of service of employees with the 

                                            

1 DCIT vs. Indus Towers Ltd [TS-324-ITAT-2019 (DEL)]  
2 Commission of Income tax (Appeals) 
3 Under Section 37(1) of the Act 

taxpayer is less as compared to the duration 

of service with the earlier employer. 

 Hence, the tax officer disallowed the gratuity 

expenditure on the ground that it is not 

incurred wholly and exclusively for business 

purposes. 

 The first appellate authority2 did not support 

the reasoning of the tax officer, and held that  

gratuity payments were contractual 

obligations and hence allowable as 

deduction3.  

 Subsequently, an appeal was filed before the 

ITAT. 

 

Arguments by the tax department 

 It was argued that the expenditure has not 

been incurred wholly and exclusively for 

business purposes. 

 The tax authorities stated that such gratuity 

payments were capital and non-recurring in 

nature and related to earlier period, and 

hence not allowed as deduction. 
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 The tax authorities also contended that there 

is a bar on the allowability of deduction4 of 

gratuity payments under general provisions 

since there is already a specific deduction5 

allowed under other provisions of the Act. 

 

Arguments by the taxpayer  

 The taxpayer stated that payments for 

gratuity were as per the terms and conditions 

of employment, and hence constituted a 

contractual obligation. 

 The taxpayer also relied on an apex court 

decision6 wherein it is held that payment for 

contractual obligation would be a business 

expenditure.  

 The taxpayer also submitted that payment of 

ex-gratia to their employees is a general 

practice and based on the principles of 

commercial expediency.  

 

ITAT observation and ruling 

 The ITAT placed reliance on the judicial 

precedent7 highlighted by the taxpayer 

wherein it was held that if the entire amount 

of gratuity is not allowable under Section 

36(1)(v) of the Act, the balance amount would 

necessarily have to be allowed as business 

expenditure under general provisions8.   

 Further, in view of the fact that gratuity was 

actually paid, the provisions of Section 40A 

(7) would not apply.  

 Thus, the ITAT held that the gratuity 

payment, being contractual in nature, is 

allowed as a business expenditure. 

 

  

                                            

4 Under section 37(1) of the Act 

5 Under section 36(1)(v) of the Act 
6 Kerala Road Lines vs CIT (2008) 168 Taxman 308(SC) 

7 CIT vs Premier Cotton Spg. Mills Ltd (2003) 131 Taxman 79 

(Mad.) 
8 Under section 37(1) of the Act 

Our comments 

The ruling would be relevant in cases where the 

obligations of entities undergoing corporate 

restructuring are contractually discharged by the 

newly formed/acquiring entities.  

 

It may be noted here that while contribution made 

to an approved gratuity fund is covered by section 

36(1)(v), the payment of gratuity directly to 

employees is not covered therein. Thus, classifying 

such payments under section 37 (being a general tax 

deduction provision) of the Act by the ITAT is 

consistent to that extent. The ratio of the case also 

asserts the expansive application of section 37 of the 

Act. 
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