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Judgement

Chitra Venkataraman, J.
These tax cases arise out of the common order of the income tax Appellate Tribunal,
relating to the assessment years 1990-91 to 1997-98. The following are the
substantial questions of law arising in these tax case appeals filed by the Revenue:

(i) Whether, in the facts and circumstances of the case, the Tribunal was right in
treating the provision for installation and service charges as a provision for an
ascertained liability and, hence, an allowable deduction?

(ii) Whether, in the facts and circumstances of the case, the provisions made year
after year far in excess of claims likely to be made be treated as accrued
expenditure?

The assessment for the assessment years 1990-91 and 1991-92 are reassessment
and the assessment for the other years are u/s 143(3).

The assessee herein is engaged in the business of trading in various office 
equipment and appliances like typewriters, duplicator papers, shredding machines,



etc. It is stated that the assessee offered one year warranty and free service during
this period. The installation and service are done by various dealers appointed by
the company. It is stated that on the sale of the electronic typewriters, the service
dealers were eligible for receiving installation charges as well as service charges.
While on the installation of every typewriter, the dealer was entitled to the
installation charges, he, however, was entitled to service charges only, on such a
claim made by the service dealer. Thus, a sum of Rs. 96 was given to the service
dealer, out of which, Rs. 14 was given immediately on installation as representing
installation charges. On the sum of Rs. 82 representing service charges for four
quarters in the warranty period, on the sales effected, the assessee created
provision in its accounts in respect of the service charges payable to the service
dealers. It is stated that out of the price of Rs. 13,13,376, a sum of Rs. 2,97,992 was
paid as service charges to the dealer during the accounting year 1992-93 and a sum
of Rs. 1,53,662 was paid during the accounting year 1993-94. Since there was no
claim from the service dealer, the balance of Rs. 8,61,721 representing the excessive
provision was offered as income for 1994-95. The assessee took the stand that even
though there might not have been a necessity to provide free service, yet, given the
obligation to provide a free service during the warranty period, it created necessary
provision in the accounts each year on the amount representing the service charges
payable to the service dealers as and when any claim was made by them. Thus, the
obligation could not be treated as a contingent liability.
2. The assessing authority pointed out that the service dealers became eligible for
the service charges only when a claim was preferred by them. In the absence of any
claim made or even a belated claim made, the provision made could only be treated
as a contingent liability and not deductible. It is also seen from the orders placed
that apart from selling the machines through their various service dealers, the
assessee also sold directly through their branches. However, as far as the servicing
of the machines were concerned, they were done through the service dealers only.

3. The assessee, in the course of the assessment proceedings, pointed out that the
service dealers appointed all over India claimed service charges as and when they
offered the service and many a times, these claims were made after prolonged
deliberations with the customers. The assessee also pointed out in the course of the
assessment proceedings that on the number of machines sold, the service charges
were calculated at the rate of Rs. 82 per machine and the provision was thus made.

4. Aggrieved by that, the assessee went on appeal before the Commissioner of 
income tax (Appeals), who confirmed the assessments for the assessment years. A 
reading of the orders passed by the Commissioner of income tax (Appeals), 
particularly the one for the assessment year 1992-93, based on which appeals in 
respect of other assessment years were decided, shows that wherever the assessee 
had a licence to install the machines, it also offered service through the network of 
service dealers and the free service of machines was guaranteed for one year during



the year of sale and the service was to be done for four quarters. The Commissioner
of income tax (Appeals) also pointed out that even though the assessee assured free
four quarterly services during the period of one year warranty, some purchasers
had not availed of the services provided by the assessee or had availed of only a
portion of the services.

5. On a perusal of the accounts, the Commissioner of income tax (Appeals) pointed
out that more than 60 per cent, of the provision made towards the service charges
remained unpaid even after more than two years from the date of sale. Thus, the
Commissioner of income tax (Appeals) came to a factual finding that the assessee
had not made the provision after taking stock of the situation properly. The
assessee had made provision even for those cases of sale where it did not have to
depend on the service dealers who had to be paid. Thus, the Commissioner of
income tax (Appeals) held that the assessee had the bulk of the provision unpaid
even at the end of two years, and on a totality of the facts, the Commissioner of
income tax (Appeals) held that the provision was made to represent some
contingent liability and it was not in respect of any ascertained liability with service
done by the service dealer in the relevant-year of accounting. He further pointed,
out that the provision was predominantly towards the services which might be done
by the service dealer in some future period, and the facts projected showed that
even such probability was less than 50 percent.
6. Aggrieved by this order, the assessee went on appeal before the income tax
Appellate Tribunal. A perusal of the order of the Tribunal shows, particularly in
paragraph 4, that the provision had been made on ad hoc basis and the liability to
make payment for the service charges arose only at the time of doing the actual
service by the dealers and the claim preferred by the service dealers after incurring
the expenditure, and it was not certain in all the cases.

7. The Tribunal further pointed out that many a times, the claims were made
subsequently after prolonged deliberations with the customers, but the liabilities
got crystallised as soon as the machine was sold.

8. Thus, pointing out that the assessee, hence, had made a provision towards the
unascertained liability, the Tribunal referred to the decision reported in Calcutta
Company Ltd. Vs. The Commissioner of Income Tax, West Bengal, and ultimately
came to the conclusion that the orders of the lower authorities merited to be set
aside. Aggrieved by this, the present appeals have been filed by the Revenue.

9. Learned standing counsel appearing for the Revenue pointed out that the
assessee had admittedly not made any provision in its accounts for the service
charges based on any scientific basis. Admittedly, the provision for service charges
was made only on the sale effected for that particular year and this method went on
without any change.



10. Learned standing counsel pointed out that it is not denied by the assessee too
that the payment of service charges was conditioned by the actual services rendered
by the service provider and the claim made by the service provider. In the
background of the fact that more than 60 per cent, of the provision remained
unpaid even after more than two years, it was clear that the provision made was
only on an ad hoc basis and not on historical basis. Considering the factual finding
of the Commissioner of income tax (Appeals) as well as by the Tribunal based on the
submissions made by the assessee, the claim of the assessee ought not to have
been allowed by the Tribunal and that the provision made, pure and simple, is of a
contingent liability.

11. Per contra, learned counsel appearing for the assessee placed reliance on the
decision of the apex court reported in Rotork Controls India (P) Ltd. Vs.
Commissioner of Income Tax, Chennai, and pointed out that considering the fact
that the assessee had been making a consistent practice of providing for service
charges in all earlier years and the Department had accepted the said method even
in the subsequent years, consistently for the method of accounting could not be
faulted with for the year under consideration. Thus, in the absence of any material
to reject the accounts maintained by the assessee, their claim could not be
negatived.

12. Learned counsel also placed reliance on the decision of the Delhi High Court
reported in The Commissioner of Income Tax Vs. Ericssion Communications Pvt.
Ltd., wherein, the Delhi High Court had followed the Supreme Court decision
reported in Rotork Controls India (P) Ltd. Vs. Commissioner of Income Tax, Chennai,
that the provision made was based on historical analysis; consequently, the claim
has to be allowed. She further made a submission that in the event of this court not
agreeing with the assessee''s submission, the matter be remanded back to the
assessing authority for a fresh consideration, based on the decision of the apex
court, so as to enable the assessee to provide further material in support of its claim
that the provision for sendee charges was made only on the basis of historical
analysis.

13. We reject the claim of the assessee on both counts. As far as the reliance placed
on the decision reported in Rotork Controls India (P) Ltd. Vs. Commissioner of
Income Tax, Chennai, is concerned, in considering the claim on a provision made for
warranty claim, the apex court held that (page 71): "a provision is recognised when:
(a) an enterprise has a present obligation as a result of a past event; (b) it is
probable that an outflow of resources will be required to settle the obligation; and
(c) a reliable estimate can be made of the amount of the obligation. If these
conditions are not met, no provision can be recognized".

14. The apex court pointed out that a liability is defined as a present obligation 
arising from past events, the settlement of which is expected to result in an outflow 
from the enterprise of resources embodying economic benefits. The case before the



apex court related to a provision made for covering the warranty in respect of sales
of valve actuators. Valve actuators are sophisticated equipment and that every item,
of sale was covered by the warranty scheme and no purchaser, was ready and
willing to buy valve actuators without warranty. The provision was made by the
assessee on account of warranty claims likely to arise on the sale effected by the
assessee. Consistently, the claim of the assessee on the provisions thus made was
allowed. The apex court pointed out that the assessee had been in the manufacture
of the valves right from 1983-84 onwards and the statistical data indicated that
every year, some of these manufactured actuators were found to be defective. Thus,
warranty became an integral part of the sale price of the valve actuators. The apex,
court pointed out that the obligation arising from past events, hence, were
recognised as an obligating event and the warrant)'' provision in the said case was
recognized because of the past events resulting in an outflow of resources. Thus, a
reliable estimate had to be made on the amount of obligation. Thus, the apex court
pointed out that all the three conditions which were necessary for the recognition of
the provision, namely, the past obligation resulting in the outflow of resources, the
insistence of the purchasers for a warranty considering the past events indicating
defective actuators likely to enter into the market and, thirdly, the warranty clause,
becoming part of the sale price of the valve actuators leading to a reliable estimate
to be made of the amount of the obligation therein, stood satisfied in that case, The
apex court further pointed out that the assessee in the said case provided for
warranty on historical trend. Thus, the apex court pointed out that the appropriate
method in respect of considering the provision made towards warranty is a
historical trend, since it specified the actual concept and the matching concept to
determine the historical trend. Thus, the apex court pointed out:
For determining an appropriate historical trend, it is important that the company 
has a proper accounting system for capturing relationship between the nature of 
the sales, the warranty provisions made and the actual expenses incurred against it 
subsequently. Thus, the decision on the warranty provision should be based on past 
experience of the company. A detailed assessment of the warranty provisioning 
policy is required particularly if the experience suggests that warranty provisions are 
generally reversed if they remained unutilized at the end of the period prescribed in 
the warranty. Therefore, the company should scrutinize the historical trend of 
warranty provisions made and the actual expenses incurred against it. On this basis 
a sensible estimate should be made. The warranty provision for the products should 
be based on the estimate at year end of future warranty expenses. Such estimates 
need reassessment every year. As one reaches close to the end of the warranty 
period, the probability that the warranty expenses will be incurred is considerably 
reduced and that should be reflected in the estimation amount. Whether this should 
be done through a pro rata reversal or otherwise would require assessment of 
historical trend. If warranty provisions are based on experience and historical 
trend(s) and if the working is robust then the question of reversal in the subsequent



two years, in the above example, may not arise in a significant way.

15. Thus, the apex court pointed out that the provision has to be made based on
reliable estimation of the obligations. Unless the three conditions recognising the
liability are satisfied, the claim could not be automatically allowed as a provision
made on a historical trend. Satisfied of the assessee''s claim therein answering the
requirements, the apex court granted the relief to the assessee therein.

16. As far as the decision of the Delhi High Court reported in The Commissioner of
Income Tax Vs. Ericssion Communications Pvt. Ltd., relied on by the assessee is
concerned, the Delhi High Court pointed out, on an analysis of facts, that the policy
and principles as regards the provision for warranty were made by the assessee on
scientific basis and not on an ad hoc method. The scientific method was consistently
applied by the assessee company for its business throughout the world and that the
consistent application of the provision thus entitled the assessee for a deduction.

17. Applying the law declared by the apex court to the facts of the case herein, one
can draw an inference that the provision for the service charges payable by the
assessee by way of warranty provision is not made on any scientific data.
Admittedly, the provision made was only on ad hoc basis, a fact which is recorded by
the Tribunal. The said fact is further strengthened by the fact that even though the
warranty period is for one year and the assessee has to make payment to the
service provider as and when a demand is made, normally, such payment claim has
to come during the period of warranty or within a reasonable time. Even though the
agreement that the assessee had with the service provider is not placed before this
court, nor was it placed before the authorities below, nevertheless, a reading of the
Commissioner''s order relating to the assessment year 1992-93 makes the facts
clear by reason of the fact that more than 60 per cent, of the provision remained
unpaid even after more than two years since the date of sale. This aspect persuaded
the Commissioner of income tax (Appeals) to come to the conclusion that the
assessee had not made the provision after taking stock of the situation properly.
The assessee pleaded before the officer that the service charges were made
immediately on the sale of the typewriter and the installation done by the service
provider. The assessee does not deny the fact that the service charges payable to
the dealer arises only as and when a claim is made by the service provider. In none
of these assessment years, the assessee had pleaded that the provision made in the
accounts towards the service charges were reversed within a reasonable time, or for
that matter, any analysis was made by the assessee at the end of any of these years,
to contend that the provision was made only on a scientific basis on a historical
analysis of the facts as regards the sales as well as the service charges claim made
by the service provider or an obligation arising out of the past events.
18. Learned counsel for the assessee submitted that the assessee may be given a 
chance to produce the agreement and the materials to show that the provision was 
made for the service charges based on past obligation. We do not find any



justification to grant the plea, since the facts pleaded by the assessee are very clear
in this case. Further, the claim that the provision was made on historical trend is a
new line of argument taken before this court apparently inspired by the law laid
down by the apex court reported in Rotork Controls India (P) Ltd. Vs. Commissioner
of Income Tax, Chennai, The facts pleaded before the authorities clearly point out
that the provision for service charges was made as and when a sale was effected
during that particular year. It cannot be denied as a matter of fact that in the course
of none of these assessments before the authorities, a claim was made by the
assessee that the provision was made based on historical analysis of the facts
relating to sales and service charges payable during the warranty period and the
past events resulting in an outflow of resources.

19. As already pointed out in the preceding paragraphs, the decision of the Supreme
Court relied on by the assessee, in fact, goes against the fact pleaded by the
assessee.

20. Thus, given the factual finding that the provision made by the assessee was on
ad hoc basis only when the consistent contention admitted by the assessee
throughout had been that on every sale made, the provision was made in the
accounts based on the number of sales effected every year as regards the service
charges, we do not find, any useful purpose would be served by remanding the
matter back to the Tribunal, or for that matter, to the assessing authority.

21. If really the provision made was otherwise based on the past experience,
certainly, the figures would not have stayed as having a correlation to the sales, or
for that matter, as the Commissioner of income tax (Appeals) observed, more than
60 per cent, of the provision would not have remained unpaid even after more than
two years from the date of sale.

22. In the background of the above, we have no hesitation in setting aside the order
of the Tribunal, thereby restoring the order of the Assessing Officer. The Tribunal,
while observing that the provision was only made on ad hoc basis, committed a
serious error in law in holding that such ad hoc provision would nevertheless qualify
for deduction. In view of the above, the tax case appeals stand allowed. No costs.
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