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ACT:

Income Tax Act, 1922 (11 of 1922), s. 10(2)(iii)-Interest
pai d on unpai d bal ance of purchase price of assets ‘acquired
for a business-Wether such unpaid bal ance anbunts to a
| oan- Therefore whether interest allowable as a deduction on
borrowed capital --O whether allowable as a deduction under
s. 10 (2) (xv).

HEADNOTE
The assessee conpany was incorporated with the object of
taking over certain passenger and ferry services on the
Konkan Coast. The ass conpany purchased the assets required
for its business fromthe Scindia Steam Navi gation Conpany
and paid part of the consideration by allotting its own
fully paid shares, |leaving the -balance unpaid-: It was
provided in the contract of purchase that interest at 6.  per
cent per annumwould be paid to the Scindia Conpany on any
unpai d bal ance until the whole of it was fully paid.
The Income Tax authorities disallowed the claim. of the
assessee conpany in the computation of its profits and gains
for deduction of such interest paid to the Scindia Steam
Navi gati on Conpany, and the Hi gh Court affirned that -view.
HELD : Interest paid by the assessee conpany was a
perm ssi bl e deduction under s. 10(2) (xv). [779 F- (G
Per Shah and Sikri JJ.-BY s. 10(2) (iii) only interest paid
in respect of capital actually borrowed for the purpose of
the business, profession or vocation, is a permssible
al  owance. An agreenent to pay the bal ance of consideration
due by the purchaser does not give rise to a loan. Although
a |loan of nmoney undoubtedly results in a debt, every debt
does not involve a loan. In this case the wunpaid balance
did not anount to capital borrowed and the interest paid
thereon could not therefore be allowed as a deduction under
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s. 10(2) (iii). [774 H, 775 B-C, 776 C DO

Metro Theatre Bonmbay Ltd. v. CI.T., (1946) 14 |.T.R 638
and V. Ranmaswam Ayyangar and another v. C.I.T., Madras,
(1950) 18 I.T.R 150, referred to and approved.

C.1.T., Midras v. S. Ranmsay Ungar, (1947) 15 |1.T.R 87,
di sti ngui shed

Subba Rao J. reserved his opinion on the application of
cl. (iii) of sub-s. (2) of s. 10 of the Indian |ncone-tax
Act, 1922 to the claimfor deduction of the interest paid.
[771 B]

JUDGVMVENT:

ClVIL APPELLATE JURI SDICTION: Civil Appeals Nos. 1023-1024

of 1963.

Appeal s fromthe judgnent and order dated August 9, 1962, of

the Bonmbay Hi gh Court in Incone-tax Reference No. 3 of 1961
A V. Viswanatha Sastri, T. A Ramachandran, J. B

Dadaéhanji, O C. Mathur and Ravinder Narain, for thé
Appel | ant-(in-both the appeal s).
771

C. K. Daphtary, Attorney-General, K N Rajagopala Sastri,
R H  Dehbar and 'R N.” Sachthey, for the respondent (in
both the appeals).

The Judgrment of J. C/ Shah and S. M Sikri JJ. was delivered
by Shah J.

Subba Rao J. | agree with the conclusion, but I would prefer
not to express my view on the construction of cl. (iii) of
Subs. (2) of s. 10 of the Indian1ncome-tax Act, 1922.

Shah J. The Bonbay Steam Navi gation Conmpany - Ltd. which
plied its passenger and ferry services on the Konkan coast:
and in the Bonbay harbour was amal gamated with effect from
June 30, 1952 with -the Scindia Steam Navigation | Conmpany
Ltd.-hereinafter called "the Scindias". The schene of
amal gamati on was sanctioned by the H gh Court of Bonbay and
the Scindias were authorised by the schene to float and
establish a joint stock conpany with the object of taking
over the services on the Konkan coast and in the /'Bonbay
harbour which were originally plied by the Bonbay Steam
Navi gation Co. Ltd. Pursuant to this authority the Bonbay
St eam Navi gati on Co. (1953), Private Ltd.-hereinafter called
"t he assessee Conpany" was incorporated on August 10, 1953.
The assessee Conpany contracted with the Scindias on August
12, 1953 to purchase certain steaners, Jlaunches, boats,
barges, buildings, furniture, fixtures and vehicles for a
consideration provisionally estimated at Rs. 80 lakhs. It
was provided by the agreenent that the price of the assets
sold will be satisfied by allotment to the Scindias of
29,900 shares credited as fully paid-up of the face value of
Rs. 100 each in the share capital of the assessee’ Conpany,
and the balance will be treated by the assessee Conpany as a
loan granted by the Scindias. The agreenent by «cl.  3(b)
provi ded for payment of interest at 6% on the unpai d bal ance
of the purchase price. clause stood as follows:

"The bal ance shall be treated by t he
Transferee Conpany as a loan granted by the
Transferor Conpany secured by a Promissory
Note duly executed by the Transferee Conpany
in favour of the Transferor Conpany and unti

it isrepaidin full it shall carry interest
of 6% per annum (sinple) and shall be further
secur ed by hypothecation of all novabl e

properties of the Transferee Conpany in favour
of the Transferor Conpany.
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On final valuation of the assets transferred it was found
that the assessee Conpany was liable to pay Rs. 81,55,000 to
the Scindias. By a supplenmental agreenent dated Septenber
16, 1953, the agreenent was rectified and the original cl
3(b) was substituted with retrospective effect from August
12, 1953 by the foll ow ng clause:
"The bal ance shall be paid by the Transferee
Conpany to the Transferor Conpany on
conpletion of the transfer referred to in
Cl ause 2 above and until it is repaid in ful
the said balance or so rmuch thereof as for the
time being remains unpaid shall carry interest
of 6% per annum (sinple) and shall further be
secur ed by -~ hypot hecati on of all novabl e
properti es of the Transferee Conpany in favour
of 't he Transferor Conpany. $$
In proceedings for assessnent of tax for the assessnent
years 1955-56 and 1956-57 the Incone-tax Officer, Conpanies
Crcle Il (1), Bonbay, disallowed the claimof the assessee
Conpany in the conmputation of its profits and gains, for
al  owance of Rs. 2,74,610 paid by it to the Scindias in the
account year ending June 30, 1954, as interest on the
out standi ng bal ance of purchase price due by it and for
al l owance of Rs. 2,86,823 paid as interest in the year
ending June 30, 1955. The order of the Income-tax O ficer
was confirmed by the Appellate Assistant Comrissioner and by
the Appellate Tribunal. The Hi gh Court of Bonmbay answered
the follow ng question submtted by the Income-tax Appellate
Tribunal in the negative:
"Whet her on the facts andin the circunstances
of the case the said sumof Rs. 2,74,610 and
Rs. 2,96,823 being the interest paid by the
assessee is allowabl e as a deducti on under the
I ncome-tax Act under any of the sections
10(2)(iii), 10(2)(xv) or 10(1) ="

Wth certificate of fitness under S. 66A(2) of the |ncome-

tax Act, the assessee Conpany has appeal ed to this Court.

In the computation of profits and gains of —the business
carried on by it the assessee Conpany clainmed the two
amounts paid as perm ssible all owances underS. 10 (2) (iii)
or under S. 10 (2) (xv). Alternatively, the assessee
Conpany clained that in the conputation of the true profits
of ’'the business wunder S. 10 (1) the amunts paid as
interest are necessarily allowable. Section 10, by the
first clause, provides :

"The tax shall be payable by an assessee under
the head ’'Profits "and gains of business,
prof essi on or vocation

773

in respect of the profit or gains 'of any
busi ness, profession or vocation carried on by
him"

Tax is payable under s. 10(1) by an assessee on its profits
or gains earned in the business, profession or vocation
carried on by himin the year of account. |[If no business at
all is carried onin that year; liability to tax does not
ari se under s. 10(1).

Clause (iii) of sub-s. (2) of s. 10 provides :
"Such profits or gains shall be conputed after
nmaki ng the foll owi ng all owances, nanely : -
(iii) in respect of capital borrowed for the
pur poses of the business, profession or
vocation, the amount of interest paid."
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The proviso - and the Explanation with which we are not
concerned in these appeals need not be set out.
The expression "such profits or gains" in sub-s. (2) on the
plain |anguage used by the Legislature nmeans profits or
gains of a business carried on in the year of account. In
the conputation of profits and gains of a business carried
on in the year of account, allowances set out in cls. (i) to
(xv) are permssible : sone of these permissible allowances
are of the nature of revenue outgoings, and others are of
the nature of capital outgoings. Goss profits or gains
must undoubtedly be of the nature of revenue receipts. But
in the conputation of taxable profits fromthe receipts of
the business, not only revenue deductions but certain
capital deductions are permtted to be nade, e.g. deprecia-
tion, suns paid to ~scientific research associ ati ons,
expenditure of a capital nature on scientific research and
ot her expenditure of a capital nature. By cl. (iii) of sub-
s. (2), interest paid-in respect of capital borrowed for the
purpose of the business, profession or vocation is a
perm ssible all owance in the conputation of the profits or
gai ns. The expression "capital” used in cl. (iii) in the
context in which it occurs means noney and not any other
asset, -for interest is payable on capital borrowed and
i nterest beconmes payabl e on a | oan of nobney and not on any
ot her asset acquired under a contract. /Interest paid need
not however bear the character of a revenue outgoing. To be
adni ssi bl e as an all owance under cl. (iii), interest nust be

paid in respect of capital borrowed :-interest paid, but not
in respect of capital borrowed cannot be all owed.

There was in the present case, in truth no capita
borrowed by the assessee Conpany. To “recapitulate the
facts: the
774

assessee Conpany purchased the assets required for its
busi ness from the Scindias “and paid part of t he
consideration by allotting shares of the value of Rs.
29,99, 000 |eaving the balance of 'Rs. 51,56, 000 unpai d. In
cl. 3(b) of the contract as originally executed it was
recited that this amobunt was to be treated as a loan by the
Scindias to the assessee Company, but  with retrospective
operation the covenant was nodified, and the anobunt due was
to be treated as bal ance of purchase noney renaini ng unpai d.

M. Viswanatha Sastri argued that the assessee Conpany
owed a debt of Rs. 51,56,000 to the Scindias, paynent  of
whi ch was secured by the execution of a prom ssory note and
a charge on the assets of the assessee Conpany. The
substance of the transaction, according to Counsel, was a
loan given by the Scindias to its subsidiary-the assessee
Conpany-for procuring the assets required for carrying on
the business, even though the formal transaction did not
record it as a loan, and as a contractual liability to pay a
debt was incurred, the Court would be justified in regarding
the transaction as one involving borrowing of the ' anount
agreed to be paid by the assessee Conpany. It was said that
if the assessee Conpany had borrowed the anount of Rs.
51, 56, 000 from a stranger and had paid t he entire
consideration to the Scindias, interest paid to the stranger
woul d indisputably be an allowance admssible in the
conput ati on of taxable profits of the assessee Conpany, and
there was no reason why a different principle should be
applied when the Scindias in substance had nmade t he
requi site funds available to enable the assessee Conpany to
purchase the assets. The transaction with the vendor could
be regar ded, it was also urged, as a conposite
transaction(i) a transaction of borrowi ng Rs. 51,56,000 from
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the Scindi as and (ii) a transaction for paynment of the
entire consideration due for purchasing the assets from the
Sci ndi as.

In our judgnent this is not a permissible approach in
ascertaining the true nature of the transaction. The
parties had agreed that assets of the value of Rs. 31,55, 000
be taken over by the assessee Conpany from the Scindias.
Qut of that consideration Rs. 29,99,000 were paid by the
assessee Conpany and the balance renmined unpaid. For
agreeing to deferred paynment of a part of the consideration
the Scindias were to be paid interest. An agreenent to pay
the bal ance of consideration due by the purchaser does not
in truth give rise to aloan. A loan of noney undoubtedly
results in a debt, but every debt does not involve a |oan
Liability to pay a debt nmay arise from diverse sources,

775

and a loan is only one of such sources. Every creditor who
is entitled to receive a debt cannot be regarded as a
| ender. If the requisite anbunt of consideration had been
borrowed " from a stranger interest paid thereon for the
pur pose of carrying on the busi ness woul d have been regarded
as a permissible allowance; but that is wholly irrelevant in
considering the applicability of cl. (iii) of sub-s. (2) to
the problemarising in this case. The Legislature has under
cl. (iii) permtted as an allowance interest paid on capita
borrowed for the purposes of the business; if interest be
paid, but not on capital borrowed, cl. (iii) will have no
application.

In Metro Theatre Bonbay Ltd. v. Comm ssioner - of |ncone-
tax(1l) the Bonbay H gh Court held that a mere purchase of a
capital asset on a long-termcredit with a stipulation for
paynment of interest on the reduced bal ance did not anount to
borrowing capital wthin the neaning of s. 10(2)(iii).
Under an arrangenent to receive a Jlong-term |ease of
property the assessee in ‘that case agreed to pay the
consideration stipulated in half-yearly instalments spread
over a nunber of years with interest at five per cent on the

bal ance out st andi ng. Interest  paid on the balance was
di sal | owed as a perm ssible deduction in conputing the tota
assessabl e incone. In Metro Theatre's case(l) liability to

pay interest arose under an agreenent to receive a lease .in
future, whereas liability in the present case arises under
an agreenent to pay under a conpleted sale transaction the
bal ance of consideration unpaid. But that is not” a rea
ground of distinction. The anmobunts in both the cases were
paid as interest, but ih neither case was interest paid in
respect of capital borrowed.

In V. Ramaswam Ayyangar and Anr v. Conmi ssioner of
I ncome-tax, Madras(2) the assessee who was carrying on a
noney- | endi ng business <clainmed that in conputing his
busi ness inconme he was entitled under s. 10(2) “(iii) to
deduct interest paid on death duty to the Governnent of
Ceylon on properties left by a deceased person. The Court
negatived the claimfor such deduction. The anount which
was not paid as death duty was used for the purposes of the
business, but it <could in no sense be regarded as a
borrowing from the Government of Ceylon. The Court held
that s. 10(2) (iii) contenplates lending of noney and
borrowing of the Ilender’s nobney by the borrower wth a
contractual stipulation for repayment with interest on the
loan : if a loan so borrowed is enployed in or for the
purpose of the business of the assessee interest paid on
such loan is a perm ssible deduction
(1) (1946) 14 1. T.R 638.
(2) (1950) 18 I.T.R 150.
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But an anount due under a statute cannot be regarded as
borrowed capital, for the expression "capital borrowed"

predicates the relation of a borrower and a |ender, which
rel ationship did no exist in that case.

The principle of Comm ssioner of |Incone-tax, Madras V. S
Ransay Unger(1) on which strong reliance was placed by M.

Vi swanat ha Sastri does not cone to his aid, for in that case
the Court held on the facts and circunmstances that in
substance the transaction which gave rise to the Iliability
to pay interest was one of borrowi ng capital and therefore
the whole of interest debited in the books of the assesses
nmust be allowed as interest paid on such capital.

We therefore agree with the H gh Court that the claim for
deduction of the ampunt of interest under S. 10 (2) (iii) is
not adni ssi bl e.

But in our judgnent interest paid by the assessee Conpany
is a permissibl e deduction under 'S. 10(2) (xv) which permts
"any expenditure not being an allowance of the nature
described in any of the clauses (i) to (xiv) inclusive and
not being in the nature of capital expenditure or persona
expenses of the assessee |laid out or expended wholly and
exclusively for the purpose of such business, profession or
vocation" as a perm ssible allowance in the computation of
profits or gains of the business carried on in the year of
account. Paynment of /interest is expenditure; but it is not
an all owance of the nature described in-cl. (iii) and there
is no other clause'in cls. (i) to (xiv) to which the paynent
of interest on unpaid bal ance of consideration for sale of
assets may be attracted. The expenditure was incurred after

the comencenent of the business. |le expenditure is not
for any private or donestic purposes of  the assessee
Conpany. It is in the capacity of a person carrying on

busi ness that this interest is paid.

The question then is whether the -expenditure is of a
capital nature. It is not easy ordinarily to evolve a
test for ascertaining whether in a given case expenditure is
capital or revenue, for the deternination of the question
nust depend upon the facts and circunstances of ‘each’ case.
Ile Court has to consider the nature and ordinary course of
business and the objects for which the expenditure is
i ncurred. The assessee Conpany urged that the paynment~ of
interest was revenue expenditure for the purposes of the
busi ness of the assessee Conpany, because in the event of

(1) (1947) 15 1.T.R 87.

777
failure to pay interest accruing due the Scindias would
enforce the hen, and the business of the assessee Conpany
woul d cone to an -end and that in any event the expenditure
was necessary on grounds of business expedi ency and i ncurred
in order directly -or indirectly to facilitate the  carrying

on of business. |If the principal or the interest accruing
due was not paid the Scindias had undoubtedly a right to
enforce their lien against the assets of the assessee

Conpany’ s busi ness, but that cannot be regarded as a -round
for holding that the expenditure fell withins. 10 (2) (xv).
Even in respect of aliability wholly wunrelated to the
busi ness, it would be open to a creditor to sequester the
assets of the assessee’s business and such sequestrati on may
result in stoppage of the operations of the business.
Expenditure for satisfying liability wunrelated to t he
busi ness even if incurred for avoi ding danger apprehended or
real to the conduct of the business cannot be said to be
revenue expenditure. Nor can it be said that because a
l[iability has some relation to the business which is carried
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on, expenditure incurred for satisfaction of such Iliability
is always to be regarded as falling within s. 10(2) (xv).
Whet her a particular expenditure is revenue expenditure
i ncurred for the purpose of business nmust be deternined on a
consi deration of all the facts and circunstances, and by the

application of principles of comercial trading. The
guestion nust be viewed in the larger context of business
necessity or expediency. |If the outgoing or expenditure is

so related to the carrying on or conduct of the business,
that it may be regarded as an integral part of the profit-
earning process and not for acquisition of an asset or a
Ti ght of a permanent character, the possession of which is a
condi tion of the carrying on of the busi ness, the
expenditure mmy be regarded as revenue expenditure in a
recent case State of Madras v. G J. Coelho(l) this Court to
consi der the permissibility of a deduction under s. 5(e) of
the Madras Pl antations Agricultural Income-tax Act, 1955.
Section 5(e), it may be observer, is in terns simlar to s.
10 (2) (xv) - of the Incone-tax Act. Section 5 Pernmts
deductions of various itens of expenditure in t he
conput ation of agricul tural income. ~Cause (e) provides for
the deduction of any expenditure incurred in the previous
year (not being in the nature of <capital expenditure or
personal expenses ~of the assessee) laid out or explended
whol |y and exclusively for the purpose of plantation. The
assessee in that case had purchased an estate consisting of
tea, coffee and rubber plantations in‘the Nlgiris mountains
for Rs. 3,10, 000.

(1) (1964) 53 I.T.R 186.
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He borrowed Rs. 2,90,000 on interest and clainmed to deduct
the interest paid out of the incone of the plantations in
the assessnment year 1955-56. The cl aim was made under cls.
(e) and (k) ,of s. 5. The claimunder cl. (k) was not
admi ssi bl e because interest was not payable on the anobunts
borrowed and actually spent . on the plantations in the

previous year, and the sole question which fell to be
det erm ned was whether it was a perm ssible allowance /under
s. 5(e). It was held that the payment of interest was not

in the nature of capital expenditure in the year of account.
The Court held that paynment of interest even in respect of
capital borrowed for acquiring assets to carry on business
nmust be regarded as revenue expenditure in conmercia
practice and should not be terned as capital expenditure.
Dealing with the application ,of S. 5 (e) it was observed
"The assessee had bought the  plantation for
working it as a plantation, i.e. for grow ng
tea, coffee and rubber. The . paynent of
interest on the anpbunt borrowed for t he
purchase of the plantation when the /'whole
transaction of purchase and the working of the
plantation is viewed as an integrated whole,
is so closely related to the plantation  that
the expenditure can be said to be laid out  or
expended wholly and exclusively for the pur-
pose of the plantation. 1In this connection
it is pertinent to note that what the Act
purports to tax is agricultural incone and not
agricultural receipts. Fromthe agricultura
recei pts nust be deducted all expenses which
in ordinary commercial accounting nust be
debi ted agai nst the receipts nust be deducted
all expenses do not see any di stinction
bet ween interest paid on capital borrowed for
the acquisition of a plantation and interest
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paid on capital borrowed for the purpose of
existing plantations : both -are for the
pur poses of the plantation."

The test laid down by this Court therefore was that
expenditure Made under a transaction whichis so closely
related to the business that it could be viewed as an
integral part of the conduct of the business, nmay be
regar ded as revenue expenditure laid out wholly and
exclusively for the purposes of the business.

The assessee Company had undoubtedly acquired the assets
by pledging its credit. The assessee Conpany was formed for
the purpose of taking over the business which the Scindias
had acquired and for carrying on that business the assets
wi th which
779
the business was to be carried on were required. For
obt ai ni ng those assets the assessee Conpany rendered itself
liable for a sumof Rs. 51,56,000 and agreed to pay that sum
with interest at the rate stipulated. The transaction of
acquisition of the assets was closely related to the
conmencemnent and carrying on of the business. Interest paid
on the anmpunt remaining due nmust in the normal course be
regarded as expended for the purpose of the business, which
was carried on in the year of account. There is no dispute
that if interest was paid for the purpose of the business,
it was laid out or expended wholly and exclusively for that
pur pose.

M. Rajagopala Sastri on behalf of the Revenue contended
that as profits which arise after the business is closed are
not taxable under s. 10(1), expenditure the source of which
is aliability incurred before the actual~ comencenent of
busi ness cannot al so be regarded as a perm ssi bl e outgoing
under s. 10(2)(xv.). It is unnecessary to examine the
correctness of this argunent, for it has no basis in  fact.
The assessee Conpany was forned on August 10, 1953, it had
entered into an agreenment on August 12, 1953, and interest
was paid in the years of account (ending June 30, 1954 and
June 30, 1955. The source of liability cannot be said to
have arisen prior to the date on which the business of the
assessee Company was commenced. Section 10(2) requires that
in conputing the taxable profits or gains of _a business
which is carried on in the year of account allowances of the
nature described in cls. (i) to (xv) should be made. If no
busi ness was carried on in that year, the all owances are not
perm ssible. But interest in respect of which allowance is
clainmed was paid at a time when the business was carried on

and the source of liability to pay interest was also
incurred within the period in which the business was carried
on.

W are, therefore, of the view that the all owance cl ai med
is a perm ssible deduction under s. 10(2) (xv).

W do not, in the circunstances, feel called upon to
consider whether in conputing the income of the assessee
under s. 10(1) interest paid may be regarded as a necessary
outgoing for the purpose of the business of the assessee
Conpany.

The appeals are therefore allowed with <costs in this
Court. One hearing fee

Appeal s al | owed.
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