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ACT:

I ncome Tax Act, 1922: Section 36(1)(iii)-Computation of
I nconme- 1 ncone-Interest ~ paid on borrowed capital-Deduction
of -Partition of HUF business-Fornation of partnership firm
by nmenbers of HUF-Take over of HUF -business and debit
bal ance- Whet her interest paid on debit bal ance an allowable
deducti on.

HEADNOTE

The partners of the assays-firmwere nenbers of a HUF,
which was carrying on business wth borrowed capital.
Consequent on partial partition in the famly and partition
of the fam |y business, the nenbers formed the assays-firm
There was a debit balance in the capital account of the
fam |y which was transferred to the personal accounts of the
partners of the firm The firm which continued the famly
busi ness and took over the business assets  and the
l[iabilities of the HUF, clainmed that the interest paid on
the debit balance was an allowable deduction in t he
conputation of inconme since it had taken over the debit
bal ance in consideration of the goodwill of the business.
The Appellate Assistant Conmissioner held that the HUF
busi ness had no goodwill. On appeal, the Tribunal held that
the HUF had a very |ong-standing and flourishing business,
and hence the firmcould be deenmed to have taken over/ the
liability in consideration of the sale of goodwi |l and the
interest paid thereon was an all owabl e deducti on

On a reference nade by the Tribunal the Hi gh Court held
that the goodwi Il of the HUF business was never sold or
purchased, and that the partners of the firmwere bound to
take over the HUF s liability, since it was that of the
famly of which they were nmenbers, and becane liable to
di scharge their share of the debt.
Al'lowi ng the appeals preferred by the assessee, this Court

HELD: 1.1 Clause (iii) of Section 36(1) of the Income
Tax Act, 1922 applies only where capital has been borrowed
for the purposes of the business or profession. The anount
of interest paid on the borrowed capital is an allowable
deducti on. It cannot be disputed that if the goodwill is
purchased out of the borrowed capital, the interest paid on
the borrowed capital is an allowabl e deduction. [923B]
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1.2 In the instant case, there was only a partia
partition in the famly, particularly with regard to HUF
busi ness and it was not necessary for the firmto have taken
over the debit bal ance of the HUF, since the HUF had ot her
properties. [923D0

1.3 The Tribunal has correlated the debit balance to
the purchase of goodwill since the firmhad taken over the
busi ness. The Hi gh Court has held that there was no sal e of
goodwi Il by the HUF to the firmin view of the absence of
related entries in the books of account of HUF. The
concl usion of the High Court is as nmuch an inference as that
the Tribunal on the sane set of facts and circunstances.
The Tribunal was right in holding that the firm had taken
over the debit balancein consideration of the sale of the
goodwi Il and this conclusion is neither wunreasonable or
unwarranted, nor arbitrary or unjust. The High Court ought
not tointerfere with such conclusion even if another view
is possible. Besides, the relevant point to be considered
is the rights of the assessee and not the liability of the
i ndi vi dual _nmenbers of the HUF. The claimof the assessee for
al | owabl e deduction of the interest paid cannot be defeated
by the existence of personal liability of the nenbers of
HUF. [923C, E, F]
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The Judgrment of the Court was delivered by

K. JAGANNATHA SHETTY, J. The conmon question’ which
arises for decision in these appeal s by special l|eave is
whet her the interest paid on a debit balance of Rs. 1,75, 310
taken over by the assessee firmfromthe —erstwhile Hi ndu
Undivided Fanmily (HUF), would be an allowable deduction
under Section 36(1) (iii) of the Income Tax Act, 1922.
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The partners of the firmwere nenbers of the HUF which
carried on business at Varanasi in the nane of Ms Badal Ram
Laxm Narain. The famly had no capital of its own and had
been running business with the hel p of borrowed noney. On
20 Cctober 1951, there was partial partitionin the famly.
As a result whereof the business of the famly was
partiti oned between the menbers of the famly. The nmenbers
formed thenselves into partnership and continued the sane

busi ness. On the date of partition, there was a debit
bal ance of Rs. 1,75,310 in the capital account of the
famly. This debit balance was transferred in equa

proportion to the personal accounts of the three partners of
the firm The newly formed firmtook over the business
assets as well as liabilities of the HUF. The question arose
as to whether the interest paid by the firm on the said
debit bal ance was an al |l owabl e deduction in the conputation
of its incone? One of the contentions urged for the firm
was that the debit bal ance was taken over by the firm in
consi derati on of the goodwill of the business. The
Appel |l ate Assistant Conmi ssioner had held that the HUF
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busi ness had no goodwill. The Tribunal did not agree wth
the Appell ate Assistant Commi ssioner. It has observed that

t he busi ness of the HUF was of a very long standing and the
previous years returns and assessnent of income prior to the
date of partition indicated that the HUF had flourishing
busi ness. Since the running business was taken over by the
assessee with the debit bal ance, the Tribunal expressed the
view that the firm could be deemed to have taken the
liability of Rs. 1,75,310 in consideration of the sale of
goodwi Il and the interest paid thereon was an allowable
deducti on. The foll owi ng question of law was referred to
the Hi gh Court.
"Whether on the facts and in the circunstances of
t he case, the assessee was entitled to the
deduction of ~“interest on a debit balance of
Rs. 1, 75,310 taken over fromthe erstwhile Hi ndu
Undi vi ded Fam |.y?"

The Hi gh Court exam ned the facts of the case to find
out whether there was any sale of the goodwill. It observed
that the goodwill of the HUF business was never sold or
purchased.  Had there been any such transaction, appropriate
entries in the books of account of the HUF would have been
made. The HUF should have credited the amount in its
account in respect of the price paid for the goodw Il and
since there was no such entries, there could not be any
inference that the firmhas taken over the liability of Rs.
1,75,310 for the sale of goodwill. The Hi gh Court also has
observed that the partners of the
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firm were bound to take over the liability of HUF because,
the liability was that of the famly of ~which they were
nenbers and on partition every nenber becane liable to
di scharge the debt according to his share.

Clause (iii) of Section 36(1) applies only  where
capital has been borrowed for the purposes of the business
or profession. The anmount of interest paid on the borrowed

capital is an allowable deduction. It is not in dispute and
i ndeed cannot be disputed that if the goodwill is “purchased
out of the borrowed capital, the interest paid on the
borrowed capital is an allowabl e deducti on. The _Tribuna
has correlated the debit bal ance to the purchase of goodw Il
since the firmhas taken over the running business. The
Hi gh Court has held that there was no sale of goodwill by

the HUF to the firmin viewof the absence of related
entries in the books of account of HUF. The concl usion of
the Hi gh Court seens to be as nuch an inference as that of
the Tribunal on the sane set of facts and circumstances. |t
is inmportant to point out that there was only a partia

partition in the famly, particularly with regard to HUF

busi ness. It was not necessary for the firmto have /taken
over the debit balance of the HUF since the HUF had ' ot her
properties. The concl usion of the Tribunal that the firm
has taken over the debit balance of Rs.1,75, 310 in
consi deration of the sale of the goodwill, in the premni ses,
st ands to reason. I ndeed, it seens to be nei t her
unreasonabl e or unwarranted, nor arbitrary or unjust. The

H gh Court ought not to interfere with such conclusion even
i f another view is possible.

The second reason given by the H gh Court is also not
accept abl e. we are concerned with the rights of the
assessee and not the liability of the individual nmenbers of
the HUF. The claimof the assessee for allowable deduction
of the interest paid cannot be defeated by the existence of
personal liability of the nenbers of the HUF. That is
wholly beside the point. W are therefore, unable to
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sustain the order of the H gh Court.

In the result, the appeal are allowed and the decision
of the High Court is set aside. The question referred to
the Hgh Court in each case is answered in favour of the
assessee and agai nst the revenue.

The assessee shall be entitled to one set of costs in
this Court.

N. P. V. Appeal s al | owed.
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