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ACT:

Indian Income-tax Act, 1922, -s. 10(2)(xv)--Purchase of
i ndustrial undertaking from Government-Agreenent. to pay
percentage of net profits to Governnent annual | y- Such
paynment whet her revenue or capital expenditure.

HEADNOTE:

The appel | ant conpany was formed with a view to taking over
certain industrial undertakings fromthe Government of the
erstwhile State of Travancore. Apart from the cash
consi deration for the said purchase the appellant agreed to
pay to the GCovernment a certain percentage of its  net
profits every year. |In proceedings under the Indian I'ncone-
tax Act, 1922, for the assessnent year 1958-59 the appel l'ant
clainmed the amobunt so paid to be expenditure all owabl e under
s. 10(2) (xv). The High Court in reference proceedings held
agai nst the appell ant who thereupon cane to this Court. It
was urged on behal f of the appellant that the annual paynent
was in the nature of revenue expenditure because it was not
related to any part of the purchase price of the assets; on
the other hand the Governnent had undertaken certain
obligations under the agreenent and the paynent was in lieu
of these. On behalf of the respondent it was urged that the
payment formed part of the consideration for the purchase.
HELD: (i) No single test of universal application can  be
di scovered for- a solution of the question whether a
particul ar expenditure is in the nature of capita
expenditure or revenue expenditure. The nane which the
parties may give to the transaction which is the source of
the receipt and the characterisation of the receipt by them
are of little consequence. The court has to ascertain the
true nature and character of the transaction from the
covenant s of the agreenent tested in the l'i ght of
surroundi ng circunmstances. [427 D E]

(ii) The percentage of the net profits payable by the
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appel | ant conpany to the Government under the agreenent was
payable for an indefinite period without limtation; it was
related to the annual profits which flowed fromthe trading
activities of the conpany having- no relation to the capita
val ue of the assets; it was -also not tied up in any way to
any fixed suma,-reed between the parties as part of the

purchase price of the three Government undert aki ngs. There
was no reference to any capital sumin this part of the
agreenent . On the contrary the very nature of the paynent

excludes the idea that any connection with the capital sum
was i ntended by the parties.

It is true that the purchaser may buy a running concern and
fix a certain price and the price may be payable in a |unp
sum or may be payable by instalnents. The nmere fact that
the capital sumis payable by instalnment specied over a
certain length of time wll not convert the nature of that
paynment from the  capital expenditure into, a revenue
expenditure, but the paynent of instalnments in such a case
woul d 'al ways -~ have sone relationship to the actual price
fixed for the sale of the particular undertaking. As there
was no specific sumfixedin the present case as an addi-
tional amount of price payable in addition to the-cash
consi derati on and payable in instalments or by any
particul ar met hod the annual paynent

424
nade to the Governnent could not be held to be in the nature
of capital expenditure. It was revenue expenditure.[428A-C]

Case-law referred to

JUDGVENT:

ClVIL APPELLATE JURI SDICTION : Civil Appeal No. 324 of 1965.
Appeal by special |eave fromthe judgnment and order ' dated
August 20, 1963, of the Kerala H gh Court in|.T.R Case No.
16 of 1962.

A. K Sen, G L. Sanghi, and B. R/ Agarwala, for the appel-
| ant .

S.T. Desai, S. K lyer and R N Sachthey for the respon-
dent .

The Judgrment of the Court was delivered by

Ramaswam , J.-The appellant is a limted conmpany i ncorpora-
ted under the Travancore Conpanies Regulation and is
carrying on busi ness, in the State of Ker al a, of
manufacturing sugar, running a distillery and also a
tincture factory. The appellant-conmpany was floated with a
veiw to taking over the business assets of a conpany called
"Travancore Sugars Ltd. (which was being wound up and in
which the State Governnent held the |argest . nunber of
shares), the GCovernment Distillery at Nagercoil ~and the
busi ness assets of the Governnment Tincture Factory at
Tri vandrum For this purpose an agreenent dated June 18,
1937 was entered into between the CGovernnent of Travancore
and Sir WIlliam Wight on behalf of Parry & Co. Ltd., the
Pronoters of the appellant-conpany. Under the sai d
agreenent the assets of all the three concerns were agreed
to be sold by the Government of Travancore to the appellant-
conpany. Cl ause 3 of the agreement provided that the cash
consideration for the sale of assets of the Travancore
Sugars Ltd. shall be 3 .25 [|akhs rupees. Cl ause 4(a)
provided that the cash consideration for the sale of the
CGovernment Distillery shall be arrived at as a result of
joint valuation by the Engineers to be appointed by the
parties. C ause 5(a) stated that the cash consideration for
the sale of assets of the Governnent Tincture Factory shal
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be the value according to the books. Under cl. 4(b) and (c)
of the agreenment the Governnent undertook to recognise the
transfer of the licence fromthe licensees of the Distillery
to the appellant and to secure to it the continuance of the
licence for a continuous period of five years after the
term nation of the then existing licence. Under cl. 5(b) of
the agreenment the Governnent agreed to purchase the
phar maceuti cal products manufactured by the appellant in the
Tincture Factory, for its nmedical requirements. Under cl. 6
of the agreenent all books of account and connect ed
docunents are to be open to inspection by the authorised
of ficers of the Governnent. Under cl. 10 the Government was
entitled to nominate a director on the Board of Directors of
the appel |l ant -

425
conpany who woul d not be entitled to any -voting power or to
interfere with the normal managenent of the conpany. Apart

from the cash consideration referred to in the agreenent,
cl. 7 of the said agreenent provided for futher paynents as
f ol ows:
" (7). The CGovernnent shall be entitled to
twenty per cent of the net profits earned by
the conpany in every year subject however to a
maxi mum of Rupees forty thousand per annum
such/ net profits for the purposes of this
clause /to be ascertained by deduction of
expenditure from gross incone and al so after-
(i) ‘provision has been made for  depreciation
at not less than the rates of allowances
provided for in the income-tax law for the
time being in force, and
(ii) paynent of the Secretaries & Treasurers’
remuneration. "
By another agreenment dated January 28, 1947 the follow ng
clause was substituted for the above cl. 7 of the origina
agreenent :
"The Governnent shall be entitled to/'ten per
cent of the net profits of the Conmpany in
every year. For the purpose of this /clause
net profits nmeans the ampunt for which the
Conpany’s audited profits in any  year are
assessed to Incone-tax in the State of
Travancore. "
For the assessnent year 1958-59 (the correspondi ng previous
year being May 1, 1956 to April 30, 1957) the anpunt payabl e
to CGovernnent under the aforesaid cl. 7 came to Rs 42,480/ -.
The appel | ate Assistant Conmm ssioner disallowed the claim of
the appellant for deduction of this amunt on ' the ground
that it was virtually nere sharing of profits after /they
cane into existence. The appellate Assistant Conmi ssioner
relied upon the decision in The Pondicherry-Rail way - Conpany
v. C1.T.(1) indisallowing this item of expenditure. The
appel l ant preferred an appeal against the order of the
appel | at e Assi stant Commi ssioner to the |Incone-tax Appellate
Tri bunal which held that the case cane within the principle
of the decision in British Sugar and Manufacturers Ltd. .
Harris. |Inspector of Taxes(2) and that the paynent of com
m ssion was an expenditure made in order to earn profits of
the business and not an expenditure paid out of earned
profits. In the result the Tribunal allowed the appeal by
the Conpany. At the instance of the respondent the Tribuna
referred the foll owi ng question of lawto the Hi gh Court of
Ker al a:
"Whet her on the facts and in the circunstances
of the case, the paynment of Rs. 42,480/- by
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the assessee to the Travancore GCovernment
under the agreenents dated
(1) 51.T.C. 363. 58 I.A 239.
(2) [1939] I.T.R 101.
426
18-6-1937 and 28-1-1947 was all owabl e under
sec. 10 of the Income-tax Act?"
By its judgnment dated August 20, 1963, the H gh Court held
that the paynent of the aforesaid anmount constituted capita
expenditure and was not allowable under s.10(2)(xv)of the
I ncome Tax Act. In this viewthe Hgh Court felt it
unnecessary to go into the nerits of the respondent’s
contention that the paynent represented only a division of
profits. The present appeal is brought, by special |Ieave,
from the judgment of the Hi gh Court of Kerala dated August
20, 1963.
On behal f of the appellant M. Asoke Sen submitted that the
payment of Rs. 42,480/- was not capital expenditure but was
expenditure of revenue nature which was all owabl e under s.
10(2) (xv)-of the Act. It was pointed out that the annua
paynments under-cl. 7 were not part of the purchase price of
the assets.Reference was made to cls. 3, 4(a) and 5(a) of
the agreement and it was said that separate and ful
consi derati ons were provided for the purchase of the assets
of Travancore Sugars Ltd., the Governnent Distillery and the
CGovernment Tincture Factory. In addition to selling these
asssets the CGovernment undertook obligations enunerated in
cls. 4(b) and (c) and 5(b) already referred to. It was
:contended that the appellant agreed to nake annual paynents
to CGovernment in considerationof these obligations. On
behalf of the respondent the opposite view point was
presented and it was said that the preanble to the agreenent
dated January 28, 1947 indicated that the purchase was not
nerely for the cash consideration recited but also for the
payment provided by «cl. 7. Reference was nade to the
following portion of the preanble of the agreenent dated
January, 28, 1947.
"WHEREAS on 18th June 1937 an agreenent (here-
inafter called 'the principal agreenent) was
entered into between M R Ry. Rao ~ Bahadur
Raj yasevanirata N. Kunjan Pillai Avl., Chief
Secretary to Government acting for and on
behal f of the said Government of His Highness
-the WMaharaja of Travancore of the one part
and Sir WIlliam Wight, Kt., CB.E., of
Messrs. Parry & Co. Ltd., Madras, acting for
and on behalf of the said Messrs. Parry & Co.
Ltd., of the other part, whereby the said
Government shoul d sell and the conpany shoul d
purchase the assets including the | ands of the
Travancore Sugars Ltd., with the buildings,
out - houses, machi nery and ot her t hi ngs
attached thereto and nor e particul arly
described in the Schedule A annexed to the
sai d principal agreenment, the factory known as
t he Gover nnent Distilleries situate at
Nagercoil in South Travancore wth |ands,
bui | di ngs, nachi nery and other things attached
thereto and nore particularly described
427
in the Schedule 'B annexed to the principa
agreenment, and all the assets of the factory
known as the Governnent Tincture Factory
situated at Trivandrum and nore particularly
described in the Schedule 'C annexed to the




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 5 of 9

princi pal agreenent for the cash consideration
in the said principal agreenent nentioned and
also in consideration inter alia that the
Government should be entitled to 20 Y. (twenty
per cent) of the said net profits earned by
the Conpany in every year subject however to a
maxi mum of Rs. 40,000/ per annum such net
profits for purposes of the said agreenent to
be ascertained after the deductions set out in
clause 7 of the said agreenent.”

It is often difficult, in any particul ar case, to decide and

det erm ne whether a particular expenditure is in the nature

of capital expenditure or in the nature of revenue

expendi t ure. It is net easy to distinguish whether an
agreement is for the paynent of price stipulated in
instal ments or for making annual paynments in the nature of
i ncore. The court has to | ook not only into the docunents

but al so at the surrounding circunmstances so as to arrive at
a decision as to what was the real nature of the transaction
from the comrercial point of view No single test of
uni versal - _application canbe discovered for a solution of
the question. The name which the parties may give to the
transaction which is the source of the receipt and the
characterization of the receipt by them are of little
consequence. The court has to ascertain the true nature and
character of the transaction fromthe covenants of the
agreenment tested in the light of surrounding  circunstances.
Examining the transaction fromthis point of view it is
clear in the present case that the consideration for the
sale of the three undertakings in favour of = the appellant
was: (1) the cash consideration nentioned in the principa

agreement, viz., cls. 3, 4(a) and 5(a), and (2) the
consi deration that Governnent shall be entitled to ' twenty
per cent of the net profits earned by the appellant in every
year subject to a maxi mum of Rs: 40, 000/ - per annum Wth
regard to the second part of consideration there are three
important points to be noticed. ( In the first place, the
paynment of conmission of twenty per cent on the net profits
by the appellant in favour of the Government is for an
indefinite period and has no linmitation of time attached to
it. In the second pl ace, the payment of the conmission .is
related to the annual profits which flowfrom the trading
activities of the appellant-conpany and the paynment has no
relation to the capital value of the assets. 1In the third
pl ace, the annual paynment of 20 per cent .conm ssion every
year is not related to or tied up, in any way, to any fixed
sum agreed between the parties as part of the purchase price
of the three undertakings. There is no reference, to. any
capital sumin this part of the agreement. On the contrary,
the very nature of the paynents excludes the idea that any
connec SupCl/66-19

428

tion wth the capital sumwas intended by the parties. It
is true that the purchaser may buy a running concern and fix
a certain price and the price may be payable in a lunp sum
or nmay be payable by instalnents. The nere fact that the
capital sumis payable by instalments spread over a certain

length of time, will not convert the nature of that paynent
fromthe capital expenditure into a revenue expenditure, but
the paynment of instalnents in such a case would always have
sone relationship to the actual price fixed for the sale of
the particular undertaking. As we have already nentioned,
there is nonspecific sumfixed in the present case as an
addi ti onal amount of price payable in addition to the cash
consi derati on and payable by instalnments or by any
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particular nmethod. In view of these facts we are of opinion
that the paynment of the annual sumof Rs. 42,480/ in the
present case is not in the nature of capital expenditure but
is in the nature of revenue expenditure and the judgnent of
the High Court of Kerala on this point nust be overrul ed.
The view that we have expressed is borne out by the decision
of the Court of Appeal in Conm ssioners of Inland Revenue v.
36/ 49 Holdings. Ltd. (In Liquidation)(1l). In that case, an
undertaki ng was sold and the price consisted of fixed anmount
and a certain conm ssion payable for an indefinite period.
The consideration in the particular agreement which the
Court of Appeal had to consider, which was in addition to
the fixed anpbunt payabl e by the purchaser to the vendor, was
I shilling for each bicycle not being nmechanically propelled
bi cycl e wi thout deduction and pound for each nechanically
propel |l ed bicycle w thout deduction, and this was to be paid
on the turnover by the purchasing conmpany. This sum of 1
shilling and pound was to be paid without any limtation of
time, '‘and this sumwas not related to any special sum as
being part-of the price to be paid by the purchaser to the
vendor. In the course of his judgnent, Lord G eene, Master
of the Rolls observed as follows at page 182 of the, report.

"The true nature of a sum payable to a

reci pient for purposes such as the present is

to be ascertained fromall the circunstances

relevant to that matter-. ~ The true nature of

the sumis not necessarily its nature in |aw,

but its nature in business or in accountancy

whi chever way one likes to put it, because

from the |egal point of view there my be no

difference whatsoever ‘as between

parties

between a capital and an inconme sum - It rmay
be totally i rrelevant to the | ega
rel ati onshi ps into which they are proposing to
enter. Wen, however, the tertius gaudens, in
the shape of the Revenue, appears’ on the
scene, that matter which as between the
parties may have been a matter of not the
slightest inportance becones -imediately a
matter of very great inportance, and it is
necessary to exam ne the circunstances

(1) [1943] 25 T.C 173.
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. L5

of each individual case, including any documents which

require to be construed, in order to ascertain what is the

character to be attributed to the paynent."

The same view was taken by the Bonbay Hgh Court in

Conmi ssi oner of |Incone-tax, Bonbay City v. Kol hia, H rdagarh

Co. Ltd. Bombay(1). |In that case, there was an “agreement

between the proprietor of a colliery and C by which'it was

agreed to pronote the assessee conpany for the purpose of

acquiring and carrying on the colliery. The purchase price

was fixed at rupees one |ac which was to be discharged by

the paynent of a sumof Rs. 75,000/- in cash and the
allotment of fully paid shares of the face value of Rs.
25,000/- to the vendor. It was also agreed that the vendor

shoul d be paid the M ni mum annual dividend of four annas for
every ton of coal raised fromthe colliery and if there was
any deficit in any year the conpany would nake wup such
deficit, Under the draft Articles of Association of the
conpany the vendor was to get, in respect of t he
consi deration for shares, 500 preference shares or Rs. 50/-
each and a fixed cumul ative preferential dividend equival ent

t he
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to four annas per ton of coal raised and railed in each
year. The vendor approved the draft articles and in a
letter stated that he should get four annas per ton
permanently on all coals despatched fromthe colliery every
year, w thout any hindrance whatsoever. irrespective of any
loss or gain to the conpany. The assessee-conpany was
incorporated and the formal agreenent of sale was entered
into between it and the vendor. Subsequently it was found
impossible to pay to the vendor a fixed dividend and
therefore a fresh agreenent was executed tinder which the
vendor agreed to give up all the dividends to which he was
entitled and to permt the company to convert the preference
shares into ordinary shares. In consideration of this, the
conpany agreed to pay a commi ssioner to the vendor at the
rate of four annas per ton of steamand rubble coal and
three annas per ton of slack coal raised fromthe colliery
and sold and rented by the conpany fromthe colliery. The
guestion arose whether the sumrepresenting the comm ssion
paid by the assessee conpany to the vendor under the terns
of the agreenent was a revenue expenditure. It was held by
the Bonmbay Hgh Court that as the  paynment nade by the
assessee conpany was ~a paynment made for an indefinite
period, a paynent made in relation to the turnover of the
conpany and not in relation to its profits, and as the
paynment had no bearing to any specific sumfixed as part of
the price for the purchase of the Undertaking, it was in the
nature of a revenue paynent and not a capital payment.

On behal f of the respondent M. S. T. Desai referred to the

decision of the Judicial Conmttee in Mnister of Nationa

Revenue

(1) 17 1. T.R 545.
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V. Catherine Spooner(1l), In that case, the assessee had sold
all her right, title and interest in some |land which she

owned in freehold to a conpany in consideration of a certain
sum in cash, of certain shares in the conpany and an
agreenment to deliver to her 10 per cent of oil produced from
the land. The transferee conpany, after it had ‘conmenced
operations, struck oil and raised some of it in the year of
account, but did not deliver to the assessee any part of the
oil produced. The transferee conpany sold the whole of it
and paid over 10 per cent of the gross proceeds to - the
assessee which she accepted in satisfaction of the royalties
reserved to her under the agreenents The question arose
whet her the amount which the |ady received.in lieu of the
oil was 'annual profit or gain fromany other source’, and
the Appellate Court in Canada held that it was not so, but
was a capital receipt. On appeal the Judicial Commttee
agreed with the Appellate Court in Canada that the case was
not without its difficulties, but in the end they said that
they were not prepared to differ from the view of the
transaction which an em nent Judge |ike Newconbe, 'J. had
taken and wth which all his coll eagues had agreed. The
decision of the Judicial Conmttee turned on special facts
of that case, viz., that the |lady had bargained to receive
her share in oil and that there could be no profit or gain
out of the transaction of that Kind. The case was an
exceptional one and the ratio of that decision cannot be
applied to the present case where the facts are manifestly
different. W may, however, refer to the decision in Jones
v. Conmi ssioners of Inland Revenue(") where property was
conveyed in consideration of periodical paynents, t he
paynment being a share of the profits of the business. In
that case, a person sold his interest in certain inventions
and letters-patent for pound 750 in cash and a percentage,
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called a royalty, payable for ten years on the sale of al

nmachi nes constructed under the patent. O the sumof pound

750, pound 300 was paid in cash, but the paynent of the

bal ance was secured by providing that it would have to be

paid by way of 5 per cent on the sale of the nachines. It

was conceded by the Revenue that this 5 per cent was not to

be included in computing the total incone of the transferor

A question having arisen with regard to the further 10 per

cent. Row att , J. observed as follows:
"The property was sold for a certain sum and
in addition the vendor took an annual sum
whi ch was dependent upon the volune of
busi ness done; that is to say, he t ook
sonet hing which arose or fell with the chances
of the _business. Wen a nan does that he
takes an income-it is in the nature of
i ncome. "

The principle of this case applies to the persent case where

the facts are closely parall el

(1) [1933] A.C. 6 4.

(2) [1920] 1 K. 13. 711.
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It is not, however, possible for us to finally determ ne

this appeal because the H gh Court has not dealt wth the

other questions arising in this reference. Even if the

paynment of the commi ssion to the Governnent by the assessee

is not capital but revenue paynent, certain other questions

arise for consideration in this case. In the first place,
it has to be determ ned whether the appellant is right in
hi s argunent that the paynment of the ~conm ssion is
tantanount to diversion of profits by a paramount title. 1In

this connection reliance was placed on behalf " of the
appel | ant upon the decision in Raja Bajoy Singh Dudhuria v.
Conmi ssi oner of Income Tax Bengal (1) inwhich the assessee
succeeded to the fam ly ancestral estate on the death of his
f at her . Subsequently his step-nother brought a suit for
mai nt enance agai nst himin which a consent decree was made
directing the assessee to nmake a nonthly paynment of a /fixed
sum to his step-nother and declaring that the maintenance
was a charge on the ancestral estate in the hands of the

assessee. In conputing his inconme, the assessee clained
that the anpbunts paid by himto the step-nother under the
decree should be excluded. It was held by the Judicia

Conmittee that the suns paid by the assessee to his step-
not her were not 'income’ of the assessee at-all and that the
decree of the <court by charging the appellant’s whole
resources with a specific paynment to his step-nother had to
that extent diverted his incone fromhimand had directed it
to his step-nother, and to that extent what he received for
her was not his incone. It was not a case of the
application by the appellant of part of his incone in a
particular way; it was rather the allocation of a sumout of
his revenue before it becane income in his hands. Rel'i ance
was also placed on the decision of this Court in Poona
Electric Supply Co. Ltd. v. Conm ssioner of |nconeTax.
Bonbay City(2) in which a distinction was drawn between rea
profits ascertained on commercial principles and profits
fixed by statute for a specified purpose. In the second
pl ace, the respondent has contended that the transaction
should be treated as a joint venture with an agreement to
share profits between the appellant ,and the Governnent. In
the third place, the H gh Court has to , exam ne whether the
requirenments of s. 10(2)(xv) have been satisfied in this
case. On behalf of the respondent the argunent was
presented that the paynent of commi ssion was a payment out
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of the profits of the appellant on <condition of profits
being earned and that it was not a paynent made to earn
profits. Reference was nmade to the decision of the Judicia
Conmittee in Pondicherry Railway Co. Ltd. v. Comm ssioner of
I ncome-tax.(3) The opposite viewpoint was presented on
behal f of the appellant and it was argued that the paynent
of the comm ssion was a paynent wholly and exclusively laid
out for the purpose of business and reference was nade to
the decision of the Judicial Cormmittee in Indian Radio

(1) [1933] I.T.R 135. (2) 57 I.T.R 521
(3) 51.T.C. 363
432

and Cabl e Communi cation Co. Ltd. v. Conm ssioner of |ncomne-
tax(1l) and to the decision of the Court of Appeal in British
Sugar Manufacturers Ltd: v. Harris (lnspector of Taxes).(2)
It is necessary that the Hgh Court should consider al
these aspects of the case before furnishing an answer to the
guestion of law referred to it.

For these reasons we allow this appeal, set aside the
j udgrment ' of the Hi gh Court of Kerala dated August 20, 1963
and renmand the case for being reheard and dealt wth in

accordance with the directions given in this judgment. The
parties will bear their own costs up to this page
GC Appeal al | owed.

(1) [1937] 5 1.T.R 270.
(2) [1939] I.T.R 101.
432




