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PETI TI ONER
M S. JONAS WOCDHEAD & SONS LTD., MADRAS.

Vs.
RESPONDENT:
THE COWM SSI ONER OF | NCOME- TAX, MADRAS
DATE OF JUDGVENT: 11/ 02/ 1997
BENCH

S.C. AGRAWAL, G B. PATTANAI K

ACT:

HEADNOTE

JUDGVENT:
JUDGMENT

G B. PATTANAI K, J.

These two appeal s by special |eave at the instance of
the assessee are directed against the order of the Madras
H gh Court answering the question posed in favour of the
revenue and against the assessee. The | ncone-tax Appellate
Tri bunal, Madras Bench, referred the following question to
the Madras High Court for its opinion:

"Whether, on the facts and in the

ci rcunmst ances of the case, the

Tri bunal was right in holdingthat

25% of the anmount paid by the

assessee as royalty to Messrs Jonas

Whodhead & Sons., was capita

expendi ture and therefore not

all owabl e as revenue expenditure

under the provisions of the Income-

tax under the provisions of the

I ncome-tax Act, 1967, for t he
assessment years 1967-68 and 1968-
697"

The aforesaid question of |aw arose out of order of the
Appel l ate Tribunal arising out of assessnment proceedi ngs for
the assessnment years 1967-68 and 1968-69. The assessee, a
limted conpany incorporated in March 1963 to carry on the
busi ness of nanufacture of autonobiles springs entered into
an agreenent with Ms. Jonas Wodhead and Sons | Ltd.,
(hereinafter referred to as "foreign conpany”) of United
Ki ngdom for manuf acture of all types of springs -and
suspension for road and rail vehicles. Under the terns and
conditions of the agreement between the parties it was
stipulated that the foreign firmwll give the assessee the
technical information and knowhow relating to the setting
up of a plant suitable for manufacture of the products as
wel |l as the technical knowhow relating to the setting up of
the plant itself, the draw ngs, estinmates, specifications,
manuf acturing nethods, blue prints of production and testing
equi prent and other data and information necessary to
manuf acture the products and to set up proper and efficient
pl ants. The said agreenent between the parties al so provide
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that in consideration of the information to be furni shed and
services to be rendered to the assessee by the foreign firm
the assessee shall pay a royalty at the rates of the
i censed products, turnover of the assessee to be cal cul ated
in accordance with the provisions of the agreement. The
producti on of the assessee conmenced on 1.1.1966 and in
terns of the agreenent the assessee nmade paynents of Rs.

24,/000/- and Rs. 47,000/- respectively to the foreign firm
for assessment years 1967-68 and 1968-69 as royalty. In the
assessment proceedings the Incone-tax Oficer disallowed
1/4th of the aforesaid paynents on the ground that such
payment represented the consideration for service provided
by the foreign conpany of an enduring nature and is,

therefore, a capital receipt. The assessee preferred appeal s
before the Appel | ate~ Assistant Conmi ssioner and being
unsuccessful therein preferred second appeal to the | ncone-
tax Appellate Tribunal. The Tribunal having dism ssed the
second appeal an application was filled by the assessee
under Section 256(1) of the Incone-tax Act for referring the
guestion of - lawas already indicated to the H gh Court of
Madras for _ being answered. The High Court by the inpugned
j udgrment answered the question in favour of the revenue and
agai nst the assessee. The ~assessee thereafter noved this
Court and on |eave being granted, these appeal s have been
regi stered. In answering the question posed in favour of the
revenue the High Court considered the different clauses of
the agreenment between the parties and i s of the opinion that
the assessee acquired a benefit of ~enduring nature which
will constitute "acquisition of an asset and amount paid for
the sanme would constitute capital expenditure”.  The High
Court also cane to the —conclusion that -the paynent
stipulated under clause 12 of the agreenent by the assessee
to the foreign firm was not the renuneration for using of
the rights granted by the foreign firm but a conposite
payment for all the services rendered and infornation
furnished by the said foreign firm to the assessee in the
setting up of the factory as well as in the manufacture of
the licensed products in that factory. The judgnment of the
H gh Court has since been reported in 117 (1979) I'TR 55.
Ms. Janaki Ramachandran, the |earned counsel appearing for
the appellant contended that the H gh Court was in error in
answering the question in favour of the revenue on a finding
that the paynent was nade to the foreign conpany for
obt ai ni ng advantage of enduring benefit in as nmuch as it
does not offer advantage of enduring nature acquired by an
assessee which could be held to be a capital expenditure.
According to the learned counsel the paynments made by the
assessee to the foreign firmfor the technical know how and
assi stance rendered by the said foreign firmenabled the
assessee to carry on its business nore efficiently and nore
profitably |l eaving fixed capital untouched and, therefore,
the said paynent or any part of it cannot be held to be a
capital expenditure. In support of this contention reliance
was placed on the decision of this court in the case of
Enpire Jute Co. Ltd. vs. Conm ssioner of Inconme-Tax, 124
(1980) ITR 1. According to the |earned counsel for the
appel l ant a technical know how or technical advice received
froma foreign firm cannot be held to be a tangible asset
and any paynent nmade to the foreign firmfor such know how
is nothing but a revenue expenditure. The |earned counse

places reliance on the decision of Bonbay H gh Court
reported in 123 (1980) |ITR 539. The learned counsel also
urged that the paynment required to be nade by the assessee
tothe foreign firm was nerely for the better conduct and
i mprovenent of the existing business and as such was revenue
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in nature and can't held to be a capital expenditure.

M. Chaudhary, the learned counsel appearing for the
revenue on the other hand contended that the question
whet her a particul ar paynent nade by the assessee would form
a part of revenue expenditure or capital expenditure would
depend upon the relevant facts and the terns and conditions
of the agreenent between the parties under which the paynent
is made. According to the Ilearned counsel the various
cl auses of the agreenment having been analysed and the
Tri bunal having found that the foreign firm not nerely
provi ded the technical knowhow for nmanufacturing the
product but also gave plan and designs and established the
factory for manufacture of the products and the business
concerned being totally new business and even after the
concl usi on of the agreement period the assessee was required
nerely to return the plans and designs, but there was no
enbargo on the assessee to manufacture the product in
guestion and the paynments under the agreenment being of a
conposite nature the Tribunal was fully justified in holding
the part ' of the paynents nade by the assessee did formthe
capital expenditure and the Hi gh Court was wholly justified
in answering the reference infavour of the revenue.

The question whether a particular payment nade by an
assessee under the terns of the agreement forns a part of
capital expenditure or revenue expenditure would depend upon
several factors, nanely, whether the assessee obtained a
conpletely new plan with a conplete new process and
conpletely new technol ogy for manufacture of the product or
the paynents was made for the technical know how which was
for the betternment of the product in question which was
al ready being produced; whether the inprovisation nmade, is
the part and parcel of the existing ‘business or. a new
busi ness was set up wth the so-called technical know how
for which payments were made; whether ~on expiry |\ of the
period of agreenent the assessee is required to give back
the plans and designs which were obtained, but the assessee
could manufacture the product in the factory that has been
set up with the collaboration of the foreign firm the
cumul ative effect on a construction of the various terns and
conditions of the agreement; whether the assessee derived
benefits coming to its capital for which the paynent was
made. This court in the case of Al enbic Chemnmical Wrks Co.
Ltd. vs. Conmm ssioner of Income Tax, Gujarat, 177 (1989) ITR
377 has i ndi cated that "in the infinite variety  of
situational diversities in which the concept of what is
capital expenditure and what is revenue arises, it is not
possible to formany general rule even in the generality of
cases, sufficiently accurate and reasonable conprehensive,
to draw any clear line of demarcation". This Court further
held that there is no single definitive criterion which by
itself is denmarcative, whether a particular outlay is
capital or revenue. And therefore, "once for all" test as
well as the test of "enduring benefit" nmay not be
concl usi ve. Consequently, the various terns and conditions
of the agreenment, the advantages derived by an assessee
under the agreenent, are all to be taken in account and then
it has to be decided whether the whole or a part of the
paynment thus nmade is a capital expenditure or a revenue
expendi t ure.

In the case of Commi ssioner of Income-Tax, Bombay City
| vs. CIBA of India Ltd., 69 (1968) |ITR 692, the question
for consideration was whether the contribution payable by
the assessee at the rate of 6 per cent of the net ceiling
price of firmcategories which the assessee produced on
getting the formulae, scientific data, working rules and
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prescriptions pertaining to the manufacture or processing of
products discovered and developed in the Swi ss conpany’s
| aboratory can be held to be a business expenditure or is a
capital expenditure. This Court held on consideration of the
agreement between the parties that the assessee did not
becorme entitled exclusively even for the period of the
agreement, to the patents and trademark of the Swiss
conpany; it had nerely access to technical know edge and
experience in the pharmaceutical field which the Swss
conpany conmanded. The assessee on that account have a nere
licence for a limted period of a technical know edge of the
Swi ss company with the right to use the patent and tradenark
of that conmpany. The assessee acquired under the agreenent
nerely the right to trade for the purpose of carrying onits
busi ness as a nanufacturer or dealer and obtained the
techni cal know edge of Swi'ss conpany for limted period. By
maki ng a techni cal “know edge avail abl e the Swi ss conmpany did
not part with any asset of its business, nor did the
assessee acquire any asset or advantage of an enduring
nature for ~the benefits of its business and, therefore, the
said contribution was nerely a revenue expenditure or a
busi ness expenditure.

In the case of ~Conmissioner of Income-Tax vs. Lucas-
T.V.S. Limted, 110 (2977) |ITR 338, the question for
consi deration before the Madras Hi gh Court was whether the
paynments made under the collaboration agreenent with the
foreign firm by the assessee for the exclusive right and
licence to make various itens of electrical equipnments for
vehicles by the foreign firmis a capital expenditure or
revenue expenditure. The Madras High Court cane to the
conclusion that since under the agreenent the assessee had
no right to nmanufacture fresh articles on the basis of the
know how whi ch had obtained fromthe foreign firmafter the
expiry of the period of licence, ~the paynents made by the
assessee to the foreign firmfor-the technical know how wil |
be in the nature of a licence fee and will constitute an
expenditure in conputation of profits and gains and cannot
be held to be a capital expenditure.

In the case of Conm ssioner of Incone-Tax, ~Madras
(Central) vs. Sarada Binding Wrks, 102 (1976) | TR 187, the
guestion for consideration was whether the consideration for
a transaction which consist of partly a fixed annual sum and
partly a periodical paynment at a certain percentage of the
profits earned by the assessee fromthe said business woul d
be treated inits entirety as a capital ~expenditure or a
revenue expenditure. The Madras H gh Court came with a
conclusion that the fixed sumpaid towards part of the
consideration will be a capital paynent while the periodica
paynment of sum which are definite and which depend upon the
future profits cannot be treated as a capital expenditure.
In other words, the Court answered the question that since
the paynment in question to be nade by the assessee was not
related to any specified sumbut a percentage of the profits
to be earned which were indefinitive in nature. Such paynent
could be treated only as a revenue expenditure.

In the case of Agarwal Hardware Works (P) Ltd., vs.
Comm ssi oner of |nconme-Tax, West Bengal-I, 121 (1980) ITR
510, the question for consideration before the Calcutta High
Court was whether the payments nade by the assessee to a
foreign firm for use of certain patents would be a capita
expenditure or a revenue expenditure. The Calcutta High
Court on consideration of the agreenent between the parties
cane to the conclusion that since patents are not useable
after termnation of the agreement and the paynments are
indefinitive in nature based on production of goods, the
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assessee does not acquire any capital asset and, therefore,
such paynments nmmde under the agreenent are for the purpose
of busi ness and derive business expenditure.

In the case of Comm ssioner of |ncone-Tax. Bonbay City-
| vs. Tata Engineering & Loconotive Co Pvt. Ltd., 123 (1980)
LTR 538, the question for consideration before the Bonbay
H gh Court was whether the paynents nmade by the assessee to
the foreign firm for the technical knowhow and the
techni cal advice would be a capital expenditure or a revenue
expenditure. The Court answered the question that since
under the agreement the assessee did not acquire a benefit
of enduring nature and the so-called foreign know how which
is availed of in Ilieu of paynent is in substance a
transaction of acquiring the necessary technical information
with regard to the technique of production and as such it
cannot be held to be a capital expenditure and is a revenue
expendi t ure.

Inthe case of Enpire Jute Co. Ltd. vs. Conm ssioner of
| ncome- Tax, 124 (1980) I TR 1, the question for consideration
before this~ Court was whether the paynents nade by the
assessee for purchase of "l'oom hours™ was in the nature of a
capital expenditure or a revenue expenditure. In the said
case the assessee conmpany ~was carrying on the business of
manuf acture of jute and  was a nmenber of Indian Jute MIIs
Associ ation. The agreenent had been entered into between the
nenbers associ ations restricting the nunber of working hours
per week for which the mlls were entitled to work their
| ooms. The assessee conpany purchased "I oom hours" from four
other nills for ‘a sum of Rs.” 2,03,255/- during the
assessnment year 1960-61 and clained deduction treating the
sanme as a revenue expenditure. The Tribunal accepted the
assessee’'s contention and had allowed deduction but on a
reference being made, the H gh Court had held that the
amount paid by the assessee for purchase of "loom hours" was
in the nature of capital expenditure and as such no
deduction could be clainmed. This Court reversed the decision
of the H gh Court and held (that the acquisition of
additional "loom hours" did not add to the fixed capital of
the assessee; the permanent structure of which the/incone
was obt ai ned remai ned sane. The expenditure incurred for the
purpose of operating the |oons for |onger working hours was
primarily and essentially related to the operation of
worki ng of the |loons which constituted the profit ~nmaking
apparatus of the appellant and was expenditure |laid out as a
part of the process of profit earning. It-was an outlay of
business in order to carry it on and to earn a profit out of
this expense as an expense of carrying it on; it -was a part
of the cost of operating the profit earning apparatus and
was clearly in the nature of revenue expenditure. The Court
further observed as under:

"There nay be cases wher e

expenditure, even if incurred for

obt ai ni ng an advantage of enduring

benefit, may, none the |ess, be on

revenue account and the test of

enduri ng benefit may break down. It

is not every advantage of enduring

nature acquired by an assessee that

bri ngs t he case wi t hin t he

principle laid down in this test.

What is material to consider is the

nature of the advantage in a

comercial sense and it is only

where the advantage is in the

capital field that the expenditure
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woul d be di sal | owabl e on an

application of this test. If the
advant age consi sts nerely in
facilitating the assessee’s trading
operations or enabl i ng t he

managenment and conduct  of the

assessee’' s business to be carried

on nor e efficiently or nor e

profitably while |eaving the fixed

capital untouched, the expenditure

woul d be on revenue account, even

though the advant age may endure for

an indefinite future. The test of

enduring benefit is, therefore, not

a certain or conclusve test and it

cannot be applied blindly and

mechani cal ly without regard to the

particul ar facts ~ and circunstances

of a given case."

Thus the so-called test” of obtaining enduring benefit
was held —not to be a conclusive test and could not be
applied blindly and nechanically wthout regard to the
particul ar facts and circunstances of a given case.

In the case off Alenbic Chemical W rks Co. Ltd. vs.
Conmi ssi oner of |ncone-Tax, Gujarat, 177 (1989) |ITR 377, the
guestion for consideration was whet her the | unp- sum paynent
nmade by the assessee for obtaining the know how to produce
hi gher yield and sub-culture of high yielding strain of
Penicillin would be a capital ~expenditure or. a revenue
expenditure. The Tribunal had rejected the claim of the
assessee hol di ng the expenditure to be a capita
expenditure. On appeal to this Court it was held:

"(i) It would be wunrealistic to

i ghore the rapi d advances in

research in antibiotic nmedi ca

m crobiology and to attribute a

degree of endurabi lity and

per manence to the technical " know

how at any particular stage in this

fast changi ng area of nmedi cal

science. The state of the art in

some of these areas of hi gh

priority research is constantly

updated so that the know how coul d

not be said to bear the el enent of

the requisite degree of durability

and nonephenerality to share the

requi rements and qualifications of

an enduring capital asset. The

rapid strides in sci ence and

technology in the field should make

us a little slow and circunmspect in

too readily pi geon- hol i ng an

outlay, such as this, as capital.

(ii) In the infinite variety of

situational diversities in which

the concept of what is capita

expenditure and what is revenue

arises, it is well nigh inpossible

to formul ate any general rule, even

in the generality of cases,

sufficiently accurate and
reasonably conprehensive, to draw
any clear line of demarcation

However, some broad and genera
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tests have been suggested fromtine
totine to ascertain on which side

of the line the outlay in any
particul ar case m ght reasonably be
held to fall. These tests are

general ly efficacious and serve as
useful servants; but as nmasters
they tend to be overexacting.

(iii) The question in each case
woul d necessarily be whether the
tests relevant and significant in
one set of ci rcumnst ances are
relevant and significant in the
case on hand al so. Judi ci a
net aphors are narr owly to be
wat ched, for, starting as devices
to |iberate thought, they end often
by enslaving it.

The i'dea of "once for all" paynent
and "enduring benefit" are not to
be treated as sonething akin- to
statutory conditions; nor are the
noti ons of "capital" or "revenue" a
judicial fetish. Wat 1is capita
expenditure and what is revenue are
not eternal verities but nmust needs
be flexible so as to respond to the
changi ng econonic realities of
busi ness. The expression "asset or
advant age of an. enduring nature"
was evol ved to enphasi se the
el ement of a sufficient degree of
durability appropriate to the

cont ext .
There is also no single definitive
criterion which, by itself, is

determ native whether a particular

outlay is capital or revenue. The

"once for all" paynment test is also

i nconclusive. What is relevant is

the purpose of the outlay and its

i nt ended obj ect and ef fect,

considered in a conmpbn-sense way

having regard to the busi ness

realities. In a given case, the

test of "enduring benefit" might

break down."

It would thus appear that the courts ‘have applied
different tests like starting of a new business on the basis
of technical know how received from the foreign-firm
exclusive right of the conpany to use the patent or
trademark which it receives from the foreign firm the
paynments made by the conpany to the foreign-firmwhether a
definite one or dependant upon certain contingencies, right
to use the technical know how of production or the activity
even after the conpletion of the agreenment, obtaining
enduring benefit for a considerable part on account of the
technical informations received froma foreign-firm paynent
whet her nade "once for all" or in different instal ments co-
rel atable to the percentage of gross turnover of the product
toultimately find out whether the expenditure or paynent
thus made nakes an accretion to the capital asset and after
the court <cones to the conclusion that it does so then it
has to be held to be a capital expenditure. As has been held
by this Court and already indicated in Al enmbic Chenica
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Wrk's case [177 (1989) ITR 377) no single definitive
criterion by itself could be determ native and, therefore,
bearing in mnd the changing econonmic realities of business
and the varieties of situational diversities the various
cl auses of the agreenent are to be exam ned. But in the case
in hand the Tribunal having considered the different clauses
of the agreenment and having come to the conclusion that
under the agreenent with the foreign firmwhat was set up by
the assessee was a new business and the foreign firm had not
- only furnished information and the technical know how but
rendered valuable services in setting up of the factory
itself and even after the expiry of the agreenent there is
no enmbargo on the assessee to continue to nmanufacture the
product in question, it is difficult to hold that the entire
paynment made is a revenue expenditure nerely because the
paynment is required to be nade on a certain percentage of
the rates of the -gross turnover of the products of the
inconme as royalty. In our considered opinion, in the facts
and circunstances of the case the H gh Court was fully
justified in answering the reference in favour of the
revenue and agai nst the assessee. These appeals are
accordingly disnmissed but in~ the circunmstances wthout any
order as to costs.




