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PETI TI ONER
THE EIMCO K. C.P. LTD., MADRAS

Vs.
RESPONDENT:
COW SSI ONER OF | NCOVE- TAX, MADRAS
DATE OF JUDGVENT: 15/ 02/ 2000
BENCH

D. P. Vadhwa, S. S. M Quadri

JUDGVENT:

SYED SHAH MOHAMVED QUADRI , J.

The judgrment and order passed by the Division Bench of
the H gh Court of Madras in T.C Nos.1224 and 1225 of 1977
dated January 17, 1983 is subject-matter of challenge in
t hese appeal s. The appel | ant - assessee is a conpany
regi stered under the Indian Conpani es * Act. It was
incorporated in the year 1965. Two conpanies Ms. Einto
Corporation Inc. (for short Einto), an American conpany,
and Ms. K CP.Ld.  (for short KCP), an Indian Conpany,
promoted the appellant conpany. ~ The authorised capital of
the appellant was Rs. 10,000,000 consisting of 1,000, 000
equity shares of Rs.10/- each. Eachof them agreed to
subscribe Rs.4,70,000/- out of which each will have to pay
initially a sumof Rs.2,80,000/- towards its contribution
Towards its share Einco contributed technical know how
consisting of right and license to manufacture existing
Ei nto Sedinentation and filtration equi pnent, along wth the
supply of and/or the agreenent to supply general technica
data including nmanufacturing drawings in the formas used
and possessed by Einto, relating to the sales, application
sel ection, material requirements, nmanufacture, installation

and operation of such equipment, including but not limted
to test procedures, instruction nmanuals, technical nanuals,
general arrangenent and detail drawi ngs, flow charts,
research and devel opnent reports, sales manual s and
bull etins, operating reports on existing installations and
installation and operation manuals. It valued the know how
etc. at a sumof Rs.2,35,000/- and paid the balance in cash
as its contribution. The Board of Directors of the

appellant allotted equity shares of Rs.2,35,000/-, being of
the value of the know how, to Eincto by resol ution: passed on
April 29, 1968. In the assessnment year 1969-70, the
appel l ant cl ai ned deduction of Rs.2,35,000/- as revenue
expenditure paid to Einco towards consideration for supply
of technical knowhow by it. By order dated March 25, 1970,
the Incone Tax Officer treated that as a capital expenditure
and allowed 1/14th of the said amount as al | owabl e
expenditure under Section 35-A of the Income Tax Act (for
short the Act). The appell ant challenged that order

before the Appellate Assistant Conm ssioner on the ground
that the whole expenditure ought to have been allowed as
revenue expenditure. Wile so, the Conmi ssioner of Incone
Tax in exercise of its power under Section 263(1) of the Act
revi sed the said order of the Income Tax O ficer dated March
25, 1970 holding that the ampunt in question could not be
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treated as expenditure and that granting 1/14th of the said
amount as capital expenditure under Section 35-A was
erroneous and prejudicial to the interest of the revenue and
t hus set aside the sarne. Thereafter, the Appellate
Assi stant Conmi ssioner dismssed the appeal and directed
that 1/14th amount be added back as inconme of the assessee.
Agai nst both the orders, the appellant filed appeals before
the Income-tax Appellate Tribunal. The Tri bunal, on
Decenber 12, 1975, allowed appeals of the appellant taking
the view that the said anpbunt was revenue expenditure of the
appel | ant . At the instance of the Revenue, the follow ng
two questions were referred to the High Court under Section
256(1) of the Act : (1) Whether on the facts and in the
circunst ances of the case, the Commissioner could interfere,
acting under Section 263 of the Incone-tax Act, 1961 with
the order of the Inconme-tax Oficer on a point which was
directly in appeal before t he Appel | ate Assi st ant
Conmi ssi oner ?

(2) Whether on the facts and .in the circunstances of
the case, the sumof Rs.2,635,000/- paid by the assessee
conpany to the foreign collaborator constitute revenue
expendi ture?

Both the questions were answered in favour of the
Revenue and against' the assessee by the Hgh Court in the
i mpugned order. M.M Utam Reddy, |earned counsel appearing
for the appellant, diid not seriously canvass the correctness
of the inpugned order \in regard to the first question and in
our view rightly. Having regard to Section 263 of the
| ncone Tax Act and the decision of this  Court in
Conmi ssi oner of Inconme-tax, Bonmbay Vs. = Anritlal Bhogilal &
Co. [34 I TR 130] and judgnents of High Courts of Assam in
Ram al Onkarnmal Vs. Commi ssioner of |ncone-tax, Assam [44
ITR 578 and of Kerala in~ Kel punj Enterprises Vs.
Comm ssioner of Inconme-tax, Kerala [108 | TR 294], which we
approve, we confirm the answer to the first /question
recorded by the High Court. Regarding the second  question
M. Reddy vehenmently contended - that the ~anmount of
Rs.2,35,000/- was paid by the appellant to the foreign
coll aborator to acquire the knowhow so it was revenue
expenditure and ought to have been so held by the -Hi gh
Court. M. Shukl a argued that know how etc. wer-e
contributed by Einto towards its share of the capital ~-and
that no anpbunt was paid by the appellant to Ei nto;
allotment of shares to Einto by the appellant coul d not be
treated as expenditure incurred by it for purchase of
know how.

To appreciate the contention of M.Reddy, it may be
necessary to quote Section 37(1) of the Inconme Tax Act here
: 37. General . -(1). Any expenditure (not ' being
expenditure of the nature described in Sections 30 to 36 * *
* and not being in the nature of capital expenditure  or
personal expenses of the assessee), laid out or expended
whol Iy and exclusively for the purposes of the business or
pr of essi on shall be allowed in conmputing the i ncone
chargeabl e wunder the head Profits and gains of business or
pr of essi on.

A plain reading of the above provision nmakes it clear
that it is a residuary provision and all ows an expenditure,
not covered under Sections 30 to 36, in conputing the incone
chargeabl e under head profits and gains of business or
profession, on fulfilnment of the other requirenents,
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nanely, (i) the expenditure should not be in the nature of
capital expenditure or personal expenses of the assessee;
(ii) it should have been laid out or expended wholly and
exclusively for the purposes of the business or profession;
(iii) it should have been expended in the previous year
The question is whether the ambunt in question can be
treated as expenditure and whether it was expended wholly
and exclusively for the purpose of the business of the
appel | ant . In support of his contention that Rs.2, 35,000
were spent for purchase of technical knowhow, so it is a
revenue expenditure, M.Reddy relied upon a |etter addressed
by the Vice-President of the Eintco Corporation to the
Director of K C P.Ltd. on April 14, 1965. The rel evant
excerpts of the said letter read as under : |n general, we
agree that the organisation will follow that set forth in
the Menorandum and Articles of Association of the K CP.-
Fives Lille - Cail “Private Limted (a corporation of India),
but w.th the foll owing specific provisions to which we have
agr eed.

1. The Conpany wi || "be organised and headquartered in
India as an I ndian Corporation with broad corporate powers.

2. The name of the conpany will be E MOKCP
Private Ltd.

3. There will 'be two subscribers for one share each
each partner will designate one subscriber

4, Aut horised capital is to be Rs. 10, 000, 000

consi sting of 1,000,000 equity shares of Rs.10 each

5. Each partner will subscribe to Rs.470,000; of
this amount each wll initially pay in Rs.280,000 or
equi valent after approval by the Governnent of India and
before comencenent of operation; and the balance of the
amount subscribed will be contributed by each partner, in
equal amounts, as and if required for operation of the
busi ness.

6. The anount initially paid in by E nco wll
primarily consist of Eincos know how, valued at Rs.235, 000
and cash. Know how consists of the right and l|icense to

manufacture existing Ei ntco Sedinentation and filtration
equi prent, along with the supply of and/or the agreenent to
suppl y general technical data including mnufacturing
drawings in the form as used and possessed by Einto,
relating to the sales, application, selection, nateria

requi renents, nmanufacture, installation and operation of
such equi prent , i ncluding but not limted ‘to t est
procedures, instruction manuals, technical manuals, genera

arrangenent and detail draw ngs, flow charts, research and
devel opnent reports, sales manuals and bulletins, operating
reports on existing installations and installation -and
operation nmanuals. The bal ance of the initial investnent
will be in cash.

A plain reading of the letter indicates that Ei nto and
K.C.P agreed to float the appellant conpany w th authorised
capital of Rs.10,000,000 consisting of 1,000,000 equity
shares of Rs.10/- each. Each of themagreed to subscribe
Rs. 4, 70, 000 out of which the ampunt equival ent to
Rs. 2,80,000 was to be paid (after approval by the Governnent
of India and before the comencenent of operation). Ei nto
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valued the know how etc. at a sumof Rs.2,35,000/- and
paid the balance in cash towards its contribution. Wat in
effect was done by the appellant in allotting equity shares
of Rs.2,80,000 to Eincto, was to reinburse the contribution
of Einto by way of know how, which can never be treated as
expenditure much |less an expenditure laid out wholly and
exclusively for purposes of the business of the appellant.
It is not a case where after the incorporation, the
appel l ant-conpany in the course of the carrying on its
busi ness, spent the said anpbunt for acquiring any asset.
Reliance by M.Reddy on the judgnent of this Court in

Al enbic Chemical W rks Co.Ltd. VS. Conmi ssi oner of
| ncone- Tax, Gujarat [(21989) 177 ITR 377] is whol |'y
i nappropri ate. There know how was acquired to produce
higher yield and sub-culture of high yielding strain of
penicillin. The assessee- conpany was al ready engaged in
manuf acture of antibiotics including penicillin before it
acquired the know how. Therefore, it was a case of a

runni ng conpany acquiring knowhow to increase its yield and
quality. ‘of its product and for the better conduct and
i mprovenent _of the existing business and therefore the
amount spent on acquiring know how was held to be revenue

expendi t ure. In our view, the High Court has rightly
concl uded that allotnent of equity share by the appellant to
Ei nco, in the circunstance of the case, cannot be ternmed as
expenditure much |ess revenue expenditure and rightly

answered the question referred to it agai nst t he

appel | ant - assessee.. W find no merit in these appeals which
are accordingly dismssed with costs.




