http://JUDIS.NIC IN SUPREME COURT OF | NDI A Page 1 of 8

PETI TI ONER
BHARAT BEEDI WORKS (PRI VATE) LIM TED AND ANR ETC. ETC.

Vs.

RESPONDENT:
COW SSI ONER OF | NCOVE- TAX

DATE OF JUDGVENTO7/ 05/ 1993

BENCH
JEEVAN REDDY, B.P. (J)
BENCH

JEEVAN REDDY, B.P. (J)
VENKATACHALA N. (J)

Cl TATI ON
1993 AIR 1751 1993 SCR (3) 606
1993 SCC (3) 252 JT 1993 (3) 526

1993 SCALE  (2) 896

ACT:

I ncome- Tax Act 1961--S.40 (c)--Partners in firm also
directors in a conpany--Wether royalty paynents by conpany
to firm falls wthin s. 40 (c)--Held, Paynent s are
consi derati on for a valuable right parted by firm
partners/directors  of the assessee--Conpany a favour of
assessee- - \Were agreenent whereunder paynments nade not nere
device or screen, it cannot be treated as paynents made to
directors qua directors--S.40(A) (2).

HEADNOTE

A partnership firmconsisting of three partners was  engaged
inter alia in the business of manufacturing and /'sale of
beedi es under the brand nane "Mangal ore Prakash Beedies".
On May 20,1972 a private limted conpany called prakash
beedies Ltd. the assessee-appel |l ant was incorporated. One
of its objects was to take over the business of the
aforesaid firms which it did under an agreement dated 15
July 1972 whereby the firnms sold its rights and assets to
the conpany. For the use of the trade nane, a royalty at
10p. for every 1000 beedies was to be paid by the conpany to
the firm This paynent was nmade ever year by the assesse on
account of royalty. The three partners of the firns were
al so directors of the conpany.

The rel evant assessnent years were 1974-75 and 1975-76.  The
facts in the other appeals are simlar

The assessee clai med deduction of the anpbunt paid by it as

royalty. The 1 TO al l owed the deductions as clai nmed. The
aT in stio notu proceedings disallow the af oresai d
deducti ons. On appeal, the tribunal restored the order  of
the 1 TO

On reference, the H gh Court answered in fan,our of the
revenue as the three directors of the assessee conpany were
also partners in the firm It held that inlaw, a firm is
nmerely a collection or association of individuals for
carrying on a business. Merely because the firm is an
assessable entity, wunder the Incone Tax Act, it does not
follow that it is ajuristic or legal entity. It rnust
therefore be held that the paynents to the firm were in
reality made to the
607
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directors, thus attracting S. 40 (c).

Before this Court, it was contended for the assessee that
paynment to a firmis not ipso fact paynent to the partners,
directly or indirectly. |In any event, the paynents were
made to the three persons not in their capacity of directors
(qua directors). but in consideration of a wvaluable right
parted by themin favour of the assessee-conpany. S. 40(c)
was never intended to take in such paynents. They relied on
the budget speech of the Finance Mnister and argued that
the principle of interpretation noscitor a sociis nust be
applied to the words "remuneration, benefit or anenity".

The genui neness or validity of the agreenent, the factum of
payments as royalty, and that the brand nane «carries
significant business value was not disputed. The question
before this Court was whether the royalty payments fai
within S. 40(c).

Al'l owi ng the appeal, this Court

HELD :~ 1. Even assuming that the paynents to firm were
paynments to partners, the said paynents did not fall wthin
S. 40(c). ~The paynment,-. were made In consideration of a

val uabl e right parted by the firnfpartners/ directors of the
assessee-conpany in favour of the assessee. So long as the
agreenment whereunder the said paynents were made is not held
to be a mere device or a nere screen, the said paynents
cannot be treated as paynents made to the directors (qua
directors). (613-H, 614-A)

The paynments were nmade by way of consideration for allow ng
the to use a valuable right belonging to themviz. the brand
nane. Such a payment rmay be liable to be scrutinised under
sub-section. (2) of section 40 (A), but it certainly did not
fall within the four corners of section 40(c). (614-A)

T.T. (Pvt.) Ltd. v. ITO Bangal ore 121 | TR 551, approved.

CIT Patiale v. Avon Cycles (p) Ltd. 126 I T R 448 and. India
Jute Co. Ltd. v. CIT 178 | TR 649, referred to.

2. The power vested in the I TO is to determ ne whether any
expendi ture of allowance is excessive or unreasonabl e having
regard to the legitimte business needs of the conpany and
the benefit derived by the assessee or

608
accruing therefrom Any paynent to a relative of a director
or other persons nentioned in clause (¢) will necessarily be

exam ned applying the above test and if it is found that
they are unwarranted, unreasonable or excessive, they wll
be disall owed. Such a situation does not arise herein
(615- 0

ClT, Bombay v. Ms. Indian Engineering and Conmercia
Corporation (p) Ltd. [1983] distinguished. JT 683.

JUDGVENT:
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From t he Judgnent and Order dated 10.7.1986 of the Kamataka
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B.B. Ahuja, Ranbir Chandra and Ms. A. Subhasini for the
Respondent .
The Judgrment of the Court was delivered by
B. P. JEEVAN REDDY J. These appeals are preferred agai nst the
j udgrment of the Karnataka Hi gh Court answering the question
referred to it, at the instance of the revenue, in favour of
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the revenue and agai nst the assessee. The question referred
under section 256 of the Income Tax Act, 196 1, read as
follows: "Wether on the facts and in the circumstances of
the case, the Tribunal was right in holding that the sum of
Rs. 1, 79, 742 could not be disallowed under section 40 (c)
of the Income Tax Act, 1961." (The above question related to
Assessnent Year 1974-75. The question referred for AY.
1975-76 was identical except inthe nmatter of anount).
Since the facts in all the appeals are identical it would be
sufficient to notice the facts in C A Nos. 6092 and
6092A/ 90 (Prakash Beedies (P) Lid. v. Comr. of Income Tax.
Kar nat aka, Bangal ore).

Prior to 15.7.1992, a partnership firmcalled K M Anand
Prabhu & Sons, Mangal ore, consisting of three partners K M
Vi shnudas Prabhu, K M Randas Prabhu and K. M Shankar Prabhu
was engaged inter alia in the business of nmanufacturing and
sale of Dbeedies under the brand name ’'Mangal ore Prakash
Beedies’.  On May 20, 1972 a Private |limted conpany called
Prakash Beedi es

609
Limted (the assessee-appellant herein), was incorporated
with its registered off-ice at Manoalore. One of its

objects was to take over business of the aforesaid firm
Under an agreenent dated July 15, 1972 between the firm and
the conmpany, the/firmsold its rights and assets to the
conpany on the terns and conditions set out therein. C ause
4(a) of the agreenment, which aloneis material for the
pur poses of these appeal s reads:
"(a) For the use of the trade name the Conpany
shal |l pay royalty to the Vendor at the rate of
10ps. for every thousand beedi es sold by the
Conpany by using the trade nane of the Vendor
The royalty shall be worked out at the end of
each quarter ending on March, June, Septenber
and Decenber, on the sales made during each
guarter. The royalty fixed hereby shall not
be varied for a period of one year and may be
revi ewed and/or revised thereafter wards’ from
time to time".
The assessee was meki ng paynments to the firmevery year on
account of royalty in terns of said clause.
The three partners aforesaid of the firm were also the
directors of the assessee- conpany.
For the assessnent years 1974-75 and 1975-76, the assessee
claimed deduction of the ampbunt paid by it-to the firm on
account of royalty in terns of clause 4(a) of the agreenent.
The anounts paid during the accounting years relevant to the
sai d assessnent years were Rs. 3, 16, 526 and Rs. 3, 95, 742
respectively. The |I.T.O allowed the deductions as clainmed.
In exercise of the powers conferred on himby Section 263,
t he Conmi ssioner of Income Tax initiated (suo not o)
proceedings for revising the said assessnents in so far as
the aforesaid deductions were concerned. After hearing the
assessee, he passed orders on Septenber 16, 1976 whereunder
he disallowed paynents to the firm over and above the
ceiling prescribed in Section 40(c). The assessee preferred
appeal s to the Tribunal against the orders of the |I.T.Q The
appeal s were allowed and the orders of the I.T.QO restored.
On reference, the H gh Court answered to question in the
negative i.e., in favour of the revenue and against the
assessee, on the following reasoning : the three directors
of the assessee conpany were also the partners in the firm
to which royalty paynents were made. In law, a firmhas no
separate legal existence; it is not a juristic person or a
distinct legal entity. It is nerely a collection or
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on a business. Merely because the firmis an assessable
entity wunder the Incone Tax Act it does not follow that it
is ajuristic or legal entity. It nust, therefore, be held
that the paynents nade to the firmare in reality paynents
nmade to the directors. Such paynents clearly attract and
fall within the m schief of Section 40(c). The Conmi ssi oner
was right in saying so and the opinion of the Tribunal to
the contrary is unsustainable in |aw

In these appeals, S/ Shri Harish N Salve and Rohi nton Nari man
assailed the correctness of the viewtaken by the Hi gh
Court. They submitted firstly that the paynents were made
not to the directors of the assessee but to a firmwhich was
a separate entity. A paynent to a firmis not ipso facto a

paynment to the partners, directly or indirectly. In a firm
there may be other partners besides the directors of the
assessee- conmpany- It may al so happen that the firmhas no

income to distribute because of the |osses incurred by it
whi ch are set-off against the incone so received. The Hgh
Court was in-error in holding that paynment to a firm is a
paynment to the partners. Assuming that a partnership firm
is not a separate juristic entity distinct from its
partners, even so the paynments were made to the said three
persons not in their capacity as directors (qua directors)
but in consideration of a valuable right parted by them in
favour of the assessee-conpany. Such paynents do not and

cannot fall within the mischief of Sectiond4dQ(c). Secti on
40(c) was never intended to take in such paynents. A
conpany may take on |ease the house of its directors for its
legitimate busi ness purposes and pay - rent whi ch is
reasonabl e having regard to the nmarket conditions, or it nmay
pay even |ess than the market rate of rent. Whet her the
rent paid by the conpany to its director in such 'a case
falls within Section 40(c), —ask the counsel. Anot her
illustration given by the counsel” is where a director

supplies raw material to the assessee-conpany for /a price
which is the appropriate market price. Wuld such paynent
al so fall under section 40(c), they ask. The Budget ~speech
of the Finance Mnister in the Parlianment, while introducing
the said provision, is relied upon in support —of their
contention. It is also argued that the words "remnuneration
benefit or anmenity" occurring in Section 40(c) nust be read
having regard to the context in which they occur applying
the principle NOSCl TORA SPCOCS (recognition of ~ associated
words). If so read, the paynments in question can never fal
within the ambit of the said words.

Shri  Ahuja, the | earned counsel for the Revenue justified
the reasoning and approach of the H gh Court having regard
to the clear |anguage enployed in clause (c).

The genuineness or validity of the agreement between the
assessee-conmpany and the firmis not disputed. The factum
of paynents made on account of royalty in terns of ' clause

4(a) of the said agreenent is also not disputed. It is also
611

not disputed that in the beedi trade, brand nane carries
significant business value. It is necessary to keep this
factual context in mnd while exanmining the question at
i ssue. Section 40(c) read as follows during the relevant

assessnent years
"40. Notwi thstanding anything to the contrary
in sections 30 to 39, the following anpunts
shal | not be deducted in conputing the incone
charge abl e under the head" profits and gains
of busi ness or profession",
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612

The

(c) in the case of any conpany-
(i) any expenditure which results directly or

indirectly in t he provi si on of any
remuneration of benefit or anmenity to director
or to a person who has a substantial interest

in the conmpany or to a relative of the
director or of such person, as the case nay
be,
(ii) any expenditure or allowance in respect
of any assets of the company used by any
person referred to in sub-clause (i) either
wholly or partly for his own purposes of
benefit,
if in-the opinion of the Income-tax O ficer
any -such ~expenditure or allowance as is
mentioned in sub-clause (i) and (ii) is
excessi ve or unreasonable having regard to the
legitimate business needs of the conpany and
the benefit derived ~by or accruing to it
therefromso, however, that the deduction in
respect -~ of the aggregate of such expenditure
and allowance in respect of any one person
referred” to in sub-clause (i) shall, in no
case, exceed-
(A where such expenditure- or al | owance
relates to a period exceeding eleven nonths
conprised in the previous year, the amount of
seventy-two thousand rupees;
(B) where such expenditure of al | owance
relates to a period not exceeding eleven
nonths conprised in the previous year, an
anmount cal cul ated at the rate of six thousand
rupees for each” nmonth or part t her eof
conprised in that period:

Provided that in case where such person is
also and enployee of the conmpany for any
peri od conprised in_ the previ ous year
expenditure of the nature referred to in
clauses (i), (ii), (iii) and (iv) of the
second proviso to clause (a) of sub-section
(5) of section 40A shall not be taken into
account for the purposes of sub-clause (A) or
subcl ause (B), as the case may be;
* *

(iii) * *

Expl anation.-The provisions of  this clause
shal | apply notwi thstanding that any -anount
not to be allowed under this clause is

included in the total incone of any person
referred to in sub-clause (i);"

Budget speech of the Finance Mnister, in so far . as it
ment i ons
Section 40,

reasons for introduction of «clause (c)  of

reads as foll ows:

"I am firmy of the view that the fiscal
instrument nust be deployed to discourage
paynment of high salaries and remnunerations
which go ill with the norns of egalitarian
soci ety. | accordingly propose to inpose a
cal ling on the remuneration of conpany
enpl oyees which would be deductible in the
conputation of taxable profits. The ceiling
is being set at Rs. 5,000 per nonth. Toget her
with the existing ceiling of Rs. 1,000 per
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nont h in the case of per qui si tes, the
al | owabl e overall ceiling on remuneration and
perqui sites, for purposes of taxation, will be

at Rs. 6,000 per nonth..................
The object behind the provision undoubtedly was to
di scourage and disallow "payment of high salaries and
remunerations which go ill with the norns of egalitarian
soci ety". The provision was, of course, not confined to the
directors.” It took in relatives of directors, persons
having substantial interest in the conpany and their
rel atives. The clause vested inthe |I.T.QO the power to
determ ne whether any such expenditure or allowances as 1is
mentioned in the said clause was excessive or unreasonable
having regard to the |legitimte business needs of the
conpany and the benefit derived by or accruing to it
therefrom |In addition toit, a ceiling was al so prescribed
beyond which such-expenditure or allowance could not go in

any event.
At this /juncture, it would be appropriate to notice the
provi si on contai ned in sub-section (2) of Sec 40A. d ause,

A provi des that where the assessee incurs any expenditure in
respect of which paynent has been nmade or is to be nade to
any

613

person referred to/in clause (b) of the sub-section, and the
Income-tax O ficer i's of the opinion that such expenditure
is excessive or | unreasonable having regard to the fair
mar ket val ue of the goods, services or facilities for which
the paynment is made or the legitimate needs of the business
or profession of the assessee or the benefit derived by or
accruing to himtherefrom so nmuch of the expenditure as 1is
so considered by himto be excessive or unreasonable shal
not be allowed as a deduction. Cause (b) nentions the
categories of persons to whomthe provision in clause (a)
applies. It includes directors of the conpany and their
rel atives among others. Clause b) also takes in any paynent
to any conpany, firm association of persons or Hindu
undi vided famly of which a director, partner or nenber, as
the case may be, has substantial, interest in the business
or profession of the assessee. In short, the net is cast
very wide to ensure that excessive or unreasonable paynents
are not made to the persons in control of the affairs of the
assessee in the name of paying for the goods, services and
facilities rendered, supplied or extended by them as the
case may be.

That the paynments nade by the assessee-conmpany to the firm
on account of royalty in terms of clause (4) (a) of the

agr eenment fall wthin the neaning of the expr essi on
"expenditure’ in sub-clause (i) of clause (c) is not
di sputed. The observations in CIT, Bonbay. v. Ms. I ndi an

Engi neering and Commercial Corporation Private U nited
(Givil Appeal Nos. 1583 and 1584 (NT) of 1977 decided on
13.4.1993 by wus-reported in (1993) 2 J.T. 683 do not say
ot herw se. That case arose under Section 40(A) (5). The
paynments in question were nade to the directors by way  of
conmi ssion on sales. The question was whether the said
paynments fell within sub-clause (ii) of clause (a) of sub-
section (5) of section 40(A). It was held that they did
not. Wile holding so it was observed that it is difficult
to say that paynment of certain cash anount by way of
conmi ssion on sales, directly to an enpl oyee, can be said to
fall within the woirds ’'where the assessee incurs any
expenditure which results directly or indirectly'." The said
observati ons were nmade in response to the Revenue' s argument
that the said paynment constituted ’'perquisites’ within the
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nmeani ng of sub-clause (ii) of clause (a) of Section 40(A)
(5). The observations are clearly confined to the said sub-
clause and have no relevance to any other provision in the
Act. The observations cannot be read dissociated fromtheir
context. Com ng back to the provisions of Section 4Q(c) and
the facts of the case before us the only question is whether
the royalty paynments to the firmfell within clause (c). W
assune for the purpose of this argunment that in this case,
payments to firmwere paynments to partners. Even so, we
think that the said paynents did not fall within clause (C
The payments were made in consideration of a valuable right
parted by the partners/ directors of the assessee conpany in
favour of the assessee. SO long a,, the agr eenment
whereunder the said paynents were nade is not held to be a
nmere
614
device or a nere screen, the said payments cannot be treated
as paynents nmade to the directors as directors (qua
directors). The paynents were nade by way of consideration
for allowing the assessee to use a valuable right belonging
to themviz., the brand nane. Such a paynment nmay be liable
to be scrutinised under subsection (2) of Section 40(A), but
it certainly did not fall within the four corners of Section
40(c).
InT. T Ltd. v. LTO, Bangalore 121 I.T.R 55 1, a Bench
of Karnataka H gh Court conprising D.M _Chandrashekhar, CJ.
and E.S. \Venkataram ah,J. has taken-a view  which accords
with the one taken by us. Speaking for the Bench, E S
Venkat aram ah, J. (as he then was) observed:
"A cl ose readi ng of the above provision shows
that s. 40(c) refers to an expenditure in-
curred by maki ng periodical payments to person
mentioned in that clause apparently ‘for any
personal service that may be rendered by him
It cannot have any reference to paynments nade
by the assessee for all kinds of "services or
facilities" referred to in s. 40A(2) (a). It
is argued that the proviso thereto  suggests
that any expenditure incurred for any kind of
service which is referred to inthe main part
of s. 40A (2) (a) and the expenditure referred
to in s. 40(c) belong to the sanme category.

Thi s contention is not correct. The
expression "services" ins. 40A (2) (a) is an
expression of wider import............... | f

the renmuneration, benefit or amenity referred
toins. 40(c) is treated as the same as what
is paid in return for "the goods, services or
facilities" then irrespective of the fair
market value of the goods, services and
facilities provided by a person who nay be a
director or a person who has a substantia
interest in the conmpany or a relative of the
director or of such person, as the case may
be, only a maxinumof Rs. 72,000 can be
all owed to be deducted in conputing the incone
of the conpany in any one year. W do not
think that Parlianent ever intended that such
a result should follow The goods, services
and facilities referred to in s. 40A (2) (a)
are those which have a narket val ue and which
are conmmercial in character. Many of the
services and facilities referred to above are
t hose whi ch are nowadays provi ded by
i ndependent organi sati ons.




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

Page 8 of 8

The said decision has been followed by the Punjab and
Haryana Hi gh Court in Conm ssioner of Income Tax, Patiala v.
Avon Cycles (P) Ltd. 126 |.T.R 448, The Cal cutta H gh Court
has also taken a simlar viewin India Jute Co. Ltd v.

615

Commr of Income-Tax 178 | TR 649.

M. Ahuja, learned counsel for the Revenue subnmitted that
the argunent of the assessee that only the paynents nmade to
directors as directors fall within clause (c) and not the
ot her paynents, becones inapt when the paynments are nade to

the relative,,, of +the directors or to persons holding
substantial interest in the assessee company or their
relatives. The ceilinG prescribed in clause (c) cannot al so
be applied to such persons-says the counsel. The answer

perhaps lies in the clause itself-in the power vested in the
. T.O to determ ne whether any expenditure or allowance is
excessive or unreasonable having regard to the legitimte
busi ness needs of the company and the benefit derived by the
assessee ~/or accruing therefrom Any paynent to a relative
of a director or other persons nmentioned in clause (c) wll
necessarily be exam ned applying the above test and if it is
found that they are unwarranted, unreasonable or excessive,
they wll be disallowed. Since such a situation does not
ari se herein, we need not pursue the argunent further

For the above reasons, we are of the opinion that the

j udgrment under appeal’ cannot be sustained. It nust he held
that the paynents in question did not fall “within section
40(c). Accordi ngly, the appeals areallowed, the judgnent
of the H gh Court is set aside and the question referred to
the Hgh Court is answered in the affirmative, i.e., in
favour of the assessee and agai nst the revenue. ~ No costs.
UulJ R Appeal al | owed.
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