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ACT:

Income Tax Act, 1961-Section 37-Scope of-Assessee,
partner of a managing agency firm Managed conpany advanced
loan to another firm at the instance of a partner of the
firmLoan turned out' to be a bad debt-Loss of nanaged
conpany partly nmade good by assessee-Rei nbursed anount, if
coul d be claimed as deducti on under section 37.

HEADNOTE:

The assessee was a partner of a firm of managing
agents. At the instance of one of the partners of the
managi ng agency firmthe managed conpany advanced to anot her
firma l|arge sum of noney as |oan. Eventually by reason of
the failure of the borrower to (repay the |oan the nanaged
conpany suffered |oss which was nmade good partly by the
assessee and partly by one of its partners. Later, the
managi ng agency firm had been reconstituted.

VWhen the assessee in its returns clained as a deduction
the sum paid by it in that year in partial discharge of its
liability, the Income Tax O ficer disallowed it holding that
the assessee was not legally bound to nake the paynment and
therefore it was not a business expenditure which could be
al l oned as a deducti on.

The Appel | ate Assistant Conm ssioner affirmed the order
of the Incone Tax Oficer on the grounds that (a) the |oss
was actually the loss of a firm which was no nore in
exi stence; (b) the loss had been borne by the assessee on
personal considerations and (c) the loss was a | oss of the
managi ng agency and not of the partners concerned.

Accepting the assessee’s appeal the Tribunal held that
even if there was a change in the constitution of the
managi ng agency firmthe assessee’'s liability as a partner
had not ceased, that the paynent could not be treated as one
nmade on personal considerations and that the assessee had
made the paynent in guestion purely on busi ness
considerations with the sole object of muintaining its
busi ness connecti on which was yielding profit.

The High Court answered the reference in favour of the
assessee.

Di sm ssing the appeal
N

HELD : The true test of expenditure laid out wholly and
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exclusively for the purposes of trade or business is that it
is incurred by the assessee as incidental to its trade for
the purpose of keeping the trade going and of nmaking it pay
and not in any other capacity than of a trader. [6 D E]

2

In the instant case the expenditure was rightly held to
be deductible wunder s. 37 of the Act. The assessee incurred
the expenditure to avoid any adverse effect on its
reputation, to protect the nmanaging agency which was an
i ncone earning apparatus and for retaining it wth the
reconstituted firm in which the assessee’s interest was the
same as before. It was likely that but for the expenditure,
the fair nanme of the assessee woul d have been tarni shed and
the nmanagi ng agency would have been termnated. The
expenditure incurred onthe preservation of a profit earning
asset of a business has always been held to be a deductible
expenditure. The expenditure incurred by the assessee was
neither gratuitous nor one incurred outside the trading
activities of the assessee. [7 C E

Ushers’s Wltshire Brewery Ltd. v. Bruce, [1915] A C.
433, British Insulated & Helshy Cables Ltd. v. Atherton,
[1926] A. C 205, Mtchell v. B. W Noble Ltd. [1927] 1 K
B. 719, referred to.

Conmi ssi oner  of I'ncome tax, Kerala v. Malayal am
Plantation Ltd., [1964] 7 S.C. R 693, foll owed.

The fact that the firmhas not clained the expenditure
as its own does not affect the right ~of the assessee to
cl ai m deduction in respect of the anpunt in question in its
assessment proceedings. [7 H 8 A

JUDGVENT:

ClVIL APPELLATE JURI SDI CTION :~ Civil Appeal No. 1235 of
1974.

Appeal by special leave fromthe judgnent and order
dated the 22nd March, 1973 of the Del hi Hi gh Court i'n Incone
Tax Reference No. 65 of 1968.

S.C. Manchanda, J. Ramarmurthy —and M ss A. Subhashin
for the Appellant.

S.T. Desai and Bi shanbar Lal for the Respondent.

The Judgrment of the Court was delivered by

VENKATARAM AH, J. This appeal by special Ileave is
di rected agai nst the judgnent and order dated March 22, 1973
of the Delhi High Court in Incone-tax Reference No. 65 of
1968 mmde by the Income-tax Appellate Tribunal, Delhi
pursuant to an order nade by the H gh Court under section
256(2) of the Indian Incone-tax Act, 1961 (hereinafter
referred to as '"the Act’).

The facts of the case are these : The assessee (the
respondent herein) is a public |imted conpany. The assessee
was a partner of a firm of managing agents known as M s.
Morari Lal Batra & Co.

3

(hereinafter referred to as ’'the managing agency firm)
whi ch was nanagi ng another public linmted conpany called
M's. Bharat Carbon & Ribbon Manufacturing Co. Ltd.
(hereinafter referred to as ’'the nanaged conpany’). There
were in all three partners in the managi ng agency firm the
two other partners being V.K Batra and Lal Bal want Roy who
hel d 50% share and 25% share respectively in that firm The
assessee held the remaining 25%share. At the instance of
V.K. Batra who held the major share in the nanagi ng agency
firm a large sum was advanced by the managed conpany to a
firmknownn as Ms. HK Sinha & Sons at Calcutta. \Wen a
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demand for repaynent was made, Ms. HK Sinha & Sons
repudi ated the claimexcept to the extent of Rs. 11,409 and
ultimately the nmanaged conpany suffered a | oss to the extent
of Rs. 1,90,092 on account of the said transaction
Consequently it became necessary for the managing agency
firmto make good the said |oss. Thereupon the assessee and
Lal Balwant Roy together wundertook to pay to the nanaged
conpany Rs. 95,092 out of which the share of the assessee
was Rs. 47,500. The bal ance of the anpbunt was undertaken to
be paid by RK Batra, brother of V.K Batra. The nanagi ng
agency firm was also reconstituted with the assessee, La
Bal want Roy and R K. Batra as partners, R K Batra taking
the place of V.K Batra. During the previous year
corresponding to the assessnent year 1962-63, the assessee
paid a sumof Rs. 9,500 to the nanaged conpany in partia
di scharge of its liability of Rs. 47,500 referred to above
and claimed it by way of deduction in the assessnent year in
guestion in the assessnent proceedi ngs under the Act before
the Incone-tax O ficer. The |Income-tax Oficer disallowed
the said claimon the ground that the assessee was not
legally bound to nmake the payment —-and hence it was not a
busi ness expense that could be allowed under the Act. The
Appel | ate Assistant Conmi ssioner of |ncome-tax before whom
the order of assessnment ~ was questioned by the assessee
affirmed the order of ~ assessnent on the above question on
three grounds : (&) the anpunt in question was actually the
loss of a firmwhich was no nore in existence; (b) the |oss
in question had been borne by the “assessee  on persona
consi derations, and  (c) the loss was the 'loss of the
managi ng agency firmand not of the partners concerned and
since the nmanagi ng agency firmhad not clainmed that loss in
its return, none of its partners could claimit. Wen the
matter was taken up in appeal before the I|ncone-tax
Appel late Tribunal, the claimof the assessee was accept ed.
The
4
Tribunal held inter alia that even if there was a change in
the constitution of the nmanagi ng agency firm the liability
of the assessee as a partner had not ceased, the assessee
being a company, the paynent could not be treated as one
made on personal considerations and that the assessee had
made the paynent in guestion purely on business
considerations with the sole object of muintaining its
busi ness connection which was yielding profit. The Tribuna
was also of the viewthat there was no bar to the assessee
claimng the loss in questionin its own  assessnent even
though it could have been first claimed by the firmand then
in the hands of the partner. An application under section
256(1) of the Act having been rejected by the Tribunal, the
appel l ant noved the Hi gh Court under section 256(2) of the
Act. The High Court thereupon passed an order directing the
Tribunal to refer the fol l owi ng guestion for its
consi derati on
"Whet her, on the facts and in the circunstances of

the case, the assessee was entitled to any all owance on

account of the share of |loss made good by it to the

managed conpany ?"

After the reference was nade to it, the H gh Court
answered the question in the affirmative and in favour of
the assessee. Dissatisfied with the judgnent of the High
Court, the appellant has cone up in appeal to this Court by
speci al |eave, as stated above.

The first question which needs to be examned is
whet her the amount in question can be treated as an
expenditure laid out or expended wholly and exclusively for
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the purposes of the business of the assessee which is
admi ssi bl e as a deduction under section 37 of the Act. It is
no doubt true that the solution to a question of this nature
sonetines is difficult to arrive at. But, however difficult
the task may be, a decision on that question should be given
having regard to the decisions bearing on the question and
ordinary principles of comercial trading and of conmercia
expedi ency. The facts found in the present case are that the
assessee was carrying on business as a partner of the
managi ng agency firmand it also had other businesses. The
managi ng agency agreenent with the managed conmpany was a
profitable source of income and that the assessee had
continuously earned incone fromthat source. But on account
of the negligence on the part of one of its partners, there
arose a serious dispute which could have ordinarily resulted
in along drawn out
5
[itigation between the managi ng agency firm and the managed
conpany affecting seriously the reputation of the assessee
in addition” to any pecuniary |oss  which the assessee as a
partner was |iable to bear on account of the joint and
several liability arising under the |aw of partnership. The
settlenent arrived at between the parties prevent ed
effectively the hazards - involved in any litigation and al so
hel ped the assessee in continuing to enjoy the benefit of
the managi ng agency which was a sound busi ness proposition
It also assisted the assessee in retaining the business
reputation unsullied which it had built up over a nunber of
years. It is also material to notice here that it was not
shown that the settlenent was  a gratuitous arrangenent
entered into by the assessee to benefit the defaulting
partner exclusively even though he m ght have been
benefitted to some extent. It is no doubt true that it was
voluntary in character but on- the facts and in the
ci rcunst ances of the case whether it would nmake any
difference at all is the point for consideration

Dealing wth the question whether an expenditure
incurred by a brewery in aid of their tenants of tied houses
as a necessary incident of the profitable working ‘of the
brewery business was an admissible expenditure in the
conputation of the incone-tax liability of the brewery, Lord
Sunmer  uphol di ng the above claim observed in Usher’'s
Wltshire Brewery Ltd. v. Bruce thus :

"Where the whole and exclusive purpose of the
expenditure is the purpose of the expender’'s trade, and
the object which the expenditure serves is the sane,
the mere fact that to sone extent the expenditure
enures to a third party' s benefit, say that of. the
publican, or that the brewer incidentally obtains sone
advantage, say in his character of landlord cannot in
| aw defeat the effect of the finding as to'the whole
and excl usi ve purpose.”

In British Insulated and Hel sby Cables Ltd. v. Atherton
Lord Cave observed

"It was nmade clear in the above cited cases of
Usher's Wltshire Brewery v. Bruce, [1915] A C. 433 and
Smith v. |Incorporated Council of Law Reporting for
Engl and and

Wal es, [1914] 3 K B. 674 that a sum of nobney expended,
not of necessity and with a view to a direct and
i medi ate benefit to the trade, but voluntarily and on
the grounds of comercial expediency, and in order
indirectly to facilitate the carrying on the business,
may yet be expended wholly and exclusively for the
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pur poses of the trade."

Row att, J. in Mtchell v. B.W Noble Ltd. held that
the noney spent on getting rid of a director and saving the
conpany from scandal was deductible. Affirming the above
view, the Court of Appeal (whose judgnent appears at page
731) held that as the paynment was not nade to secure an
actual asset so as effectually to increase the capital of
the conpany but was nmade in order to enable the directors to
carry on the business of the conpany as they had done in the
past unfettered by the presence of the retiring director,
whi ch might have had a bad effect on the credit of the
conpany, it nust be treated as the income and not as capita
expenditure and was deductible as such for incone-tax
pur poses.

The true test of ~an expenditure laid out wholly and
exclusively for the purposes of trade or business is that it
is incurred by the assessee as incidental to his trade for
the purpose of keeping the trade going and of making it pay
and not /in _any other capacity than of a trader. In
Conmi ssioner of Inconme-tax, Kerala v. Mlayalam Pl antation
Ltd. Subba Rao, J. (as he then was) sunmarised the |ega
position at page 705 thus :-

"The aforesaid discussion |eads to the follow ng
result: The expression "for the purpose of the
busi ness" is /wider in scope than 'the expression "for

the purpose of earning profits”. Its range is wide : it
may take in not only the day to day  running of a
busi ness but al so t he rationalization of its

admi ni stration and nodernization of its machinery; it
may i nclude measure for - the preservation of the
business and for the protection of its assets and
property from expropriation, coercive process or
assertion of hostile titles; it may  also conprehend
paynment of statutory dues and taxes inposed as a pre-
condi tion to conmence or for carrying on of a business;
it may conprehend many other acts incidental to the
carrying on of a business.

However wi de the neaning of the expression my be, its
limts are inplicit init. The purpose shall be for the
pur pose of the business that is to say, the expenditure

incurred shall be for carrying on of the business and
the assessee shall incur it in his capacity as a person
carrying on the business."

In the i nstant case, the assessee incurred the

expenditure in question to avoid any adverse effect on its
reputation, to protect the managing agency which was an
i ncome earning apparatus and for retaining it wth the
reconstituted firmin which the interest of the assessee was
the same as before. It was likely that but for the
expenditure, the fair name of the assessee woul d have been
tarni shed or rendered suspicious and the managing ' agency
woul d have been term nated. The expenditure incurred on the
preservation of a profit earning asset of a business has
al ways been held to be a deductible expenditure by courts.
In the circunstances, it is difficult to hold that the
expenditure incurred by the assessee was either gratuitous
or one incurred outside the trading activities of the
assessee. The expenditure was, therefore, rightly held to be
deducti bl e under section 37. W, therefore, reject the
contention of the Revenue that the ampunt in question could
not be clained as a deducti on under section 37 of the Act.
The next contention of the Departnment is that the
paynment in question should have been first assessed as a
loss in the assessment proceedings of the firmand in the
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absence of any claimmde in the course of such proceedi ngs
by the firm it was not possible to allowits deduction in
the assessment of the assessee. Reliance is placed on
sections 187 and 67 of the Act in support of this
submi ssion. It is seen that the expenditure in question had
not been incurred by the firm Even if the ampbunt had been
paid through the firm by the assessee, it would not be
payment of the firmis funds. In the accounts of the firm
there would be a credit and debit entry cancelling each
other showing a receipt fromthe assessee and a paynent to
the managed conpany, not in any way affecting the capita
structure of the firm If the anount had been paid by the
assessee directly to the nanaged conpany whi ch appears to be
nore probabl e then the expenditure is obviously one incurred
by the assessee itself though on account of the firm In any
view of the matter, ~the fact that the firm has not clained
t he

8

expenditure as itsown does not affect the right of the
assessee to claimdeduction in respect of the anpbunt in
guestion —in its assessment proceedi ngs which it is
legitimately entitled to do. It is not showmmn howin the
pecul iar circunmstances of the case there is any statutory
bar to the clai mnmade by the assessee.

W are satisfied'that in the circunstances of the case
the decision of the H gh Court does not call for
interference.

For the foregoing reasons, the appeal is dismssed with

P.B.R: Appeal di sm ssed.




