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ACT:

Busi ness Expendi ture-Section 10(2)(xv) of the |Incone-
Tax Act, 1922-\WWether the remuneration towards the ' Manager’
Kamala MIls Ltd. is falling within the neani ng of Section
384 read with s.  2(24) of the Conpanies ‘Act allowable as
"busi ness expenditure"-Construction of the terns of
Agr eenent - Whet her the managing conpany falls wthin the
meani ng of Section 2(24) of the Conpanies Act, 1956.

HEADNOTE

Respondent, assessee (Ms. Alagappa Textiles (Cochin)
Limited conpany was carrying on business of manufacture and
sale of yarn. It entered into an- Agreement dated Novenber
10, 1955 with Kamala MIls Ltd., Coinbatore for financing
and managing the assessee MIlIs at Al agappa Nagar for a
period of five years. Clause 8 of the Agreenent provided
that Kamala MIls Ltd. shall be paid for the services,
rendered by it by way of purchases, sales and nmanagenent
renmuneration at the rate of 1% on all purchases made by it
for the assessee MIls and at half a percent on all sales of
yarn, yarn waste and cotton waste and ot her products of the

MII. dause 13 of the agreenent was to the effect that "the
conpany (assessee) either represented by its nanaging Agent
or Board of Directors shall not exercise the powers

del egated to the Managers (Kamala MIls Ltd.| under. the
foregoi ng clauses, except by way of general supervision and
advice nor interfere with discretion of the nmanagers in the
exercise of their functions and powers vested in- them by

virtue of this Agreenent." Cause 14, provided that the
Managers (Kamala MIlls Ltd.) powers were limted in the
manner aforesaid and shall not be deemed to be manager in

charge of the whole affairs of the conmpany wthin the
neani ng of section 2(9) of the conpanies Act, 1913. C ause
16 provided that the agreenent shall be in force for a
period of five years comencing from the date thereof and
that "this Agreement for managenent bei ng an Agency coupl ed
with interest” could be revoked before the expiry of the
said period of five years by 12 nonths’ notice in witing
being given by one party to the other, but if the assessee
were to revoke it the assessee shall be liable to conpensate
Kamala Mlls for the loss of renuneration for, the
unexpired period of the Agreenent at the average rate at
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whi ch Kanal a MIlls Ltd. had been earning by way of
remuneration under the Agreenment fill the date of such

notice of term nation

Pursuant to the aforesaid ternms, Kanala MIIls Ltd. drew
remuneration to the tune of Rs. 1,03,547/- and Rs. 18, 249/ -
respectively for the cal endar years 1957 and 1958
corresponding to the assessnent years 1958-59 and 1959-60.
The ampbunts were assessed to tax in the hands of Kamala
MIls Ltd. Respondent , Assessee in its assessnent
proceedings for the said two assessment years clained
deduction in respect of the said two Anpbunts as business
expendi ture under section 10(2)(xv) of the Income-tax Act.
The claim was disallowed by the Incone Tax officer on the
ground that wunder section 384 of the conpanies Act. 1956
which had cone into force on April 2, 1956 the continuation
of a
724
body corporate ~as manager was prohibited for the period
beyond six months from the coming into force of the Act,
that the " renmuneration paid to Kamala MIls Ltd. subsequent
to Cctober 1, 1956 was illegal being-in violation of s. 381
The Appellate Assistant Conmi'ssioner rejected the Appea
mainly on the ground that the assessee by its own conduct
had disputed its liability to pay any renuneration to Kanal a
MIls Ltd. as after October 1, 1956 and.in that behal f he
relied on an admtted fact that the assessee had filed a
suit against Kamala MI1s to recover such remunerati on which
had been paid to it in contravention of section 384 of the
Conpanies Act on the basis that “since the ‘paynent was
illegal Kamala MIlls  was hol di ng such anmount s of
remuneration in trust for and on behalf of the assessee.
Respondent carried the matter in further appeals to the
Tribunal, but the Tribunal confirmed the view of the taxing
authorities. On a reference, the H gh Court answered the
question in the negative in favour of the assessee and
against the Revenue. The Hi gh Court held that Kamala M1l s
could not be said to be "subject to the superintendence,
control and directions of the Board of Directors" of the
respondent and therefore was not a "nanager" of the assessee
within the neani ng of section 2(14) of the Conpani es Act, so
as to attract the illegality under section 384 ibid. and (b)
that in view of the provisions of section 41(1) of the
I nconme-tax Act, the pendency of an appeal against the
Judgnent the suit for recovery could not be a valid ground
for disallowing the deduction permssible under ) section
10(2) (xv) of the Income-tax Act.

Di smi ssing the appeal by Revenue by special 1eave, the
Cour t
N

HELD: 1. Section 384 of the Conpanies Act, 1956 in
express terns prohibits, after the comencenment of the Act,
the appointnent of a firm or a body corporate or an
associ ati on of persons as mnmanager as al so the continuation
of such enmploynent after expiry of six nonths from such
conmencenent . To attract the prohi bition or
di squalification, under this section, a firm body corporate
or association must be a "manager" within the neaning of
section 2(24), that is to say, it should be in managenent of
the whole or substantially the whole of the affairs of a
conpany and should be under superintendence, control and
direction of the Board of Directors of the conmpany [730 C- D
E- F]

2. Section 2(24) of the Companies Act requires three
conditions to be satisfied: (a) the Manager nust be an
i ndi vidual, which means that a firmor body corporate or an
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association is excluded and cannot be a Manager (a fact
which is expressly nade clear in section 384). (b) he should
have the rmanagenent of the whole or substantially the whole
affairs of the conmpany and (c) he should be subject to the
superintendence, control and directions of the Board of
Directors in the matter of managing the affairs of the
conpany. Subject to the changes nade in the aspect covered
by (a) and (b), in both the definitions [s. .2(9) of 1913
Act and s. 2(24) of the 1956 Act], the aspect that a Manager
has to work or exercise his powers under the control and
directions of the Board of Directors is comon and
essential. In fact, it is this aspect which distinguishes
"Manager’ from "Managing Agent". A conparison of the
definition of "Manager" as given in s; 2(24) of the 1956 Act
with that of "Managing  Agent" in s. 2(25) makes it clear
that though there is an overlapping of the functions of the
Manager as well as the Managing Agent of the conpany the
essential ‘distinctionis that whereas the

725

Manager has to be subject to the superintendence, contro

and direction of the Board of Directors, the managi ng Agent
is not so subject. [729 G H, 730 A-C]

3. On a perusal ~ of the <clauses and in particular
clauses 8, 13, 11 and 16 of the Agreenent dated November 10,
1955 in the instant case, two or three things stand out very
clearly. It is true that at the comencenent of the deed
Kamala MI11ls Ltd. has been described and referred to as the
"Managers" of the asses see throughout the docunent but mere
 abel or nonenclature given to a party in the docunent will
not be decisive. It is also truethat the several powers and
functions were entrusted to Kamala MIls Ltd. under clause 1
of the Agreenent to enable it "to nmanage or run the MII" of
the assessee. But sinply because powers and functions were
given to Kanmala MIIls Ltd. for the purpose of "managing and
running the MIIls" of the assessee, it could not follow that
Kamala MIls Ltd. was in truth and substance a ’'nanager’ of
the assessee within the neaning of s. 2(24) of the 1956 Act.
For this purpose the Agreenent will have to be'read as a
whol e and the Court will have to decide what was the true
intention of the parties in entering into such Agreenent.
[733 E-G

4. The dom nant object wth which the Agreenment ~ was
entered into was that Kamala MIls Ltd. should really act is
a financier so-that the assessee MII| could run and since
heavy finances were to be procured by Kamala MIlls~ Ltd.
| arge powers and functions connected with the working of the
mll were entrusted to it. This aspect beconme ~abundantly
clear from cl. 16 of the Agreenent wherein the parties
expressly provided that this Agreenent for nanagenent was by
way of and anpbunted to an Agency coupled with interest so
far as Kamala MIls Ltd. was concerned and, therefore,
revocati on of the Agreenent before the expiry of five years’
peri od was made dependent upon 12 nonths’ notice in witing
being given by one party to the other and further if such
revocation was done by the assessee suitable conpensation
was nmade payable to Kanala MIls Ltd. |In other words,
manageri al functions were incidental and had to be entrusted
to Kamala MIls because of the financier’s role undertaken
by it. The large powers and functions entrusted to Kanal a
MIlls Ltd. under the several sub-clauses of cl. 1 of the
Agreenent do show that nmanagenent of substantially the
whole, if not the whole, of the affairs of the assessee
conpany had been nmade over to Kamala MIIls Ltd. [734 B-E]

5. Cause 13 of the Agreenent which is very el oquent.
provided that so far as the powers conferred and the
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functions entrusted to Kanala MIIls Ltd. were concerned, the
Board of directors shall not exercise or performthe sane
except by way of general supervision and advice and it was
further made clear that the Board of Directors shall not
interfere with the discretion of Kamala MIlls Ltd in the
exercise of their functions and powers vested in it by
virtue of the Agreement. In other words, the genera

supervision or advice of the Board of directors was of such
character that the Board had no way whatsoever nor could it
interfere with the discretion of Kamala MIls Ltd. in the
matter of the exercise of the powers and the discharge of
the functions entrusted to Kamala MIIls Ltd. wunder the
Agreenent. It is thus clear that the dom nant object of the
Agreenent was that Kanal a MIlls Ltd. should act as
financiers of the assessee MIIl and in the nmatter of the
exercise of its powers and discharge of its functions Kamal a
MIls Ltd. was never "subject to the superintendence contro

or direction"” of the Board of

726

directors of the assessee. This is the position which
clearly energes on true construction of the Agreement. [734
F-H, 735A]

6. Therefore, Kamala MIls Ltd. was not acting or
wor ki ng as the "Manager" of the assessee within the neaning
of s. 2(24) of the Conpanies Act, 1956 and as such the
illegality of section 384 of the Act was not attracted. In
this view of the matter, the remuneration paid by the
assessee to Kamala MIIls Ltd. for  the two cal endar years
1957 & 1958 relevant = to the assessment years  1958-59 and
1959-60 could not be regarded as being inviolation of s.
384 of the conmpanies Act, 1956 and as such the expenditure
incurred by way of paying such renuneration would be
deducti bl e as "Busi ness Expenditure" under section 10(2)(xv)
of the Incone-tax Act, 1922. [735A-D

JUDGVENT:

ClVIL APPELLATE JURI SDI CTION: Civil Appeals Nos. 2001-
2002 of 1978.

Appeal s by Special Leave fromthe Judgnent and order
dated 14-12-1971 of the Kerala Hgh Court in Incone  Tax
Ref erence No 19 of 1969.

V. S. Desai, S. P. Nayar and M ss A. Subhashini for the
Appel | ant

S. T. Desai, N Sudhakaran and P. K Pillai for the
Respondent .

The Judgrment of the Court was delivered by

TULZAPURKAR, J. These appeal s by special |leave raise a
conmon question whether on proper construction of the
Agreenent dated Novenber 10, 1955, entered into- by the
assessee Wwith Kamala M1ls Ltd., the latter was the
"manager"” of the assessee within the neaning of s. 384 read
with s. 2(24) of the Conpanies Act, 1956 and if so, whether
the renmuneration paid by the assessee to the latter inthe
two cal endar years 1957 and 1958 relevant to the assessnent
years 195859 and 1959-60 cannot be allowed as business
expendi ture under s. 10(2) (xv) of the Indian |ncone-Tax
Act, 19227

The facts giving rise to the question may briefly be
stated as follows: The assessee (Ms Alagappa Textiles
(Cochin) Ltd.) is a public limted conpany carrying on
busi ness of nanufacture and sale of yarn and has its
registered office at Al agappa Nagar in Kerala State. It
entered into an Agreenent dated November 10, 1955 with
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Kamala MIls Ltd. Coinbatore for financing and managi ng the
assessee mlls at Al agappa Nagar for a period of five years.

Clause 8 of the Agreenment provided that Kamala MIIls Ltd.

shall be paid, for the services rendered by it by way of
purchases, sal es and managenent, remruneration at the rate of
1% on all purchases made by it for the assessee mlls and at
half a per cent on all sales of yarn, yarn waste and cotton
waste and other products of the mll. Pursuant to the
aforesaid term Kanala MIIls Ltd. drew renuneration to the
tune of Rs. 1,03,547/- and Rs. 18,294/- respectively for the
cal endar years 1957 and 1958

727

corresponding to the assessnent years 1958-59 and 1959-60.

These amounts were assessed to tax in the hands of Kamal a
MIlls Ltd. The assessee in.its assessnent proceedings for
the said two assessment years claimed deduction in respect
of the said two amounts as business expenditure under s.

10(2) (xv), of the Act. The claimwas disallowed by |ncome-
Tax officer on the ground that wunder s. 384 of the new
Conpani es Act, 1956, which ~had cone into force on April 1.
1956, the continuation of~ a body corporate as nanager was
prohi bited for the period beyond six nmonths fromthe com ng
into force of the Act, that rermuneration paid to Kanala
MIlls Ltd. subsequent to Cctober 1, 1956, was illegal being
in violation of s. /384 and, therefore, the deduction clainmed
in respect of such paynment for the calendar years 1957 and
1958 could not be allowed. In the appeals preferred by the
assessee against the decision of the Ilnconme Tax officer, it
was contended that though the payment of renuneration to a
body corporate as Manager after Cctober 1, 1956 was illega

under s. 384, the paynents were for services rendered and
were fully justified by comercial expediency and as such
the same should be allowed under s. 10(2) (xv) of ‘the Act.
It was al so urged that even if the expenses incurred were in
violation of the statute such expenses should be allowed
since in conputing the profits even-of illegal business only
the net profit was taxed after (allowing all the expenses.
The Appellate Assistant Conm ssioner was not inpressed by
these arguments; but he disallowed the deduction mainly on
the ground that the assessee by its own conduct had disputed
its liability to pay any remuneration to Kamala MIls Ltd.
after COctober 1, 1956 and in that behalf —he relied on an
admtted fact that the assessee had filed a suit against
Kamala MIls Ltd. to recover such renmuneration which -had
been paid to it in contravention of s. 384 on the basis that
since the paynent was illegal Kamala MIIs Ltd. was hol di ng
such anpbunts of renuneration in trust for and on behal f of
the assessee and in such a situation the deduction could not
be all owed. The assessee carried the matter in further
appeals to the Tribunal, but the Tribunal confirnmed the view
of the taxing authorities that under s. 384 of the Conpanies
Act, 1956 it was not legal for the assessee to have
permtted Kamala MIIs Ltd. to continue to work as its
Manager after COctober 1, 1956 and that the paynent  of
remuneration after the said date was illegal and coul d not
be considered as valid expenditure for the purpose of Incone
Tax Act. fn this behalf the Tribunal relied on two decisions
in CIl1.T. v. Haji Aziz and Abdul Sakoor Bros. and Raj

Whol l en Industries v. C1.T. An argument was raised before
the Tribunal that Kamal a

728

MIlls Ltd. was not only a nmanager but also a financier and
that the renmuneration should be treated as having been paid
to the financier While observing that it was a new case put
forward by the assessee, the Tribunal negatived the
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contention holding, on construction of the Agreenent, that
it was by virtue of its position as Manager that Kanala
MIlls Ltd. was allowed to carry on the financial affairs of
the assessee and the remuneration was payable to it as
Manager and in no other capacity. The Tribunal also held
that the claimfor deduction was in respect of a disputed
l[iability inasmuch as the assessee had not nerely filed a
suit to recover the anpbunt but had in the meantine obtai ned
a decree against Kanmla MIlls Ltd., and, therefore, the
anounts could not be lawfully claimed as permssible
deducti on.
At the instance of the assessee the follow ng question
was referred to the High Court for its opinion
"Whether on the facts and in the circunstances of
the case, the Tribunal was justified in law in
di sal l owi ng the ~claimof the assessee for deduction of
Rs. 1,03,547/- and Rs. 18,294/- fromthe income of the
assessnment years 1958-59  and 1959-60 as not an
adm ssi bl'e business expenditure under sec. 10(2)(xv) of
the I ndi an I'ncome Tax Act, 1922 -"
The Hi gh Court answered the question in the negative in
favour of the assessee and agai nst the Department. The Hi gh
Court, on construction of ~the Agreenment dated November 10,
1955, took the view'that since in the matter of the exercise
of its powers and the discharge of its functions thereunder
Kamala MIls Ltd. could not be said to be "subject to the
superintendence control and direction of  the Board of
Directors" of the assessee, Kanmala MIls Ltd. was not a
"manager"” of the assessee within the definition given in s.
2(24) of the Conpanies Act, 1956, and, therefore, the
illegality under s. 384 was not attracted and as such the
remuneration paid by the assessee to Kanmala MIls Ltd. for
services rendered during the calender years 1957 and 1958
was al |l owabl e as a business expendi ture-under s. 10(2) (xv)
of the Act. As regards the decree that had been obtai ned by
the assessee against Kamala MIlls Ltd. the H gh Court
observed that the appeal filed by Kamala MIls Ltd., agai nst
the said decree was still pending in the H gh Court and if
ultimately the appeal was disnmissed and the amounts were
recovered back fromKamala MIls Ltd., the assessee could be
taxed on those anpbunts wunder s. 41(1) of the 1961 Act, but
that could not be a valid ground for —disallow ng the
deduction clained by the assessee. The Revenue has
chall enged in these appeals the view of the Hi gh Court that
Kamala M1ls Ltd. was not the Manager of the
729
assessee within the meaning of s. 384 read with s. 2(24) of
the Companies Act, 1956 and the further view that the
remuneration paid to Kamala MIls Ltd. during the cal endar
years 1957 and 1958 was deducti bl e as busi ness expenditure
under s. 10(2) (xv) of the Act.
Before we consider the principal question relating to
the proper construction of the Agreenent dated Novenmber 10,
1957, it wll be desirable to note the relevant provisions
of the Indian Conpanies Act, 1913 as al so the new Conpani es
Act, 1956, which have a bearing on the question at issue.
Si nce the Agreenent between the assessee on the one hand and
the Kamala MIls Ltd. On the other was entered into at a
time when the Indian Comnpanies Act, 1913 was in force it
will be proper first to refer to the definition of 'Manager’
given ins. 2(9) of the said Act. Section 2(9) ran thus:
"2(9) "nanager" nmeans a person who, subject to the
control and direction of the directors has the
managenent of the whole affairs of a conpany, and
includes a director or any other person occupying the
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position of a manager by whatever nane called and

whet her under a contract of service or not.

It will be clear that to satisfy the aforesaid definition a
person, which could include a firm body corporate or an
associ ati on of persons, apart frombeing in managenent of
the whole affairs of. a conpany had to be "subject to the
control and direction of the directors". This definition has
undergone a substantial change under the Conpanies Act,
1956. Under this Act s. 2(24) defines the expression
"manager" thus.

2(24) "manager rmeans an individual (not being the
managi ng agent) who, subject to the superintendence,
control and direction of the Board of directors, has
the managenment of the whole, or substantially the
whol e, of the affairs of a conpany, and includes a
director or any other person occupying the position of
a manager, by whatever nane cal |l ed, and whether under a
contract of service or not."

In this definitionthree conditions are required to be
satisfied: (a) the manager must be an individual, which
neans that a firm or a body corporate or an association is
excluded and cannot be a manager (a fact which is expressly
made clear in s. 384), (b) he should have the managenment of
the whole or substantially the whole affairs of the conpany
and (c) he should be subject to the superintendence, contro
and directions of the Board of Directors in the matter of
managi ng the affairs of the conpany. Subject to the changes
made in the aspects

730

covered by (a) and (b), in both the definitions the aspect
that a nanager has to work or exercise his powers under the
control and directions of the Board of Directors.is comon
and essential. In fact it is this aspect which distinguishes
"Manager’ from 'Managing Agent’'. If ~the definition of
"Manager’ as given in s. 2(24) is conpared wth that of
"Managi ng Agent’ as given in.s. 2(25) it will appear clear
that though there is an overlapping of the functions of the
nmanager as well as the managi ng agent of the conpany the
essential distinction seens to be that whereas the manager
has to be subject to the suprintendence, control and
direction of the Board of directors the nmanagi ng agent is
not so subj ect.

Section 384 of the Conpanies Act, 1956 in express terms
prohibits, after the comencenent of the Act , t he
appointnent of a firmor a body corporate or an-association
of persons as a manager as also the continuation of such
enpl oyment after expiry of Si X nont hs from such
commencenent. It runs thus:

"384. No conpany shall, after the commencenent of
this Act, appoint or enmploy, or after the expiry of six
nonths from such comencenent continue the appoint ment
or enpl oynent of , any firm body corporate or
associ ation as its manager.

The af oresaid provision positively disqualifies a firm
body corporate or association from being appointed as
nmanager of a conpany or from continuing the enpl oynment of a
firm body corporate or association as nanager after the
expiry of six nonths fromthe conmencenent of the Act.
oviously, to attract the prohibition or disqualification
contained in s. 384, a firm body corporate or association
nust be a "manager” within the neaning of s. 2(24), that is
to say, it should be in nmanagemrent of the whole or
substantially the whole of the affairs of a conpany, and
shoul d be under superintendence, control and direction of
the Board of directors of the conpany. It was not seriously
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di sputed that wunder the terns and conditions contained in
the Agreenment dated Novenber 10, 1955, Kamala MIls Ltd.
could be said to be in nanagenent of substantially the whole
of the affairs of the assessee mills but the question is
whet her it was working under the superintendence, contro
and direction of the Board of directors of the assessee so
as to be its "Manager’ within s. 2(24) of the Act?

Turning now to the Agreenent in question it nmay be
stated that at the comencenent of the deed the parties
thereto have been described in a particular manner, nanely,
the assessee has been descri bed
731
and referred to as the "Conpany"” while Kanala MIIs Ltd. has
been described and referred to as the "Managers" throughout
the docunent. Then follow two recitals which nake very cl ear
the object or purpose with which the Agreenment was entered
into; according to these recitals the assessee was not
havi ng sufficient finance to 'carry on its business of
manuf acture and sale of yarn and the Board of directors
thought it ~proper of find out a financier who was agreeabl e
to help the assessee nonetarily and take active interest in
its business and that since Kamala MIls Ltd. agreed to
assist the assessee with sufficient finance and to nanage
the assessee’s mll on certain ternms and conditions which
the Board of Directors had approved, the Agreenment was
executed between the parties. Then follow the operative
parts of the deed setting out the terns and conditions on
which Kamala M11ls Ltd. agreed to provide sufficient finance
as also to manage ‘the business of the assessee. Cause 1
enlisted in sub-clauses (b) to (n) the powers and functions
which were to be exercised and perforned by Kamala MIls
Ltd. during the period of five years for which the Agreenent
was to operate; such powers were conferred and functions
entrusted for the purpose of "nmanaging and running the mll"
of the assessee; inter alia, Kamala MIls Ltd. was to make
purchases of all cotton, staple fibre or any other raw
material for the nanufacture of ‘the yarn and to enter into
contracts in that behalf at such rates and prices as it may
deem fair and proper and nake paynents for all such
purchases and incur all expenses incidental thereto; it was
also to make purchases of all stores and spares and ot her
materials necessary for the manufacture of yarn; it was to
appoint all staff, technical or non-technical and workers
skilled and wunskilled as also clerks and other staff
necessary for the working of the mll and fix their termns
and remuneration and could discharge or dismss or take
di sciplinary action against them it had to sell and make
contracts for sale for imediate or future delivery of yarn
yarn waste or cotton waste or any other naterial or products
of the mll at such rates or prices and on such terns and

conditions as it may think fit; it could decide, |ay down
and change fromtime to time the programre of nmanufacture of
yarn and other products of the mll and to insure against

fire and other risks all cotton, yarn, material, stock-in-
trade and incur and pay all prem a necessary in that behalf;
it could pledge, secure and hypothecate all stocks and
stores and stock-in-trade with such bank or banks where
arrangenents for overdrafts shall have been conpleted by the
Board of Directors; and it could claim demand, realise and
sue for all goods, materials and anmounts due to the assessee
in the exercise and carrying out of any or all of the powers
conferred under sub-cls. (a) to (k). Clause 2 of the
Agreenent stipulated that Kanala MIIls Ltd. shal

732

provi de funds or arrange for finance necessary for




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

Page 9 of 11

exercising the powers of purchase of cotton, stores and
other nmaterials and for paynment of wages, salaries,

conmi ssions and allowances and for neeting all expenses
incidental to nmanufacture and sale of yamand other pro-
ducts of the mill. Under clause 3 the assessee was to open a

separate Current Account and an overdraft Account for a
l[imt not exceeding Rs. 30,00,000/- with such bankers as
Kamala MIls nmay require wth power to Kamala MIlls to
operate on the said accounts exclusively by itself and in
the nane of the assessee and it was to have power to
recei ve, endorse, sign, transfer and negotiate all bills,
cheques, drafts etc. that may be received in the name of the
assessee in the course of the managenent of the mll and it
was specifically agreed that no one except Kamala Mlls
shall have power to operate on the said accounts. C ause 4
entitled Kamala M1 Ils Ltd. to charge the assessee interest
at the rate of 7.5% per annumw th half-yearly rests on al

advances made by it and funds provided for the purposes set
out in'clause 2. Cause 5 gave Kanala MIIs Ltd. a first and
prior charge on all the stocks and stores and stock-in-trade
for all the noneys and anpbunts that may be advanced by it to
the assessee except to the extent of any charge or security
of such stocks and stores and stock-in-trade that nmay be
created in favour of the banks for the overdraft account and
such charge in favour of Kamala MIls was to be a possessory
charge. Clause 8 quantified the renuneration payable to
Kamala M1ls Ltd. for services rendered by way of purchases,
sal es, and the managenent of the mill at the rate of 1 % on

all purchases nade by it for the assessee nill and at 0.5%
on all sales of products effected for and on behal f of the
assessee. Clause 10 required Kanala MIIls Ltd. to nmmintain
proper accounts in respect of all purchases, sales and

expenses, conmi ssions and remunerations due to it etc. and
submit to the assessee nonthly -statenents of accounts.
Clause 11 put the outer limt of Rs. 15,00,000/- at any one
point of time on the advances and financial assistance to be
given by Kanmala MIls Ltd. to the assessee and it was
provided that if and when sunms  over and above ‘the said
l[imts become necessary to be advanced, Kanala MIls woul d
be entitled to appropriate and take for itself as owner such
guantity of vyarn as my be in stock as in value would be
equi val ent, at cost or market val ue whi chever was |ower, to
the sumthat it nay be obliged to advance over and above Rs.
15,00,000/-. Clause 13 of the Agreenment is very i nportant
havi ng a crucial bearing on the question at-issue and may be
set out verbatim It ran thus:

"13. The Conpany (assessee) either represented by

its Managing Agent or Board of Directors shall.  not
exercise the powers delegated to the Managers (Kanal a
MIls Ltd.)
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under the foregoing clauses, except by way of genera
supervi sion and advi ce, nor interfere wth t he
di scretion of the Managers in the exercise of ‘their
functions and powers vested in themby virtue of this
Agr eenent . "

Under cl. 14 it was provided that the Managers’' (Kanala

MIls Ltd.) powers were limted in the nanner aforesaid and
they were not and shall not be deened to be managers in
charge of the whole affairs of the company wthin the
nmeani ng of s. 2(9) of the Indian Conpanies Act, a
significant provision showing the intention of the parties
that Kamala MIls Ltd. was not to be regarded as a ' Manager’
under the I ndi an Conpani es Act, 1913. Cause 16 is
significant and it provided that the Agreenent shall be, in
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force for a period of five years commencing fromthe date
thereof and that "this Agreenent for nmnagenent being an
Agency coupled with interest”, it could be revoked before
the expiry of the said period of five years by 12 nonths
notice in witing being given by one party to the other but
if the assessee were to revoke it the assessee shall be
liable to conpensate Kanmal a MIlls for the loss of
renmuneration for the unexpired period of the Agreenent at
the average rate at which Kamala MI1ls Ltd. had been earning
by way of renuneration under the Agreenent till the date of
such notice of termnation. A nodification by introducing
one additional term in_ the Agreenment was nade on Novenber
21, 1955 but the additional term is not material for our
pur poses.

On a perusal of the aforesaid clauses of the Agreenent
in question two or threethings stand out very clearly. It
is true that at the comrencenent of the deed Kamala MIIs
Ltd. has been described and referred to as the "Managers" of
the assessee throughout the docunent but nere |abel or
nonencl ature given to a party in the docunent will not be
decisive. It is also true that” the. several powers and
functions were entrusted to Kamala MI1ls Ltd. under cl. 1 of
the Agreement to enable it "to manage or run the mll" of
the assessee. But sinply because powers and functions were
given to Kanmala MIls Ltd. for the purpose of "managi ng and
running the mlls" of the assessee, it would not follow that
Kamala MIls Ltd. was in truth and substance a ’'nanager’ of
the assessee within the meaning of s. 2(24) of the 1956 Act.
For this purpose the Agreenent will have to be read as a
whol e and the Court wll have to decide that was the true,
intention of the parties in-entering into such agreenent.
The two recitals clearly indicate the object w th which and
the purpose for which the Agreenent was entered into. It
does appear that the assessee was in financially
strai ghtened circunstances and on that account was utterly
unable to carry on its business of manufacture and sal e of
yarn and, therefore,
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the board of directors were in search of a financier who
woul d make avail able the necessary finances for the running
of the mll as also to take active interest in the business
of the assessee and when Kamala MIls Ltd. agreed "to assi st
the conpany (assessee) with sufficient finance and manage
the milIl" belonging to the assessee on terns and conditions
that were approved b-y the Board of Directors of the
assessee that the Agreenment was entered into between the
parties; in other words, it is clear that the dom nant
object with which the Agreenment was entered into was that
Kamala M1Ils Ltd. should really act as financier so that the
assessee mll could run and since heavy finances were to be
procured by Kamala MIls Ltd. large powers and “functions
connected with the working of the mill were entrusted to it.
Thi s aspect becones abundantly clear from cl. 16 of the
Agreenment wherein the parties expressly provided that this
Agreenent for rmanagenent was by way of and anpunted to an
Agency coupled with interest so far as Kamala MIls Ltd. was
concerned and, therefore, revocation of the Agreenent before
the expiry of the five years’ period was nmade dependent upon
12 months’ notice in witing being given by one party to the
other and further if such revocation was done by the
assessee suitable conpensation was nade payable to Kanmala
MIlls Ltd. In other words, nmnagerial functions were
incidental and had to be entrusted to Kamala MI11s because
of the financier’s role wundertaken by it. The |arge powers
and functions entrusted to Kamala MIls Ltd. wunder the
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several sub-clauses of cl. 1 of the Agreenment do show that
managenent of substantially the whole, if not the whole, of
the affairs of the assessee conpany had been nmade over to
Kamala MIls Ltd. But the crucial question is whether such
management was to be done by Kamala MIIs Ltd. under "the
superintendence, control and direction of the Board of
Directors" of the assessee and in that behalf cl. 13 of the
Agreenent which we have quoted above is very eloquent. In
terns it provided that so far as the powers conferred and
the functions entrusted to Kamala Mlls Ltd., were
concerned, the Board of Directors shall not exercise or
performthe sane except by way of general supervision and
advice and it was further made clear that the Board of
Directors shall not interfere with the discretion of Kanala
MIlls Ltd. in the exercise of their functions and powers
vested in it by virtue of the Agreenment. In other words, the
general supervision or advice of the Board of Directors was
of such™ character that the Board had not say what soever nor
could it /interferewith the discretion of Kamala MI1ls Ltd.
inthe matter of the exercise of the powers and the
di scharge of the functions entrusted to Kamala MIIls Ltd.
under the Agreement. It~ is thus clear to wus that the
dom nant object of the Agreement was that Kamala MIls Ltd.
shoul d act as financiers of the assessee mll and in the
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matter of the exercise of its powers and discharge of its
functions Kamaela MIlls Ltd. was never "subject to the
superintendence, control or direction" of ‘the Board of
directors of the assessee. If this position clearly energes
on true construction of the Agreenent in question.then it is
obvious that Kanmala MIls was not acting or workinng as the
“"Manager" of the assesses within the neaning of s. 2(24) of
the Conpani es Act, 1956 and as such the illegality of s. 384
of that Act was not attracted. In this view of the matter,
the remuneration paid by the assessee to Kamala MI1ls Ltd..
for the two calendar years 1957 and 1958 relevant to the
assessment years 1958-59 and 1959-60 could not be regarded
as being in violation of s. 384 of the Conpanies Act, 1956
and as such the expenditure incurred by way of ‘payi ng such
remuneration would be deductible as business expenditure
under s. 10 (2) (xv) of the Income Tax Act. 1922.

In view of our aforesaid conclusion the aspects whether
the assessee had disputed its liability to pay such
remuneration to Kamala MIls Ltd. O had filed a suit at the
i nstance of the Conpany Law Board to recover it back from
Kamala MIls Ltd. O had obtained a decree in that behalf
against Kamala MIls Ltd. becone irrelevant. However, we
would Iike to place on record the fact that (the decree
obt ai ned by the assessees against Kamala MIIls Ltd. has been
reversed or set aside in appeal by the Kerala H gh Court-a
fact which was brought to our notice by the Advocate-on-
Record for the assessee conmmunicated to himby his client in
a letter dated 22nd August, 1979. However, even 7.if in
further appeal the trial court’s decree were restored and
the assessee were to recover back the renuneration the
assessee can be taxed on the two ampunts under s. 41(1) of
the 1961 Act.

In our view, therefore, the Hgh Court was right in
answering the question in favour of the assessee. The
appeal s are, therefore, dismssed with costs.

V. D. K. Appeal s di sm ssed.
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