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IN THE HIGH COURT OF JUDICATURE AT MADRAS
DATED: 10.06.2025
CORAM

THE HON'BLE MR.K.R.SHRIRAM, CHIEF JUSTICE
AND
THE HON'BLE MR.JUSTICE SUNDER MOHAN
Tax Case Appeal No.761 of 2010

Commissioner of Income Tax,
Chennai. .. Appellant

_Vs_

Sahara Asset Management

Company Pvt. Ltd.,
Unit No.A & B, VIII Floor,
No.12 & 13, Riaz Garden,
29, Kodambakkam High Road,
Chennai 600 034. .. Respondent
Prayer: Appeal filed under Section 260A of the Income Tax Act, 1961,
against the order dated 10.02.2010 passed in ITA No.950/Mds/2009 on the
file of Income Tax Appellate Tribunal, Madras 'A' Bench, for the Assessment

Year 2005-06.
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For Appellant : Mr.T.Ravikumar
Sr. Standing Counsel
For Respondent : Mr.R.Meenakshi Sundaram
* ¥ X K ¥
ORDER

(Order of the Court was made by the Hon'ble Chief Justice)

The appeal was admitted on 09.08.2010 and the following
substantial question of law was framed:
" Whether on the facts and in the circumstances of the
case, the Income-tax Appellate Tribunal was right in deleting
the addition on account of Mutual Fund Promotion
Expenditure and Initial Public Offer Expenditure when the

expenses under reference have been incurred by the assessee
purely for the purpose of business activities of another person?"

2. The assessee is an asset management company acting as fund
manager, managing mutual fund schemes. For the Assessment Year 2005-
06, assessee had claimed mutual fund promotion expenditure and initial
public offer expenditure. The Assessing Officer held that the assessee

company is a fund manager for the mutual fund company and the assessee
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company need not have incurred mutual fund launch expenses and mutual
fund promotion expenses. The Assessing Officer, consequently, disallowed
the expenses incurred by the assessee and added the same to the total

income.

3. Aggrieved by the assessment order, the assessee filed an appeal
before the Commissioner of Income-tax (Appeals) [in short 'CIT-A']. The
CIT (A) allowed the appeal following the decision of the Income Tax
Appellate Tribunal dated 29.08.2008 in assessee's own case in ITA No.
987/Mds/2007. Aggrieved by the order of CIT (A), Revenue preferred an
appeal before the Income Tax Appellate Tribunal (ITAT). The ITAT, by the
impugned order dated 10.02.2010, relying upon its earlier decision dated
20.08.2008, dismissed the Revenue's appeal. It is against that order, this

appeal under Section 260A of the Income Tax Act, 1961, has been filed.

4. To answer the substantial question of law, we have to consider
why the ITAT, in its order dated 29.08.2008 for the Assessment Year 2003-
04 allowed the appeal of the assessee. For that, it will be useful to
reproduce the relevant portions of the order dated 29.08.2008 and they are
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scanned and reproduced below:

Grounds No.3 and 4

#
3. That the leamed CIT(A) is not justified in confirming the addition of «
Rs.26,38,776 on account of mutual fund launch expenses for growth fund /
— TN ¢
scheme and Rs.1,61,61,088 on account of mutual fund promotion expenses. *

4. That the leamed CIT(A) is failed fo appreciate that there are several ‘
instances where initial issue expenses for launch of a new scheme were borne }
< |

by Asset Management Company e.g. UTI Thematic Fund launched in 2004.

8. During the assessment proceeding, it was noticed by the AO that the

assessee had claimed expenses aggregating to Rs.1 187,99,864 as under.

| SNo. Particulars Amount

! ) (Rs.)
o B Mutual Fund Launch Expenses 26,38,776
2 Mutual Fund Promotion Expenses 1,61,61,088
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9. The AO disallowed the above expenses and his order was confirmed by

the CIT(A). The assessee has challenged.the order of CIT(A) in the present

appeal.

10.  Shri P.J.Pardiwala, the Id.AR reiterated the arguments which were put

forward on

behalf of the assessee before the AO and the CIT(A). The

submissions made by him are summarized below.

P4

that the assessee was an Asset Management Company ' vide
agreement dated 18.07.1996.

that the expenses of Rs.26,38,776 and of Rs.1,61 ,61,088 were
incurred by the assessee to meet the objects as a stipulated in the
tri-partite agreement dated 18.07.1996.

that the said expenses, incurred by the assessee, were in
accordance with the SEBI (Mutual Fund) Regulation, 1996

that in consideration of the investmen;;\;mgérvices to be
performed by the assessee- AMC, the Trustees, on behalf of the
Mutual Fund were to pay to the assessee-AMC a fee at the rate
prescribed in Schedule 2 to the said agreement dated 18.07.1996.
that the initial issue&or;:sgrcannot exceed 6%) pf the funds
raised unde( each §q'n£rne.

that thel accounts of the
the SEBI. T

that the said expenses were incurred by the assessee-AMC wholly

assessee-AMC were subject to review by

and exclusively for the purpeses of its business.

that reliance was placed on #e decisions in the following cases.
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(i) ACIT v. DSP Merrill Lynch Investment Managers Ltd.
(2007) 15 SOT 639 (Mumbai)
- —— - ~(i)— Birla Sunlife (AMC) Ltd. v-ACIT; Central Cir., Mumbai in
ITA No.5980/Mum/2000, AY 1995-96 dated 04.06.2004.
(i) JCIT, Special Range -5, Mumbai v. M/s Alliance Capital
Asset () Pviltd. in ITA Nos.4180 &
4181/Mum/1993, AY 199697 and 199596 dated
12.04.2004 g

T

S

SIRY O

: w B

i =i (iv)  M/s.GIC Asset Management Company Limited, Mumbai v.

i g ACH, Range 2(1), Mumbai in ITA No.479/Mum/2002, AY

4 é‘l 4 1998-99 dated 29.09.2003.

\@ y (v) SBI Funds Management P.Lid. v. ACIT, Range 3(3),
W N Mumbai in ITA No.4001Mum/2002, AY 1997-98 dated

- 27.06.2007.

N
P
=
Ve
<~§i

11. Shri Sunil Babu, the Id.DR supported the orders of the AO and the CIT(A).
| He vehemently argued saying that the o«h of the CIT(A) needed to be upheld.
He placed reliance on the decision of the Madras High Court in the case of T. N.
Power Finance and Infrastructure Development Corporation Ltd. v. Jt. CIT [2006]

280 ITR 491(Mad).

‘/é We have considered the rival submissions in the light of material on record
and the precedents cited. Before proceeding further we like to look at the manner
in which the business of a mufual fund s camied on - its business model, the
parties involved, the legal frame work. rights. duties, and liabilities of the parﬁes,

the control and regulation of SEBI.

13.  The business of a Mufual Fund. generally, involves three parties — a
Settlor-company, a group of Trsies z2nd 2 company acting as Asset

Management Company (AMC). These & 2 Tmust Deed between the Seftlor-

Page

https://www.mhc.tn.gov.in/judis



Page 7 of 28

https://lwww.mhc.tn.gov.in/judis

I.T.A. N0.987/Mds/2007

_.company and the Trustees. The Settlor-company sets up a Mutual Fund under
the Trust Deed by contributing a sum as the initial contribution, so as to
constitute the Mutual Fund. A Board of Trustees is appointed of the said Mutual
Fund pursuant to the said Trust Deed. The Trustees appoint, under the Trust
Deed, a company toLact as Asset Management Company of the investments.
The Settlor-company, the Trustees, and the Asset Management Company enter

into a tri-partite agreement which, interalia, deals with issues as under.

e Appointment of AMC

« Duties and responsibilities of AMC

Control and review of activities of the AMC by the Trustees

Fees payable to AMC

Reimbursement of expenses, incurred by the AMC, out of the assets of
the Mutual Fund, (Schedule 2)

Liability of the AMC

134 The Trustees form different schemes and offer units in each such scheme
for subscription to the public. The proceeds of such offering is invested in
accordance with and subject to the terms and coﬁditions contained in the Trust

Deed.

T.C.A. No.761 of 2010




T.C.A. No.761 of 2010

1.T.A. No.987/Mds/2007

14.  In the present case a tri-partite investment management agreement dated

18.07.1996 was entered into involving three parties as under.

“Farties Name Referred to as
S.No. i i
1. First Part First Leasing Company of India Settlor
: Ltd. (FLCI) :

2. Second Part Dr.A.C.Muthiah, Trustees
Mr.A.C.Chakrabortti
Dr.D.Jayavarthanavelu
Mr.Surendra Daulet Singh

3. Third Part First India Asset Management Asset
Private Ltd.( the Assessee) Management

C

The duties and responsibilities of the Asset Management Company — the
assessee, as given in paragraph (3) of the above tri-partite agreement are,

interalia, as under.

“31. During the coninuance of & appointment hereunder, the Asset
Management Company shall have, subject to the overall policy and supervision
of the Trustees, power and / o authorization and right to exercise investment
management functions in relzsion o the Investments, in accordance with the
Placing Memorandum, the Trust Desd 2nd the Laws and Regulations.”

Rs.26,38,776 were incurred on posiage. travel and conveyance, meetings and

oonférenoe, advertisement, and prnting and siationery. The details are given at

page 79 of the paper book filed on behaf of the assessee. The details of Mutual

Page 8 of 28

https://www.mhc.tn.gov.in/judis



Page 9 of 28

https://lwww.mhc.tn.gov.in/judis

L.T.A. No.987/Mds/2007

Fund Promotion Expenses aggregating to Rs.1,61,61,087, given at page 80 of

the paper book, are as under.

S.No. Particulars Amount (Rs.)
1 Mvenisemem & Publicity 42,92,664
2 B 49,43,811
3 Busi Devd‘o@ent Expenses 3,61,191
4 Conf 3,05,803
5 Distribution A isement 11,58,223
6 Distributors Expensu 40,29,856
T Entertaif 6,83,509
8 Franchisee Fees 3,86,030

Total 1,61,61,087

as under.

17.  The AO disallowed the assessee’s claim for the reasons given in his order

5) The assessee has claimed a sum of Rs.26,38,776 as mutual fund launch
expenses and a sum of Rs.1,61,61,088 as mutual fund??bﬁidtiﬁﬁ“ékﬁéﬁées: “The
asse.;ssee was requested to explain why the above expenses should not be
Bwpitalized. The assessee in his letter dated 28.02.2006 has stated that the
expenses are incurred by the company, since the company is an Asset

Management company involved in managing mutual funds scheme and the

expenses under the rele\}érit heads are incurred in the normal course of

business. The company is acting as fund managers and the income earned by

the assessee is in the advisory capacity as the fund manager of the mutual fund

scheme. The assessee’s explanation is not acceptable. The assessee company

is the fund manager for the mutual fund company and the assessee company

need not have to incur the mutual fund launch expenses and mutual fund

promotion expenses. These expenses has to be borne by the mutual fund

company. The assessee is only an asset management company and the

= the ‘unu ;Ullc\,kcu bz the mutual fund company. The

assessee com;;any receives advnsory fees for managmg the funds of the mutual

T.C.A.

.761 0f 2010
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fund. Since the assessee need not have to incur the expenses for launching and
promoting the mutual fund the expenses incurred by the assessee are disallowed
and added to the total income.

18. The CIT(A)rgpnﬁnned the disallowance made by the AO for the reasons

given in his order, interalia, as under.

6.5. —. The business of the appella W@e“
assets of the mutual mwﬂm@
fgnd/sd)emﬁ Perusal of the facts reveals tha(@pilw only
fxed advisory fees from the Mutual Fund. There was o statutory o conlractua
obwlam to incur the said expenses. Furthermore, the said
expenses wnnwwsim
of the appe|lant company. On the basis of the above facts, | am of the clear view
mmr reference have been incurred by the appellant purely for
the purpose of business activities of the other persons, i.e., the First Leasing
Company and the Mutual mcannm be allowed as
deduction while computing taxable income of the appellant company. The entire
addition made by the AQ is therefore confirmed.”

19. We find that the fees for the investment management services payable to

the AMC and the expenses incurred on issue of mutual fund schemes are

v Socurities and PR,
ne Secuiiues and Exchange Boaia o

guiated by

o

of the SEBI (Mutual Fund) Regulation, 1996 reads as under.

“Limitation on fees and expenses on issue of schemes
52 (1) All expenses should be clearly identified and appropriated in the individual
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(2) The Asset Management Company may charge the mutual fund with
investment and advisory fees which are fully disclosed in the offer document
= subjecttothefollowinghamely= —
() One and a quarter of one per cent of the weekly average net assets
outstanding in each accounting year for the schemé concerned, as long as the
net assets do not exceed Rs.100 crores, and
(%) One per cent of the excess amount over Rs.100 crores, where net assets so
calculated exceed Rs.100 crores.
{3) For schemes launched on a no load basis, the asset management company
shall be enfitled to collect an additional management fee not exceeding 1% of the
wesidy average net assets outstanding in each financial year.
1) I 2ddition to the fees mentioned in sub-regulation (2), the asset management
‘h-r] may charge the mutual fund with the following expenses, namely:-
”ﬁ expenses of launching schemes:
r=cuming expenses including:- 3

i marketing and selling expenses including agents’ commission, if any;
{#) brokerage and transaction cost; ey
) registrar services of transfer of units sold or redeemed; g
() fees and expenses of trustees: :

¥) audit fees;

() custodian fees;

1w costs related to investor communication;

Wi costs of fund transfer from location to location;

) costs of providing st and dividend/ redemption
chegues and warrants; ‘

= premium paid by e fund;

s winding up costs for terminaing a fund or a scheme;

=) costs of statutory adverisements; | and

sl such other costs as may e approved by the Board.

ofher than those speciied in sub-regulations (2) and (4) shall be
By B =ss=t management company [or trustee or sponsors):

X
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Provided that initial exp of floating the scheme shall not exceed six per.
cent of the initial resources raised under that scheme and such expenses shall
be accounted in the books of account of the scheme as specified in the Tenth
Schedule:

[Provided further that any excess over the 6 per cent initial issue expense shall
be borne by the asset management company.]

(6) The total expenses of the scheme excluding issue or redemption expenses,
whether initially borne by the mutual fund or by the asset management company,
but including the investment management and advisory fee shall be subject te:

(i) On the first Rs.100 crores of the average weekly net assets 2.5%;
(ii) On the next Rs.300 crores of the average weekly net assets 2.25%; |
(iii) On the next Rs.300 crores of the average weekly net assets 2.0%; ]
 (iv) On the balance of the assets 1.75%:
i Provided that such recurnng expenses shall be lesser by at least 0.25% of the1
= } weekly average net assets outstanding in each financial year in respect of
'/ scheme imwesting in bonds: |
[ledulhﬂnerthanmedaﬁndofﬁnissdm\e the total expenses of
ﬁemﬁmﬂem%&sﬂﬂlmmoﬁ% of the dail,
otully-uagenetmtpauﬁgupmwhemerthe NAV of the scheme
is calicufatied on daily or weekly basis ]
(7) Any expenditure in excess of the limits specified in sub-regulation (6) shall be!
bome by the asset management company [ or by the trustee or sponsors). ]
(8) The prowisions of sub-reguiations (3), (4), (5) and (6) will come into effects
[from 1= Apd, 1997] for those schemes of mutual funds which have be
iaunched peior io noiification of these reguiations.”

; 20.  The sxpenses, that are to be paid by the Trustees on behalf of the Mutual
Fund fo $he assessee -AMC, as given in Schedule 2 of the aforesaid tri-partite
SgFesTnen Sated 18.07.1996, are as under.

T e e ——
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“The following expenses are to be paid by the Trustees on behalf of the Mutual
Fund:- .

(M

E (1“\"\\.‘.,

TE N
SiATE (T8

1

TR
3)
@)
il T

The Asset Management Company may charge the Mutual Fund with
Investment Management Fees for a scheme of the Mutual Fund disclosed
fully in the Placement Memorandum for the scheme subject to the
following ceiling: '

(a) The annual rate of 1.25% of the weekly average net assets for the
scheme concerned, as long as such net asset value does not exceed
Rs.100 crores, and

(b) The annual rate of 1% of the excess amount over Rs.100 crores,
where such net asset value so calculated exceeds Rs.100 crores,

Such fee to accrue daily and be payable in arrears on the last working day of a
month.

In addition, the Asset Management Company may charge the Mutual
Fund with the following expenses up to the limits mentioned hereinafter.

(a) Initial issue costs of sponsoring Mutual Fund and its schemes,
including the preparation and distribution of the scheme's prospectus
and other offer documents and fees and expenses of accountants,
attorneys and other third party service providers.

(b) Recurring expenses including:-

(i) Marketing and selling exp including Agent's Commission, if
any; :

(i) Brokerage and transactian costs; and

(iii) Registrar services for t:ansfer of shares sold or redeemed

The Asset Management Company shall meet all its expenses and be
responsible to provide the following:-

(2) Office space, supplies and personnel including security analysts and
portfolio managers; 3

(b) Regulatory compliance and reporting services as it pertains to the
Asset Management Company;

(c) Advertising and other sales material as it pertains to the Asset
Management Company;

(d) Accounting services and preparation of tax returns as it pertains to the
Asset Management Company; and

(€) Insurance coverage and other services as it pertains to the Asset
Management Company. :

The fees payable to the Trustees shall be charged to the Mutual fund.
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®) The fees payable to the Custodian for safe keeping of fund assets and
related matters shall be charged to the Mutual Fund.

(6) The feespayabie to the Registrar and Transfer Agency Services provided
and related matters shall be charged to the Mutual Fund.

(7)  The initial issue expenses shall not exceed 6% of the funds raised under
each scheme.

(8) - In any case, the total of all the expenses charged to the Mutual Fund
except the initial issue expenses shall not exceed 3% of the weekly
average net assets outstanding during the current financial year and the
same shall be disclosed gh adverti: accounts, etc.

(9) All expenses shall be cleardy identified as far as possible and
appropriately attributed or apportioned to individual schemes.

(10)  All the fees and exp d hersinabove shall be limited by and
: subject to the Regulations prescribed by SEBI from time to time including
the SEBI (Mutual Funds) Regulations, 1983, including Regulation 50(2)

thereof.

21. The CIT(A) has confirmed the AO’s action saying that there was no
statutory or contractual cbligation on the assessee-company to incur the said
expenses. A perusal d‘lhé tri-partite agreement dated 18.07.1996 shows that the
assessee under a contractual obligation to incur these expenses. The

Schedule 2 to the tri-partite agreement as reproduced above makes this point

‘abundantly clear. The SEBI (Mutual Fund) Regulation, 1996 says that the initial

issue expenses, in excess of 6% will be borne by the AMC. The Regulation

No.25 is reproduced in the above paragraph.

21.1 The AO disallowed the assessee’s claim on the ground that the assessee-

' company was the fund manager for the Mutual Fund and did not need te incur

the Mutual Fund Launch Expenses and the Mutual Fund Promotion Expenses. In




. LT.A.No.987/Mds/2007

our considered opinion the reason given by the AO, on the facts of the case, is
devoid of any merit and his decision is urisustainable. The AO cannot claim to
put himself in the arm-chair of the assessee and assume the role to decide
whether to incur an expenditure and how much is reasonable expenditure having
regard to the circumstances of the case. The expression “wholly and exclusively”
used in section 37(1) of the L.T.Act 1961, does not mean ‘necessarily’. Even an
expenditure incurred ‘voluntarily’ without any ‘necessity’, would be permissible for
deduction u/s. 37(1) if it was incurred for promoting the assessee’s business;We

have seen in the above paragraphs that in the present case the assessee was

a contractual obligation to incur these expenses.

The expression ‘wholly and exclusively' used in section 37(1) of the I.T.Act

Sassoon J. David and Co. P. Ltd. v. CIT [1979] 118 ITR 261 (S.C). In that case,
the court held that the expression “wholly and exclusively” used in section
10(2)(xv) of the Income-tax Act, 1922, [ section 37(1) of the I. T. Act 1961] does
not mean “necessarily’, that ordinarily it was for the assessee to decide whether
any expenditure should be incurred in the course of his or its business, that such
expenditure may be incurred ‘voluntarily’ and without any ‘necessity’ and if it is
incurred for promoting the business and to earn profits, the assessee can claim
deduction under section 10(2)(xv) of the Act even though there was no

compeiiing ‘necessity’ to incur such expenditure, that the fact that somebody

\o
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other than the assessee was also benefited by the expenditure should not come
in the way of an expenditure being allowed by way of deduction under section

10(2)(xv) of the Act, if it satisfied otherwise the tests laid down by law.

221 The legislative history of section 37 of the I. T. Act 1961 was mentioned by

the Supreme Court in its order in the case of Sassoon J. David & Co.P.Ltd.

-
(supra) as under.

........... It is relevant to refer at this stage to the legislative history of 5.37

\  of the L.T.Act, 1961,which comesponds to s.10.(2)(xv) of the Act. An attempt was
made in the L.T.Bill of 1961 to lay down the “necessity” of the expenditure as a
condition for claiming deduction under s.37. Section 37(1) in the Bill read “ any
expenditure...... laid out or expended wholly, necessarily and exclusively for the 1
purposes of the business or profession shall be allowed......... " The introduction
of the word ‘recessarily” in the above section resulted in public protest.
Consequently, when s.37 was finally enacted into law, the word “necessarily”
came to be dropped. The fact that somebody other than the assessee is also
benefited by the expenditure should not come in the way of an expenditure being
allowed by way of deduction under s.10(2)(xv) of the Act if it satisfies otherwise
the tests laid down by law”.

23. The crucial expression used in section 37

L}
and in this connection, the discussion at page 624 of The Law and Practice of
Income Tax (Eighth Edition) by N. A. Palkhivala, is relevant, and it reads as

under:
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“Purpose of business. — Before the corresponding section in the 1922 Act was
amended in 1939, allowance was given in respect of any non-capital expenditure
“incurred solely for the purpose of ea}ning such pmﬁts'or gains”. Under the
present law the expenditure should be laid out “wholly and exclusively for the
purposes of the business”. The two expressions are not synonymous; the latter is
wider than the former. Expenditure may be for the purpose of the business
although it may not be incurred for the purpose of earning the profits of the
business. This is established by the decision of the Supreme Court.

Subba Rao J, speaking for the Supreme Court, observed in CIT v.
Malayalam Plantations Ltd, “The expression ‘for the purpose of the business’ is
wider in scope than the expression ‘for the purpose of earning profits. X
The law directs attention to the purpose for which, and not to the motive

with which, the expenditure is incurred.”

In the case of Indian Aluminium Co. Ltd. v. CIT [1972] 84 ITR 735, it was

held by the Supreme court that if the expenditure laid out by the assessee was

‘incidental’ to the carrying on of his business, it should be allowed.

25.

In the case of S.A. Builders Ltd. v. CIT(A) [2007] 288 ITR 1(SC), the
o

Supreme Court held that once it was established that there was nexus between

the expenditure and the purpose 6f the business (which need not necessarily be

the business of the assessee itself), the AO cannot justifiably claim to put itself in

the arm-chair of the businessman and assume the role to decide how much is

reasonable expenditure having regard to the circumstances of the case. No

businessman can be compelled to maximize his profit. The AO must put himself

in the shoes of the assessee and see how 2 prudent businessman would act.

T.C.A. No.761 of 2010
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The AO should not look at the matter from his own view point but that of a

prudent businessman.

26. In view of the facts and circumstances of the case and the legal position
discussed in the above paragraphs we are of the opinion that the assessee’s
claim has to be allowed. In the cases relied upon by the Id AR a similar view was

taken by Tribunal. The grounds no. 3 and 4 are, accordingly, allowed. }

5. An appeal against the above order was preferred in this Court,
which was withdrawn due to the low tax effect. Counsel for assessee states
that even this case requires to be withdrawn for low tax effect, but
Sri.Ravikumar disagreed. Sri.Ravikumar says, his instructions are that this

is a recurring issue and therefore, should not be withdrawn.
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6. Be that as it may, we agree with the findings of the ITAT. The
Assessing Officer has disallowed the assessee's claim on the ground that the
assessee was a fund manager for the mutual fund company and there was
no need to incur the expenses. In our opinion, the Assessing Officer cannot
claim to put himself in the arm chair of the assessee and assume the role to
decide whether to incur the expenses and how much is a reasonable

expenditure, having regard to the circumstances of the case.

7. For this view, we are also supported by the view expressed by a
Division Bench of the Bombay High Court in Mahindra and Mahindra Litd.
vs. Comunissioner of Income Tax', which was authored by one of us (Chief

Justice).

8. In that case, Mahindra was a promoter holding more than 27% of
the equity shares of its group company called Machinery Manufacturers
Corporation Ltd (“MMC”). It had to incur certain miscellaneous expenses

amounting to Rs.42,89,185/- on behalf of MMC. It also had to recover a

1/2023] 151 taxmann.com332 (Bombay)
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sum of Rs.6,22,01,000/- which was not allowed to be written-off. Mahindra
had also provided guarantee of Rs.200 lakhs to IDBI for the rehabilitation
assistance disbursed by IDBI to MMC. Mahindra, to preserve and protect the
value of good-will attached to it, decided to bear the unavoidable
expenditure of Rs.42.89 lakh of MMC and included the same in
miscellaneous expenses. The Assessing Officer disallowed the same as also
the amount of Rs.6,22,01,000/- that it had written-off. The Court held that
since the expenditure was wholly incurred for the purpose of commercial
expediency because MMC was a group company of Mahindra and the nexus
between Mahindra and MMC was not disputed, the AO failed to appreciate
the claim in its proper perspective. The expenditure/debts should be treated
as having been incurred for the purpose of business and directly relatable to
the business of the assessee and thus eligible for deduction as business

expenditure/loss in Mahindra's return of business income.

9. It will be apposite to reproduce paragraphs 25 to 27 of Mahindra

and Mahindra (supra).

“25. One can understand the Assessing Officer had disallowed these
amounts after arriving at a conclusion that the decision to incur the
expenses mentioned above or the debts mentioned above was not
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bonafide. That is not the case. Whether to treat the debt as bad debt
or as business loss/deduction under Section 28 of the Act is a
commercial or business decision of the assessee based on the relevant
material in possession of the assessee. Once the assessee records the
amounts as business loss/ deductions in his books of account that
would prima facie establish that it was not recoverable loss unless
the Assessing Officer for good reasons holds otherwise. The burden
would be on the Assessing Officer to make out cogent reasons, which
is not so in the case here. It is also not in dispute that the amounts
spent were against/recoverable from group company MMC. It is quite
obvious for reasons mentioned above that the amounts in question
were incurred by appellant for the business expediency of the group
company. It is not disputed that there existed a nexus between
appellant and MMC. Such expenditure/debt should be treated as
having been incurred for the purpose of business and directly
relatable to the business of appellant and thus eligible for deduction
as business expenditure in their return of business income. Otherwise
it would not reflect the true profit and gain of appellant. A sum of
money expended, not of necessity and with a view to a direct and
immediate benefit to the trade, but voluntarily and on the grounds of
commercial expediency, and in order indirectly to facilitate the
carrying on the business, may yet be expended wholly and
exclusively for the purposes of the trade as held in British Insulated
and Helsby Cables Ltd. V/s. Atherton [1926] AC 205.

26 In Commissioner of Income Tax, Delhi V/s. Delhi Safe Deposit Co.
Ltd.8 the Apex Court was examining whether the amount in question
can be treated as an expenditure laid out or expended wholly and
exclusively for the purposes of the business of the assessee which is
admissible as a deduction under Section 37 of the Act when the
assessee was claiming deductions on the ground that the expenditure
was incurred due to commercial expediency. In that case also the
assessee had incurred the expenditure in question to avoid any
adverse effect on its reputation like the case at hand. The Apex Court
held that the expenditure incurred was a deductible expenditure. In
fact that was the case where three persons A, B and the assessing
company, which had also other businesses, were partners in a
managing agency firm with 50%, 25% and 25% shares, respectively.
At the instance of A, a large sum of money was advanced by the
managed company to another firm at Calcutta. When the demand for
repayment was made, the Calculta firm repudiated the claim and,
out of the loss of Rs.1,90,092/- to the managed company, the sum of
Rs.95,092/- was agreed to be borne by B, the assessee company and
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D, who was the brother of A, who was inducted into the managing
agency firm as partner in place of A. The assessee's claim to have the
sum of Rs.9,500/- which was paid by it to the managed company
during the previous year relevant to the assessment year 1962-1963
in partial discharge of its liability of Rs.47,500/- deducted as business
expenditure, was disallowed by the Income Tax Officer and the AAC
confirmed the order of the Income Tax Officer on the ground that the
amount was actually the loss of a firm which was no longer in
existence, that the loss had been borne by the assessee on personal
considerations and that the managing agency firm had not claimed
the loss in its return. The Appellate Tribunal reversed the order of the
AAC and allowed the assessee's claim on the ground that though
there was a change in the constitution of the firm, the assessee's
liability had not ceased, that since the assessee was a company there
was no question of any personal consideration and that the assessee
had made the payment purely on business considerations with the
sole object of maintaining its business connection which was yielding
profit. On a reference, the High Court held that the assessee was
entitled to the deduction claimed. On appeal, the Apex Court held
that the assessee incurred the expenditure in question to avoid any
adverse effect on its reputation, to protect the managing agency,
which was an income earning apparatus, and for retaining it with the
reconstituted firm in which the interest of the assessee was the same
as before. The Apex Court, therefore, held that the expenditure was
laid out on purely business considerations and wholly for the purpose
of the assessee's business. The Apex Court also held that 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 that of a trader and the
expenditure incurred on the preservation of a profit earning asset of
a business is always a deductible expenditure. It will be useful to
reproduce the relevant portion, which reads as under :

The first question which needs to be examined is whether
the amount in question can be treated as an expenditure
laid out or expended wholly and exclusively for the
purposes of the business of the assessee which is
admissible as a deduction under s. 37 of the Act. It is no
doubt true that the solution to a question of this nature
sometimes 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
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question and ordinary principles of commercial trading
and of commercial expediency. The facts found in the
present case are that the assessee was carrying on business
as a partner of the managing agency firm and it also had
other businesses, the managing agency agreement with the
managed company was a profitable source of income and
that the assessee had continuously earned income from
that 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 a long drawn out
litigation between the managing agency firm and the
managed company affecting seriously the reputation of the
assessee in addition to any pecuniary loss which the
assessee as a partner was liable to bear on account of the
joint and several liability arising under the law of
partnership. The settlement arrived at between the parties
prevented effectively the hazards involved in any litigation
and also helped the assessee in continuing to enjoy the
benefit of the managing agency which was a sound
business proposition. It also assisted the assessee in
retaining the business, reputation unsullied which it had
built up over a number of years. It is also material to
notice here that it was not shown that the settlement was a
gratuitous arrangement entered. into by the assessee to
benefit the defaulting partner, exclusively even though he
might have been benefited to some extent. It is no doubt
true that it was voluntary in character but on the facts and
in the circumstances of the case, whether it would make
any difference at all is the point for consideration.

Dealing with 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
computation of the income-tax liability of the brewery,
Lord Sumner upholding the above claim observed in
Usher's Wiltshire Brewery Ld. v. Bruce [1915] AC 433,
469 (HL), 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
same, the mere fact that to some extent the
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expenditure enures to a third party's benefit, say
that of the publican, or that the brewer incidentally
obtains some advantage, say in his character of
land- lord, cannot in law defeat the effect of the
finding as to the whole and exclusive purpose.

In British Insulated and Helsby Cables Ltd. v. Atherton
[1926] AC 205; [1925] 10 TC 155, 193 (HL), Lord Cave
observed:

It was made clear in the above cited cases of
Usher's Wiltshire Brewery v. Bruce [1915] AC 433
(HL) and Smith v. Incorporated Council of Law
Reporting for England and Wales [1914] 3 KB 674
(KB), that a sum of money expended, not of
necessity and with a view to a direct and
immediate benefit to the trade, but voluntarily and
on the grounds of commercial expediency, and in
order indirectly to facilitate the carrying on of the
business, may yet be expended wholly and
exclusively for the purposes of the trade......
Rowlatt J. in Mitchell v. B. W. Noble Ltd. (1927) 1 KB 719;
11 TC 372, held that the money spent on getting rid of a
director and saving the company from scandal was
deductible. Affirming the above view, the Court of Appeal
(whose judgment appears at p. 731) held that as the
payment was not made to secure an actual asset so as
effectually to increase the capital of the company but was
made in order to enable the directors to carry on the
business of the company as they had done in the past
unfettered by the presence of the retiring director, which
might have had a bad effect on the credit of the company,
it must be treated as revenue and not as -capital
expenditure and was deductible as such for income-tax
purposes.

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 that of a trader. In CIT
v. Malayalam Plantations Ltd. [1964] 7 SCR 693; 53 ITR
140, 180, Subba Rao J. (as he then was) summarised the

Page 24 of 28

https://lwww.mhc.tn.gov.in/judis



27. In the case at hand also the expenditure incurred were wholly
incurred for the purpose of commercial expediency because MMC
was a group company of appellant and appellant was, as could be
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legal position, at p. 705, thus:

The aforesaid discussion leads to the following result: The
expression for the purpose of the business' 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 business but also the rationalization of its
administration and modernization of its machinery; it may
include measures for the preservation of the business and
for the protection of its assets and property from
expropriation, coercive process or assertion of hostile title;
it may also comprehend payment of statutory dues and
taxes imposed as a pre-condition to commence or for
carrying on of a business; it may comprehend many other
acts incidental to the carrying on of a business. However
wide the meaning of the expression may be, its limits are
implicit in it. The purpose shall be for the purpose of the
business, that is to say, the expenditure incurred shall be
for the carrying on of the business and the assessee shall
incur it in his capacity as a per- son carrying on the
business.

In the instant case, the assessee incurred the expenditure
in question to avoid any adverse effect on its reputation, to
protect the managing agency which was an income
earning apparatus and for retaining it with the
reconstituted firm in 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 would have
been tarnished or rendered suspicious and the managing
agency would have been terminated. The expenditure
incurred on the preservation of a profit earning asset of a
business has ahvays been held to be a deductible
expenditure by courts. In the circumstances, it is difficult
to hold that the expenditure incurred by the assessee was
either gratuitous or one incurred outside the trading
activities of the assessed, The expenditure was, therefore,
rightly held to be deductible under s. 37.
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seen from the orders passed by BIFR, keen in the preservation of
MMC and to keep it as a going concern. The nexus between appellant
and MMC 1is also not disputed. The Assessing Officer failed to
appreciate the claim in the proper perspective. Appellant participated
in the rehabilitation scheme of MMC and lent rehabilitation
assistance by paying amounts to MMC as well as by converting its
existing ICDs with MMC into rehabilitation assistance. Appellant also
provided a guarantee of Rs.200 lakhs to IDBI for the rehabilitation
assistance disbursed by IDBI to MMC. If there was no commercial
expediency, there was no reason for appellant to incur these amounts
or participate in the rehabilitation scheme of MMC. Appellant was
also the managing agents of MMC and MMC was also a Mahindra
Group Company. It is certainly not necessary for the name of
Mahindra and Mahindra to be used in the name of MMC to prove it
was a group company. These expenditure/debts should be treated as
having been incurred for the purpose of business and directly
relatable to the business of the assessee and thus eligible for
deduction as business expenditure/loss in assessee’s return of
business income. The expenditure incurred by appellant or the debts
that were recoverable from MMC, in our view, therefore, would
certainly be deductible expenditure under Section 28 of the Act.”

In the circumstances, we answer the substantial question of law in the
affirmative. Appeal is, accordingly, dismissed. There shall be no order as to

costs.

(K.R.SHRIRAM, CJ.) (SUNDER MOHAN, J.)
10.06.2025
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Neutral Citation : Yes

Sra
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To

1. The Income Tax Appellate
Tribunal Madars 'A' Bench.

2. The Commissioner of Income Tax,
Chennai.
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