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PER N.V.VASUDEVAN, J.M, 
 
  

ITA No.4497/M/08 is an appeal by the Assessee and ITA 

No.4572/M/08 is an appeal by the Revenue.  Both these appeals are 

directed against the order dated 25.04.2008 of CIT(A)-II, Mumbai, relating to 

A.Y.01-02. 
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2. First we shall take for consideration ITA No.4497/M/08, appeal by the 

Assessee.  Ground No.1 raised by the Assessee reads as follows: 

“1. The CIT(A) erred in merely reducing the disallowance u/s. 14A and 
not deleting the total disallowance under that Section in respect of 
expenditure estimated to have been incurred by the appellant in 
relation to income which does not form part of the total income under 
the At. 
The CIT(A) erred  in not appreciating that no expenditure has been 
incurred by the appellant in relation to such income. 

  
3. The Assessee is a company.  It is engaged in the business of 

generation, transmission and distribution of electricity.  The Assessee earned 

interest income of Rs.52,32,021/- which does not form part of the total 

income under the Income Tax Act, 1961 (the Act).  The Assessee also earned 

Dividend income of Rs.76,02,80,216/- which does not form part of the total 

income under the Act u/s10(33) of the Act.  In view of the provisions of 

Sec.14-A of the Act, which provides that any expenditure incurred in earning 

income which does not form part of the total income under the Act, shall not 

be allowed as deduction while computing total income, the AO called upon 

the Assessee to furnish details of expenditure incurred for earning income 

which does not form part of the total income under the Act.  The Assessee 

submitted that the investments which yielded the income which does not 

form part of the total income under the Act were made out of own funds and 

therefore there was no interest expenditure incurred in earning the same.  

Apart from the above direct expenses, the Assessee submitted that it did not 

incur any other general or administrative expenses in earning the said 

income.  The Assessee pointed out that under erstwhile Section 80-M of the 

Act, deduction on dividend received was allowed.  The question whether the 

gross dividend or net- dividend i.e., gross dividend after deducting expenses 

incurred in earning income was to be allowed as deduction came up before 

Courts for consideration and it was held that only the net dividend was to be 

allowed as deduction u/s.80-M of the Act.   It was submitted that the 

Hon’ble Bombay High Court in CIT Vs. General Insurance Corporation Ltd. 
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254 ITR 204 (Bom) in the context of Sec.80-M of the Act has taken a view 

that expenditure incurred in earning dividend cannot be estimated and it 

has to be actually proved that expenses were incurred to earn the exempt 

dividend income.  On the same analogy the Assessee submitted that 

disallowance of expenses u/s.14-A of the Act cannot be made on estimate 

basis. The AO however held that it cannot be denied that administrative and 

general expenses would have been incurred for earning the exempt income 

also.  He resorted to an estimation of such expenses and held that it was 

reasonable to hold that 5% of the exempt income would be expenditure 

incurred in earning exempt dividend income.  Accordingly the AO disallowed 

a sum of Rs.3,82,75,612/- (5% of Rs.76,55,12,237) u/s.14-A of the Act and 

added the same to the total income of the Assessee. 

 

4. Before CIT(A), the Assessee reiterated submission as was made before 

AO.  In the alternative, the Assessee submitted that disallowance of 5% of 

the exempt income was high and submitted that the disallowance at best 

can be made only on the ratio of exempt income to the total income which 

was worked out by the Assessee at 2.096% and on that basis a sum of 

Rs.44,07,768/- was arrived at by the Assessee as expenditure which could 

be disallowed u/s.14-A of the Act.  The CIT(A) held as follows: 

“I have considered the submissions made by the appellant.  However, 
in the case of CIT vs. M/s. Citicorp Finance (I) Ltd. (ITA 5832/M/2003 
dt. 21/11/06 for A.Y 2000-01), it has been held that it is difficult to 
accept the hypothesis that one can earn substantial dividend income 
without incurring any expenditure whatsoever, including management 
and administrative expenses.  By the same logic, it is equally difficult 
to accept that the only expenses involved in earning dividend income 
are those incurred on collection of dividend or encashing few dividend 
warrants.  The Company cannot earn dividend without its existence 
and management.    Investment decisions are very complex in nature 
and they require substantial market research, day to day analysis of 
market trends and decision with regard to acquisition, retention and 
sale of shares at the most appropriate time.  They require huge 
investment in shares and consequent blocking of funds.  It is well 
known that capital has cost and that element of cost is represented by 
interest.  Besides the above, investment decisions are taken in meeting 
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of Board of Directors for which administrative expenses are incurred.  
It is, therefore, not correct to say that dividend income can be earned 
by incurring no or nominal expenditure. 
 
This aspect of the matter has also received careful attention of the 
Chennai Bench of  ITAT in the case of Southern Petroleum Industries 
Vs. DCIT 2005 93 TTJ 161(Chennai).  After comprehensive 
consideration of all relevant aspects of the case, including provisions 
of law, Chennai Bench has held that investment decisions are very 
strategic decisions in which top management is involved and therefore, 
proportionate management expenses are required to be deducted 
whilst computing exempt income from dividends. 
 
Similarly, in the case of Harish K. Bhat v/s. ITO (91 ITD 311) the 
ahmedabad Benchg of the ITAT held that dividend income being 
exempt u/s. 10(33), interest on capital borrowed for acquiring shares 
yielding such dividends cannot be allowed as deduction because of 
operation of Section 14A inserted  with retrospective effect from 
1/4/1962. 
 
There are also several other decisions which made the issue debatable 
and various judicial fora have also confirmed disallowance of some 
proportionate expenditure against dividend income which is exempt 
under IT Act due to aforesaid logic. 
 
As such, I find in the instant case, a disallowance is necessary and the 
AR of the appellant has pleaded that alternatively, if any disallowance 
is required to be made, then it should have been Rs. 44,07,768/- and 
not Rs. 3,82,75,612/- as has been disallowed by AO.  This amount 
has been calculated by AR of appellant on following premises and 
reasons: 
 
Since the ratio of the exempt income (Rs.76,55,12,237) to the total 
income(Rs.36.50,80,463) is 2.0969%, the appellant has submitted that 
if any amount is to be disallowed u/s. 14A, it should be 2.0969% of 
Rs.21,02,02,454 (total of Other Operation and Other Administrative 
expenses) i.e. Rs.44,07,768/- and not Rs. 3,82,75,612/- disallowed by 
the AO. 
 
Therefore, after appreciating the calculation made by AR of appellant, I 
find it is just and proper to disallow Rs.44,07,768/- and on this issue, 
I am supported the orders of the previous CIT(Appeals).  As such, the 
AO is directed to modify the disallowance as per my above directions.” 
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5. Aggrieved by the order of the CIT(A), the Assessee has raised Ground 

No.1 before the Tribunal.  The learned counsel for the Assessee submitted 

before us a list of companies in which investments have been made and 

pointed out that all of them were group companies and that the investments 

were strategic investments.  He reiterated the plea that there were no general 

or administrative expenses incurred in earning these dividend incomes.  He 

also relied on decisions in Assesse’s own case by the ITAT on identical issue 

in AY 2000-01  in ITA No.5366/Mum/2003 order dated 20.10.2006 and 

certain other decisions of the Tribunal.  To a query from the Bench as to 

whether in the light of the subsequent exposition of law on disallowance 

u/s.14-A of the Act, by the Hon’ble Bombay High in the case of Godrej & 

Boyce Mfg.Co.Ltd. Mumbai. Vs. Dy. Commissioner of Income Tax,Range 

10(2), Mumbai & Anr.  328 ITR 81 (Bom) the earlier decision of the ITAT in 

Assessee’s own case would hold good, he submitted that on the facts of the 

Assessee’s case where the investments were held only in group companies 

and they were strategic investments, there cannot be any disallowance 

u/s.14-A of the Act. 

 

6. The learned D.R. relied on the decision of the Hon’ble Bombay High 

Court in the case of Godrej & Boyce (supra) and submitted that the 

disallowance sustained by the CIT(A) is reasonable and the same should be 

sustained.   

 
7. We have considered the rival submissions.  The provisions of Sec.14-A 

of the Act as it existed from to time is as follows:  

14A. Expenditure incurred in relation to income not includible in total 
income.—(1) For the purposes of computing the total income under 
this Chapter, no deduction shall be allowed in respect of expenditure 
incurred by the assessee in relation to income which does not form 
part of the total income under this Act. ( Inserted by FA 2001, wref. 1-
4-1962) 
(2) The Assessing Officer shall determine the amount of expenditure 
incurred in relation to such income which does not form part of the 
total income under this Act in accordance with such method as may 
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be prescribed, if the Assessing Officer, having regard to the accounts of 
the assessee, is not satisfied with the correctness of the claim of the 
assessee in respect of such expenditure in relation to income which 
does not form part of the total income under this Act. 
(3) The provisions of sub-section (2) shall also apply in relation to a 
case where an assessee claims that no expenditure has been incurred 
by him in relation to income which does not form part of the total 
income under this Act.(Sub-Section 2 and 3 were inserted by FA 2006 
w.e.f  1-4-2007 and original section 14A was numbered as Sub-
Section (1)) 

Provided that nothing contained in this section shall empower 
the Assessing Officer either to reassess under section 147 or pass an 
order enhancing the assessment or reducing a refund already made or 
otherwise increasing the liability of the assessee under section 154, for 
any assessment year beginning on or before the 1st day of April, 2001. 

(Proviso was inserted by F.A. 2002, w.e.f. 3-2-2001) 
Rule 8-D was enacted by the I.T. (5th Amend.) Rules, 2008, wef. 24-3-2008, 
pursuant to the provisions of Sub-Section (2) and it reads as follows: 

“8D. Method for determining amount of expenditure in relation to 
income not includible in total income.—(1) Where the Assessing Officer 
having regard to the accounts of the assessee of the previous year, is 
not satisfied with— 
(a) the correctness of the claim of expenditure made by the assessee ; 
or 
(b) the claim made by the assessee that no expenditure has been 
incurred 
in relation to income which does not form part of the total income 
under the Act for such previous year, he shall determine the amount 
of expenditure in relation to such income in accordance with the 
provisions of sub-rule (2). 
(2) The expenditure in relation to income which does not form part of 
the total income shall be the aggregate of following amounts, namely 
:— 
(i) the amount of expenditure directly relating to income which does 
not form part of total income ; 
(ii) in a case where the assessee has incurred expenditure by way of 
interest during the previous year is not directly attributable to any 
particular income or receipt, an amount computed in accordance with 
the following formula, namely :— 

          B 
A  X--- 

         C 
Where A = amount of expenditure by way of interest other than the 
amount of interest included in clause (i) incurred during the previous 
year ; 
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B = the average of value of investment, income from which does not 
or shall not form part of the total income, as appearing in the balance-
sheet of the assessee, on the first day and the last day of the previous 
year ; 
C = the average of total assets as appearing in the balance-sheet of 
the assessee, on the first day and the last day of the previous year ; 
(iii) an amount equal to one-half per cent. of the average of the value of 
investment, income from which does not or shall not form part of the 
total income, as appearing in the balance-sheet of the assessee, on the 
first day and the last day of the previous year. 
3. For the purposes of this rule, the “total assets” shall mean, total 
assets as appearing in the balance-sheet excluding the increase on 
account of revaluation of assets but including the decrease on account 
of revaluation of assets.”. 

 
8. The Hon’ble Bombay High Court  had to consider several issues in the 

case of Godrej and Boyce (supra) on Sec.14-A of the Act and Rule-8D of the 

Rules, and it laid down the following propositions: 

“Rule 8D r.w. S. 14A (2) is not arbitrary or unreasonable but can be 
applied only if assessee’s method not satisfactory. Rule 8D is not 
retrospective and applies from AY 2008-09. For earlier years, 
disallowance has to be worked out on “reasonable basis” u/s 14A (1) 

  

In AY 2002-03, the assessee claimed that no disallowance u/s 14A in 
respect of the tax-free dividend earned by it could be made as it had 
not incurred any expenditure to earn the dividend. The AO rejected the 
claim and made a disallowance u/s 14A. This was deleted by the CIT 
(A). On appeal by the department, the Tribunal followed the judgement 
of the Special Bench in Daga Capital 117 ITD 169 (Mum) (where it had 
been held that s. 14A(2) & (3) & Rule 8D are procedural in nature and 
have retrospective effect) and remanded the matter to the AO for re-
computing the disallowance. The assessee challenged the decision of 
the Tribunal. HELD: 

  

(1) The argument that dividend on shares / units is not tax-free in 
view of the dividend-distribution tax paid by the payer u/s 115-O is 
not acceptable because such tax is not paid on behalf of the 
shareholder but is paid in respect of the payer’s own liability; 

  

(2) S. 14A supersedes the principle of law that in the case of a 
composite business expenditure incurred towards tax-free income 
could not be disallowed and incorporates an implicit theory of 
apportionment of expenditure between taxable and non-taxable 
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income. Once a proximate cause for disallowance is established – 
which is the relationship of the expenditure with income which does 
not form part of the total income – a disallowance u/s 14A has to be 
effected; 

  

(3) The argument that a literal interpretation of s. 14A leads to absurd 
consequences is not acceptable. S 14A is founded on a valid 
rationale that the basic principle of taxation is to tax net income i.e 
gross income minus expenditure; 

  

(4) The argument that the method in Rule 8D r.w.s 14A (2) for 
determining expenditure relating to the tax-free income is arbitrary 
and violative of Article 14 is not acceptable because there is an 
adequate safeguard before Rule 8D can be invoked. The AO cannot 
ipso facto apply Rule 8D but can do so only where he records 
satisfaction on an objective basis that the assessee is unable to 
establish the correctness of its claim. Also a uniform method 
prescribed to resolve disputes between assessees and the department 
cannot be said to be arbitrary or oppressive. There is a rationale in 
Rule 8D and its method is “fair & reasonable”. It cannot be said that 
there is “madness” in the method of Rule 8D so as to render it 
unconstitutional; 

  

(5) Rule 8D, inserted w.e.f 24.3.2008 cannot be regarded as 
retrospective because it enacts an artificial method of estimating 
expenditure relatable to tax-free income. It applies w.e.f AY 2008-09; 

  

(6) For the AYs where Rule 8D does not apply, the AO will have to 
determine the quantum of disallowable expenditure by a reasonable 
method having regard to all facts and circumstances; 

  

(7) On facts, though in the earlier years, the Tribunal had held that the 
tax-free investments had been made out of the assessee’s own funds, 
this did not mean that there was no expenditure incurred to earn tax-
free income. Even though Rule 8D did not apply to AY 02-03, the AO 
had to consider whether disallowance could be made u/s 14A (1). Also, 
the principle of consistency would not apply as s. 14A had introduced 
a material change in the law.” 

 

9. We are of the view that the decision of the Tribunal in Assessee’s own 

case and the other decisions rendered by the Tribunal on which reliance was 

placed by the learned Counsel for the Assessee no longer holds good in view 

of the later exposition of the law on the issue as laid down by the Hon’ble 

www.taxguru.in



ITA NO.4497&4572/MUM/08(A.Y. 2001-02) 
  

 

9 

Bombay High Court in the case of Godrej & Boyce (supra).  We are of the 

view that it would be just and proper to remand the issue of disallowance 

u/s.14-A of the Act to the AO for fresh consideration in the light of the law 

as laid down by the Hon’ble Bombay High Court.  The AO will afford 

opportunity of being heard to the Assessee and decide the issue in 

accordance with the law as laid down by the Hon’ble Bombay High Court. 

 

10.  Ground No.2 raised by the Assessee reads as follows: 

  

“2.a  The CIT(A) erred in not granting refund of excess tax paid u/s. 
115-O re. shares cancelled by virtue of the amalgamation order of the 
High Court of Judicature, Bombay dated 18th October, 2000 wherein 
the appointed ate for the amalgamation was 1st April, 2000. 

  

b. The CIT(A) erred in not appreciating that as the shares ceased to 
exist on 1st April 2000, the question of taxability of dividend on the 
shares did not arise.” 

  

11. Under Section 115-O of the Act, every domestic company has to pay 

tax at prescribed percentage on any amount declared, distributed or paid by 

such company by way of dividends (whether interim or otherwise) on or after 

the 1st day of June, 1997 but on or before the 31st day of March, 2002, 

whether out of current or accumulated profits.  The Assessee declared 

interim dividend at the Board meeting held on 23.3.200 of 37% and the 

same was paid on 10.5.2000.  Dividend Distribution Tax in terms of 

Sec.115-O was paid by the Assessee on 6.4.2000.  The Assessee declared 

final dividned in its AGM on 10.8.2000.  Dividend Distribution Tax in terms 

of Sec.115-O was paid on 23.8.2000. 

12.The Assessee amalgamated with Andhra Valley Power Supply Co. Ltd. 

W.e.f 1.4.2000.  The Hon’ble Bombay High Court sanctioned the scheme of 

Amalgamation by its order dated 18.10.2000 and the amalgamation was to 

take effect from the appointed day viz., 1-4-2000.  Consequent to the 
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amalgamation, 48,04,040 shares held by Andhra Valley Power Supply Co. 

Ltd. Of the Assessee were cancelled.  Consequently the interim and final 

dividend declared by the Assessee to the extent of shares held by Andhra 

Valley Power Supply Co. Ltd., need not be paid because the effective date of 

amalgamation was 1.4.2000.   

13. The Assessee had paid dividend distribution tax on the dividend 

declared and paid.  It was the claim of the Assessee that where dividend is 

declared but before it is paid, by operation of law, the declaration of dividend 

becomes illegal, inoperative or invalid during the previous year itself, it is 

possible to conceive of a situation in which an assessee would be entitled to 

say that no income by way of dividend accrued to him during the previous 

year. What is important is that something factual or legal should have 

happened during the previous year in which the dividend was declared.  For 

the above proposition the Assessee relied on the decision of the Hon’ble 

Bombay High Court in the case of Mafatlal Gagalbhai & Co. Pvt.Ltd. Vs. CIT 

193 ITR 188 (Bom) and New Shorrock Spg.&Mfg.Co.Ltd. 208 ITR 765 (Bom). 

14. Extending the analogy laid down in the aforesaid decision, the 

Assessee claimed before the AO that the dividend distribution-tax to the 

extent it relates to dividend payable to Andhar Valley Power Supply Co. Ltd., 

but not paid because of Amalgamation, should be treated as not payable and 

to that extent the dividend distribution tax paid should be refunded to the 

Assessee.  The sum in this regard was quantified by the Assessee at 

Rs.28,97,392/-.  In other words the claim of the Assessee was that since 

dividend was not distributed, the question of payment of dividend 

distribution tax does not arise at all. 

15. The AO however rejected the claim of the Assessee for the following 

reason. 
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“10.2  The submission of the assessee has been considered and they 
are not tenable in view of the fact that once dividend are declared and 
distributed, how the company is not liable to tax u/s. 115-O.  From 
the details it can been seen that dividend were distributed for earlier 
year profits and not for the current year.  Therefore, even for the sake 
of arguments it is assumed that amalgamation was made effective 
from 1//4/2000, how this has any impact on earlier year distribution  
of profit and declaration of interim dividend.  Hence, the assessee 
company is not liable any refund of dividend tax paid u/s. 115-O.  The 
contention of the assessee is rejected.” 

16. On appeal by the Assessee, the CIT(A) concurred with the view of the 

AO.  Hence, the Assessee has raised ground No.2 before the Tribunal. 

17. We have heard the submission of the learned Counsel for the Assessee 

who reiterated the same plea as was put forth before the Revenue 

authorities.  It was submitted by him that by virtue of provisions of Sec.8(b) 

of the Act,  any interim dividend shall be deemed to be the income of the 

previous year in which the amount of such dividend is unconditionally made 

available by the company to the member who is entitled to it.  It was his 

submission that the interim dividend though declared on 23.3.2000 was 

ultimately paid only on 10.5.2000 and therefore the same should be treated 

as declared during the previous year.  His further submission was that the 

interim dividend also became not payable by operation of law during the 

previous year.  With regard to the final dividend, it was submitted by him 

that the declaration of dividend as well as the factum of its becoming not 

payable by operation of law occurred during the previous year and there is 

no dispute about it.   

18. The learned D.R. submitted that dividend distribution tax was a 

measure to collect dividend from the company as the revenue found it 

difficult to collect tax from the individual share-holders.  According to him 

the incidence of liability to dividend distribution tax arises the moment 

dividend is distributed and subsequent events can have no bearing on such 

liability.  According to him it was not possible to extent the analogy laid 
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down by the Hon’ble Bombay High Court in a case of taxability of dividend in 

the hands of the shareholder to a case of refund of dividend distribution tax 

already paid by the company declaring dividend.   

19. We have considered the rival submissions. The admitted facts are that 

the Amalgamation was sanctioned by the Hon’ble High Court on 18.10.2000.  

The appointed date was 1.4.2000.  As on the date of sanction the dividend 

had already been paid by the Assessee.  The incidence of tax u/s.115-O of 

the Act is on the distribution of dividend.  Any subsequent act by which the 

dividend itself does not become taxable in the hands of the recipient of the 

dividend will not be relevant.  In other words the payment of dividend 

distribution tax is not dependent on the ultimate chargeability to tax in the 

hands of the recipient of the dividend. Therefore the extension of the analogy 

laid down by the Hon’ble Bombay High Court in the case of Mafatlal 

Gagalbhai & co. (supra) to Sec.115-O of the Act, sought to be canvassed on 

behalf of the Assessee, in our view was rightly rejected by the revenue 

authorities.  We therefore confirm the order of the Revenue authorities and 

dismiss ground No.2 raised by the Assessee. 

ITA No.4572/M/08:  Revenue’s appeal: 

20. Gr.No.1 raised by the Revenue reads as follows: 

“1. The learned CIT(A) has erred in deleting the deduction of warranty 
provision amounted to Rs. 8,38,717/- without appreciating that the 
same is a contingent liability.”  

21. The assessee claimed deduction of Rs.8,38,717/- on account of 

provision for warranties in respect of the sales made by their Tata 

Electronics Development Services (TEDS) Division.  The warranty in question 

is a kind of guarantee given by the Assessee on the goods sold.  The AO 

disallowed the assessee’s claim on the ground that the liability is a 

contingent liability.  As per the AO, the provision is not a well defined and 

quantified liability.  Hence, the AO has treated the provision as a provision 
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for contingent liability and disallowed the same.  The Assessee pointed out 

before AO that 60% of the sales value is treated as material and labour cost 

and a provision @7.5% on this amount is made towards warranty repairs.  

The assessee had also clarified that the warranty provision is a negligible 

percentage of the total profits (0.01% for the year under reference) and the 

method of determining the warranty provision has been consistently 

followed.  This was not accepted by the AO.   

22. On appeal by the Assessee, the CIT(A) found that in AY 1992-93 and 

2000-01, the Tribunal had allowed similar claim of the Assessee and 

following the said decision, the CIT(A) allowed the claim of the Assessee for 

deduction. 

23. Before us, it is not in dispute that the facts and the basis on which 

liability by way of provision for warrant claims was made in AY 92-93 and AY 

00-01(copies of Tribunal’s order placed in Assessee’s paper book) and the 

basis of provision of warranty liability in the present A.Y. was made are 

identical.  In such circumstances, we do not find any reason to take a 

different view.  Respectfully, following the decision of the Tribunal in 

Assessee’s own case, we uphold order of CIT(A) and dismiss Gr.No.1 raised 

by the Revenue. 

24. Ground No.2 raised by the Revenue reads as follows: 

“2.The learned CIT(A) erred in deleting the disallowance of expenditure 
on maintenance of garden amounted to Rs.23,98,364/- without 
appreciating that the expenditure has not been incurred wholly , 
necessarily and exclusively for the purpose of business.”  

25. The AO has disallowed an amount of Rs. 23,98,364/- being 

community welfare expenses on maintenance of gardens on the ground that 

the expenditure has not been incurred wholly, necessarily and exclusively for 

the purpose of assessee’s business.  The assessee submitted that with the 

present emphasis of the Government on pollution control, the expenditure is 
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necessary as part of the assessee company’s community welfare activities.  It 

was further claimed that the expenditure was also incidental to the 

assessee’s main business of generation, transmission and distribution of 

electricity.  The assessee furnished a detailed note to explain why 

maintenance of garden is necessary, considering the assessee’s line of 

business.  The main reasons highlighted was dust control, correct operation 

of protective relays, elimination of encroachment along the right way and to 

counter the objections raised by Mumbai Grahak Panchayat and 

Environment Protection Cell of  Hindustani Andolan alleging that the 

Company’s thermal plants are polluting the environment of Bombay and its 

surrounding areas. 

26. The CIT(A) found that in AY 1995-96, to 97-98 and 2000-01, the 

Tribunal had allowed similar claim of the Assessee and following the said 

decision, the CIT(A) allowed the claim of the Assessee for deduction. 

27. Before us, it is not in dispute that the facts and circumstances under 

which the disallowance was made is identical in the present A.Y. as the facts 

as it prevailed in AY 95-96 to 97-98 and 2000-01(copies of Tribunal’s order 

placed in Assessee’s paper book).  In such circumstances, we do not find any 

reason to take a different view.  Respectfully, following the decision of the 

Tribunal in Assessee’s own case, we uphold order of CIT(A) and dismiss 

Gr.No.2 raised by the Revenue. 

28. Ground No.3 raised by the Revenue reads as follows: 

“3. The learned CIT(A) erred in disallowing the expenses on shelved 
project amounting  to Rs. 3,14,58,402/- and expenses on feasibility 
reports amounted to Rs. 26,18,393/- without appreciating that these 
expenses are capital expenses.” 

29. The ground of appeal is wrongly worded.  The ground should read that 

CIT(A) erred in deleting the expenses on shelved project and expenses of 
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feasibility report.  We proceed to decide the appeal on the basis that it 

challenges the CIT(A)’s order allowing relief to the Assessee. 

30. The assessee has claimed expenditure incurred in respect of certain 

projects which were subsequently shelved on grounds of commercial 

expediency, as revenue expenditure.  The assessee has submitted that when 

it was found that the projects were not likely to be profitable, they were given 

up in order that the Companies could concentrate on other more profitable  

projects to facilitate the carrying on of the business of the companies.  The 

assessee furnished the following list of projects which were shelved during 

the year ended 31st March, 2001. 

Shelved Projects Amount (Rs.) 

ACC-Kymore Power Project      4,58,113 

INDAL- Hirakud Power Projects 

Haryana Vidyut Prasaran 

     2,20,281 

     5,00,000 

MSEB Power Project 

POWERGEN 

   14,66,566 

 2,74,73,477 

Bidding regarding RVPNL Power Project-Jaipur       8,33,333 

Bathinda Power Project 

Oman Power Project 

     1,49,773 

        67,130 

Hazira Power Projects 

Study for evaluation of 2 Hydro projects at 
Zambia 

        10,078 

        86,546 

100MW CCPP at Thakurli 

Mini Hydro Plant at Khopoli 

                                           Total  

     1,50,889 

       42,216 

 3,14,58,402 

Further the assessee, under cover of its letter dated 27th November, 2007 

had also furnished a memo  from Senior General Manager, Projects dated 

18th April, 2001 indicating the jobs which have been closed, on the basis of 

which, the above expenditure has been charged off.  The assessee had 
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clarified vide its letter dated 27th Nov. 2007 that the major amount (Rs. 

2,74,73,477) in the  above list pertains to POWERGEN.  This expenditure 

was in connection with acquisition of 655 MW combined Cycle Power Plant 

belonging to POWERGEN in Gujrat.  This project was put up for sale of 

POWERGEN, for which bids had been invited.  The assessee was one of the 

bidders, for which detailed studies were carried out mainly by Arthur 

Anderson and Little & Co.   The project was finally awarded to China Light 

Power (CLP) and hence, the expenditure incurred in connection with the 

bidding process was written off as expenditure on shelved project.  The other 

amounts pertain to power projects at the locations indicated there against, 

which have finally not materialized.   The assessee submitted that all the 

above projects are connected with the existing business of the assessee i.e. 

generation, transmission and distribution of electricity.  The expenses are 

mainly in the nature of pre-bid engineering services.  These expenses have 

been claimed as revenue expenditure based on the decision of the Madras 

High Court in the case of B.Nagi Reddy vs. CIT (199 ITR 451) which 

according to the Assessee was directly on the issue.   

31. The assessee has claimed expenditure incurred on feasibility reports 

as revenue expenditure.  The  assessee furnished the following details of 

expenditure on feasibility reports and preliminary studies incurred during 

the year ended 31st March, 2001. 

Projects Amount (Rs.) 

Augmentation of air conditioning 

LSHS Tank augmentation 

Flue gas desulphyurization- 3rd stream 

LNG Terminal 

    6,46,990 

    7,00,344 

    3,13,473 

    2,30,543 

Proposed box culvert in Trombay main drainage 

Electro-chlorination plant 

       18,972 

       35,153 
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Mini Hydro Scheme at Bhira     2,56,187 

Mini Hydro Scheme at Mulshi 

Study for evaluation of 2 hydro projects at Zambia 

Mini Hydro power plant scheme on tailrace of 
Khopoli Power Plant 

    2,56,646 

       17,767 

     1,73,318 

Total     26,18,393 

The assessee also furnished statements indicating the break up of the above 

expenditure under cover of its letter dated 27th November, 2007 and has 

provided copies of some of the invoices under cover of its letter dated 18th 

Feb.2008.   The above payments have been made to Tata Consulting 

Engineers (TCE) for various feasibility reports.  The assessee has submitted 

that the above projects are connected with the existing business of the 

assessee i.e. generation, transmission and distribution of electricity.  The 

expenses have been claimed as revenue expenditure based on the following 

decisions: 

1. Karnataka High Court in the case of CIT vs. Karnataka State 

Industrial & Investment Development Corpn. (163 ITR 657) 

2. Kerala High Court in the case of CIT vs. Kerala State Industrial and 

Investment Development Corporation. (182 ITR 62) 

3. Calcutta High Court in the case of Keshoram Industries and Cotton 

Mills Ltd. vs. CIT (196 ITR 845) 

4. Gauhati High Court in the case of Dy. CIT vs. Assam Asbestos Ltd. 

(263 ITR 357) 

5. Calcutta High Court in the case of Asiatic Oxygen Ltd. (190 ITR 328) 

 

32.  The AO did not allow the claim of the Assessee for deduction as in his 

view the expenditure was in connection with exploring a different line of 

business and therefore not incurred wholly and exclusively in connection 
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with the Assessee’s business.  The CIT(A) however allowed the claim of the 

Assessee as he found that on identical issue the Tribunal has already held in 

Assessee’s case that the expenditure was in connection with the existing line 

of business of the Assessee and had to be allowed as a deduction.  Aggrieved 

by the order of the CIT(A), the Revenue has raised ground No.3 before the 

Tribunal.   

33.  We have heard the rival submissions.  It is not in dispute before us that  

Mumbai ITAT in Assessee’s own case for A.Y’s 1997-98,1999-2000 and 

2000-01 had held that identical expenses on shelved project report was not 

for starting any new business but it was closely connected with existing 

electricity generating business of the assessee.  Similarly the feasibility 

report expenses were also held to be not for starting a new business but 

closely connected with the existing electricity generating business of the 

Assessee by the Mumbai ITAT in its own case for A.Y’s 1997-98, 1999-2000 

and 2000-01.  Copies of these orders have been placed in the paper book.  In 

view of the above Gr.No.3 of the Revenue is dismissed. 

34. Ground No.4 & 5 raised by the Revenue reads as follows: 

“4.  The learned CIT(A) erred in deleting the taxation of a sum of Rs. 
45,84,92,096/- being the foreign exchange gain on repatriation of 
certificates of deposits, without appreciating that the subsequent 
utilization of the profit earned on repatriation could not be directly 
lead to the capital acquisition, by the assessee.” 

“5. The ld. CIT(A) erred in deleting the taxation of a sum of 
Rs.45,84,92,096/- being the foreign exchange gain on repatriation of  
certificates of deposits, without appreciating that the assessee itself is 
following a dual policy in respect of foreign exchange fluctuation 
gain/loss in various years.”  

35. The erstwhile Tata Electric Companies comprising of the Tata Hydro 

Electric Power Supply Co. Ltd., The Andhra Valley Power Supply Co. Ltd. 

and  The Tata Power Co. Ltd. had issued Euro Notes in 1997 for raising 

funds for financing the Companies’ ongoing and future capital expenditure 
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programmes and for general corporate purposes.  The Companies intended 

to expand their generating capacity to meet the growing demand of their 

existing customers as well as to add new direct customers in the License 

area.  The capital expenditure programs for which the funds were raised 

were as under: 

1.  Multi fuel combined cycle 450 MW thermal power plant at 
Bhivpuri. 

2.  Construction of fuel jetty at Trombay 

3.  Replacing four 12 MW units at Bhivpuri Hydro Station and two 12 
MW units at Khopoli Hydro Station with 24 MW units, thereby 
increasing generation by raising turbine efficiency by 12 to 14%. 

4.  Establishing tail race units at Bhivpuri Hydro station. 

5.  Upgrading transmission and distribution net work by constructing 
220 KV substation with gas insulated switch gear in South Mumbai. 

6.  Increasing capacity at Jojobera CPP to add a 240 MW plant to the 
existing 67.5 MW plant. 

7.  Developing 76.8 MW IPP at Belgaum in Karnataka State. 

The entire proceeds raised abroad were held in interest bearing securities for 

a period of three years pending deployment and utilization.  During the year 

ended 31st March, 2001, the funds were repatriated to India as per the 

requirements of Reserve Bank of India.  As a result of the intervening fall in 

the value of the Indian Rupee, a gain in terms of Indian rupees has arisen to 

the Company on the repatriation of funds.  The above gain was credited to 

profit and loss account.  In the computation  of business income submitted 

along with the return of Income, the assessee had claimed the above amount 

as deduction meaning thereby that the profit on repatriation of certificates of 

deposits was not offered for tax.  The AO has treated the profit on 

repatriation of certificates of deposit as taxable income.  As per the AO, 

though the foreign exchange brought to India through Euro Notes was no 
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doubt capital receipts, but whilst these were remitted to India, the amount of 

ERFG(Exchange Rate Fluctuation Gain) received as a result of devaluation of 

the rupee is to be treated as a trading  receipt.  According to the AO, it was 

required to be taxed as a trading receipt by the AO for the following reasons: 

i. Though the euro Notes were floated for the purpose of raising the 

capital fund to but the capital assets, however, the ERFG received 

as a result of devaluation of rupee could not be said to have been 

utilized for the same purpose. 

ii. The amount of foreign exchange fluctuation gain was put into the 

common pool by the assessee company and the assessee company 

was not able to prove the nexus of having used the foreign 

exchange gain for purchase of capital assets or for development or 

upgradation. 

iii. The foreign exchange fluctuation gain changed its character from 

capital to revenue as it was put in he common  pool and the 

assessee was not able to satisfactorily reply as to for what purpose 

the gain has been utilized.  The AO has concluded that in the 

absence of any detail, and the foreign exchange fluctuation gain 

being first rightly  put into the P&L A/c. shows that claim made in 

the computation is an after though. 

36. Before CIT(A), the Assessee submitted  the AO was in agreement with 

the fact that the foreign exchange  brought to India was a capital receipt.  

However, the AO has held that whilst the foreign exchange was remitted to 

India, the amount of exchange rate fluctuation gain received as a result of 

devaluation of the rupee, at that point of time, changed its character from 

capital to revenue and after changing the character, it could be considered 

as a trading receipt.  The reason given by the AO for change of the character 

from capital to revenue was that the amount was put in a common pool.  

Moreover, another reason given by the AO for treating the gain as a revenue 
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receipt was that the assessee was not able to prove the nexus of having 

incurred the amount of gain on a capital asset or for development or 

upgradation.  It was submitted by the Assessee that the mere fact of putting 

the funds from certificates of deposit in a common pool of funds of the 

business, a fact subsequent to the actual arising of the gain, does not 

change the character of the gain arising from the certificates of deposit from 

a capital receipt to a revenue receipt.  To highlight this point, the Assessee 

submitted that if, for example, a capital asset is sold and the consideration 

received for the same is invested in the trading activities of the business, it 

cannot by any stretch of imagination be said that the character of the 

consideration has been changed from capital to revenue.   The  assessee 

submitted that the entire argument of the AO centers only around one fact 

that the amounts have  been put in a common pool and that the assessee 

was not in a position to establish nexus with investment in capital assets. 

37. Without prejudice to the above submission, the assessee submitted 

that the proceeds of the euro notes were broadly utilised for the seven 

purposes indicated above and it is not practically possible to identify one-to-

one the investment of the proceeds of certificates of deposits.  It was also 

submitted that the AO has wrongly proceeded to tax the amount on the 

basis that the same had been credited in the Profit & Loss account without 

appreciating the fact that it is a well settled principle in law that treatment in 

books of account is not determinative of its taxability.   The assessee has 

distinguished the decision in T.V.Sundaram Iyengar’s case (222 ITR 344) 

(SC), which has been relied upon by the AO on the grounds that in that case 

the issue involved was taxability of unclaimed deposits that were received 

from customers in the course of trading transactions, whilst in the instant 

case the amounts cannot be attributed to the trading transactions of the 

assessee.  In view of the foregoing, the assessee claimed that the gain arising 

from repatriation of proceeds of certificates of deposit is capital in nature 

and not exigible to tax. 
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38. The CIT(A) held as follows: 

“……….. where profit or loss arises on account of appreciation or 
depreciation in the value of foreign currency, on conversion into 
another currency, such profit or loss would ordinarily be trading profit 
or loss as a trading asset or as part of circulating capital embarked in 
the business.  But if, on the other hand, the foreign currency was held 
as a capital asset or as fixed capital, such profit or loss will be of 
capital nature. 

Considering that the Euro Notes were raised for capital purpose and 
the gain arose, not in the course of trading activities but merely due to 
conversion of the currency of one country into the currency of another 
country, the said gain is on capital account and not in the nature of 
income. 

Further, the taxability has to be determined at the point of time when 
the profit arose and not on the basis of its subsequent utilization.  The 
AO appears to have placed undue significance on the subsequent 
utilization of the foreign exchange gain.  As correctly pointed out by 
the appellant, if, for example, a capital asset is sold and the 
consideration received for the same is invested in the trading activities 
of the business, it cannot by any stretch of imagination be said that 
the character of the consideration has changed from capital to 
revenue. 

The AO’s reliance on the fact that the gain has been credited to the 
Profit and Loss account,  to come to the conclusion that the gain is, 
therefore, taxable income, seems to be misplaced.  It is a well 
established principle that the treatment in the books of account does 
not determine the taxability or otherwise of a particular amount.  In 
the course of the hearing, the appellant has correctly drawn an 
analogy between the foreign exchange gains credited to the Profit and 
Loss Account and profit on sale of investments, which also would be 
credited to the Profit & Loss Account.  Despite this fact, profit on sale 
of investments would be treated as capital gains and  taxed 
accordingly.  I agree with the appellant’s submission in this regard and 
hold that the fact that the gain on foreign exchange has been credited 
to the  Profit and Loss account  is not determinative of the fact that the 
gain is taxable income. 

The distinction drawn by the appellant regarding the decision in 
T.V.Sundaram Iyengar’s case (222 ITR 344)(SC) , which has been 
relied upon by  the AO, appears to be valid  since in that case, the 
issue involved was taxability of unclaimed deposits that were received 
from customers in the course of trading transactions, whilst in the 

www.taxguru.in



ITA NO.4497&4572/MUM/08(A.Y. 2001-02) 
  

 

23 

instant case the amounts cannot be attributed  to the trading 
transactions of the appellant. 

In view of the above, this ground is decided in favour of the appellant.” 

39. The learned D.R. submitted before us that the end of the funds not 

having been proved coupled with the fact that the income in question has 

been treated as part of revenue receipt by crediting the same in the profit 

and loss account was sufficient to bring to tax the gain in question.  In this 

regard, he pointed out the failure of the Assessee to prove the ultimate 

utilisation of the borrowed amounts after repatriation as the same entered 

the common pool of funds utilised by the Assessee both for capital as well as 

revenue purposes.  Reliance was also placed by him on the decision of the 

Hon’ble Delhi High Court in the case of Logitronics Pvt.Ltd. 197 Taxman 394 

(Del) and MGF Lltd. Vs. CIT 199 Taxman 51 (Del) to highlight the fact that 

utilisation of funds would also be necessary to claim deduction on account of 

interest paid on borrowed funds.   

40. The learned counsel for the Assessee reiterated submissions as made 

before the CIT(A) and relied on the order of the CIT(A).  He also submitted 

that entries in the books of accounts are not conclusive.  

41. We have considered the rival submissions.  We are of the view that the 

order of CIT(A) does not call for any interference.  The law is very clear that  

where profit or loss arises on account of appreciation or depreciation in the 

value of foreign currency, on conversion into another currency, such profit or 

loss would ordinarily be trading profit or loss depending on the purpose for 

which the foreign exchange was to be used whether for incurring capital 

expenditure or for meeting revenue expenditure.  Admittedly the Euro Notes 

were raised for capital purpose and the gain arose, not in the course of 

trading activities but merely due to conversion of the currency of one country 

into the currency of another country, the said gain is on capital account and 

not in the nature of income.  Further, the gain has arisen at the point of time 
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when the funds were repatriated to India.  Admittedly the Euro Notes were 

issued for meeting capital expenditure and remained outside India.  When 

they were repatriated to India at the point of time of repatriation, the 

purpose for which the funds were raised admittedly remained one for 

meeting capital expenditure.  As rightly held by the CIT(A), the taxability has 

to be determined at the point of time when the profit arose.  The subsequent 

utilisation, in our view was irrelevant, on the facts of the present case.  With 

regard to allegation of the AO that there was a failure on the part of the 

Assessee to explain the utilisation of the funds repatriated for meeting 

capital expenditure, we are of the view that the fact that the repatriated 

funds went into a common pool from which both capital and revenue 

expenditure were met cannot lead to the conclusion that the utilisation of 

funds was for revenue purposes and not capital expenses.  It is no doubt 

true that the onus in this regard was on the Assessee and the Assessee failed 

to discharge its onus.  On the facts of this case, however, we do not see any 

reason to justify disallowance on this ground only, when at the point of time 

when the gain in question arose the funds were admittedly raised for 

meeting capital expenditure.  We are also of the view that a mere credit to 

profit and loss account, on the facts of the present case, cannot be the 

reason to hold that the gain in question is revenue receipt chargeable to tax.     

We therefore agree with the order of the CIT(A) on this issue.  Gr.No.4 and 5 

are accordingly dismissed. 

42. In the result, the appeal by the Assessee is partly allowed for statistical 

purposes.  The appeal by the Revenue is dismissed. 

          Order pronounced in the open court  on the  9th   day  of  Sept., 2011. 

       Sd/-                                                                           Sd/- 

(R.K.PANDA  )                                                               (N.V.VASUDEVAN) 
ACCOUNTANT MEMBER                                             JUDICIAL MEMBER 
 
Mumbai,     Dated.  9th   Sept.2011 
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 Copy to: 1.  The Appellant   2.  The Respondent  3. The CIT City –concerned 

4. The CIT(A)- concerned  5.  The  D.R”E” Bench. 
 
(True copy)           By Order  
 
                                 Asst. Registrar, ITAT, Mumbai Benches 
            MUMBAI. 
Vm. 
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