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O R D E R 

  
PER SHRI MUKUL Kr. SHRAWAT, JUDICIAL MEMBER : 

  

  These two appeals have been filed by the Revenue of the same 

respondent-assessee and  for the sake of convenience since the basic 

grounds as also the related facts are identical, hence, consolidated 

and hereby decided by this common order. 

 

(A)    ITA No.160/Ahd/2009 for Assessment Year  2004-05 

2.     Revenue  has challenged the order of the CIT(A)-V, Baroda 

dated 1/10/2008 on the following grounds:- 

  

1(a)   On the facts and in the circumstances of the case 

and in law, the Ld. CIT(A) erred in deleting the 
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addition of Rs.15,67,382/- made on account of 

repairs and maintenance of building and plant & 

machinery as capital expenditure. 
(b) The Ld. CIT(A) failed to appreciate that renewal, 

replacement or modification of an asset or part of 

an asset cannot be treated as allowable 

expenditure under the Income-tax Act, though as 

per accounting norms, these could be treated as 

revenue expenditure or current expenditure in the 

light of Supreme Court decision in the case of 

Ballimal Naval Kishore  Vs. CIT 224 ITR 414 and 

CIT Vs. Saravana Spinning Mills Pvt.Ltd. 293 ITR 

201(SC). 

 

3.   Facts in brief in respect of this issue as appeared from the 

corresponding assessment order passed u/s.143(3) of the I.T.Act 

dated 27/11/2006  were that the assessee-company is in the business 

of manufacturing of Phosphatic fertilizers.   It was observed by the 

AO that a sum of Rs.35,86,601/-  was debited in respect of repairs 

and maintenance.  In respect of building repairs the AO has 

reproduced a list of items of expenditure totalling to 

Rs.28,33,767=72.     The observation of the AO was that on physical 

verification of the bills it was found that the material purchased was 

in respect of fabrication, construction, flooring, hence, in the nature 

of capital expenditure.  In compliance of the show-cause notice it 

was submitted that the expenditure on building was in the nature of 

revenue expenses. Explanation submitted is reproduced below :  

 “Building 

We are to bring to your kind knowledge that the capital 

expenditures incurred for construction of new 
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building/facilities at Udaipur and Nandesari (Baroda) 

amounting to Rs.2833767.72 has already been capitalized 

during the A.Y. 2004-05 and the expenditures under scrutiny 

amounting to Rs.359785/- is on account of the current repairs 

of factory building situated at F-227, Mewar Industrial Area, 

Udaipur admeasuring about 5296 sq.mtrs.  Yours goodself 

will appreciate that the nature of business of the company is 

manufacturer and sale of Chemical fertilizer namely – Single 

Super Phosphate.  One of the ingredient for manufacture of 

Single Super Phosphate is Sulphuric Acid, and use of 

Sulphuric Acid results in generation of acidic fumes which 

is by basic nature is highly corrosive and harms the civil 

structure and the plant and machinery embedded threat on 

regular basis, and accordingly it is imperative to carry out 

the repairing of civil structures on day-to-day basis as 

preventive measure in order to maintain the factory 
buildings and plant and machinery situated thereat in 

running and good condition to fetch day-to-day production 

and safety of man and material employed thereat, and also to 

avoid unnecessary hassle of the Government Department on 

account of  safety and pollution.” 

 

3.1. However, the AO was not convinced and by referring a 

decision of Hon’ble Supreme Court in the case of  Ballimal Naval 

Kishore & Anr. vs. CIT reported at (1997) 224 ITR 414 (SC) held 

that the expenditure was a capital expenditure.  The matter was 

carried before the first appellate authority.  On hearing the 

submissions of both the sides, the contention of the assessee was 

accepted vide following relevant paragraphs: 

  

 “5.2. I have gone through the facts of the case, observations 

of the AO  and the submissions of the appellant as well.  It is 

seen that the Assessing Officer though that major renovation 
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work was carried out by the assessee for upgrading fixed 

assets.  Hence advantage of enduring nature is acquired.  

Even repairs resulting in enduring benefit would constitute 

capital expenditure according to decision of the Apex Court in 

the case of Ballimal Naval Kishor V/s. CIT 224 ITR 414 and 

as such treated the current repairs as capital expenditure.  It 

is gathered that the appellant has a system for distinguishing 

capital and revenue expenditure and large amount of 

expenditure which was of capital expenditure has been so 

accounted.  Capital expenditure of Rs.2833767/- on building 

and Rs.5932008/- on machinery, incurred by the appellant is 

already capitalized separately and the expenditure listed by 

the Assessing Officer is revenue expenditure and not capital 

expenditure.  It is also observed that the expenditure on 

repairs and replacements is reasonable considering the size of 

the factory (5296 square meters) and nature of business 

(appellant uses sulphuric acid which is corrosive and harms 

civil structure and Plant & Machinery).  Repairs & 

Maintenance expenditure depends upon nature of industries 

as well as uses of the product.  Regarding expenditure on 

crane bucket, it is sent hat no new crane is purchased and the 

expenditure represents replacement of parts of crane. 

 

5.3.1.   Regarding the expenditure listed in the Assessment 

Order, the list gives no indication that the expenditure is of 

capital nature.  For example, when expenditure on M.S. angle 

is incurred, the same may be for creating new structure or for 

replacing such angle forming part of existing structure.  The 

expenditure in former case would be capital expenditure and 

in the latter case it would be revenue expenditure.   Assessing 

Officer was not justified in holding that the expenditure on 

M.S. Angle is always capital expenditure.  Similarly, M.S. 

Angle may need replacement every year or may required 

replacement after a few years.  The Assessing Officer was not 

justified in holding that expenditure gave benefit of enduring 

nature and was of capital nature.  It is further observed that : 
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(i)  There was no increase in manufacturing capacity 

of the company as seen from the audited balance 

sheet. 

 

(ii) Perusal of details of said expenditure of last three 

years i.e. from Financial Year 2001-02 to A.Y. 

2004-05 unit wise reveal that there was no major 

jump in this expenditure. 

 

The Hon’ble Gujarat High Court in case of Indian Ginning & 

Pressing Co. Ltd. V. CIT (170 CTR 122) after duly 

considering decision of supreme court in case of Ballimal 

Naval Kishor relied on by the Assessing Officer held that 

expenditure on substantial renovation and up gradation is not 

disallowable and the decision in case of Ballimal Naval 

Kishor is not applicable as that decision dealt with limited 

question of interpretation of section 31 and had not 

considered section 37.  The Gujarat High Court, after 

considering the Supreme Court decision in case of Ballimal 

Naval Kishore, held that expenditure on change in flooring, 

change in iron sheets of roof, removal of wooden pillar, 

putting up new cabin, etc.,  was held to be allowable.  

Similarly, in case of CIT Vs. Chowgule & Co. (P) Ltd.  (214 

ITR 523), Bombay High Court allowed large expenditure 

exceeded cost of entire ship, as no new asset had come into 

existence as a result of the expenditure.  It held that merely 

because expenditure is large, it is not disallowable.  The said 

decision is supported by several other judicial decisions. 

 

5.3.2.  In view of the facts and circumstances of the case the 

action of the AO  in disallowing the current repairs is not 

justified and the AO  is directed to allow the same.  Thus this 

ground of appeal is allowed.”  

 

4. From the side of the Revenue, S/Shri R.N.Parbat & B.L.Yadav  

Ld. DRs appeared and   reliance was placed on the order of the AO.       
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The only argument which was emphasised before us was that  by 

incurring substantial expenditure on repairs the assessee has enjoyed 

enduring benefit, therefore, the expenditure was capital expenditure.   

 

5.  We have heard both the sides.   We have perused the orders 

of the authorities below in the light of compilation filed before us 

and the case laws cited.     

 

6.   At the outset, it was not in dispute that in respect of an 

another building at Udaipur, this assessee itself has capitalised the 

expenditure.   However, the impugned repairs were in respect of an 

another factory building situated at F-227, Mewar Industrial Area 

Udaipur, wherein the company has carried out manufacturing of  

Fertilizer; namely, Single Super Phosphate.    One of the ingredients 

of the said fertilizer is stated to be sulphuric acid.  Due to acidic 

fumes  the corrosion was high.   The acidic fumes have harmed the 

civil structure.   Repairs were preventive in nature to check the 

corrosion or decay of the building.   Repairs were also needed for 

safety reasons.    Facts of the case thus have revealed that the 

assessee being owner of the property has considered necessary to 

maintain the property in good condition, therefore, incurred repairs 

which were nothing but in the nature of current repairs.     Repairs 

were incurred to preserve and maintain an existing asset.   The 

object of the expenditure was not bringing into existence an another 

new asset.   By the incurring of the said expenditure, the assessee 
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has not obtained a new advantage.    It is also necessary to find out 

whether a particular repair was really needed and in the present case 

we have noticed that it was a decision of the assessee to take 

appropriate measure to repair the building for its maintenance as 

also for safety purposes.  There are several judicial decisions in this 

regard but keeping brevity in mind we are not reproducing those 

decisions and hereby affirm the findings of the CIT(A). Resultantly   

this portion of ground of the Revenue is dismissed. 

 

6.1. The AO has also noticed that the assessee has incurred 

expenditure on crane and plant & machinery which according to 

him was capital expenditure, however, the assessee has furnished 

the submissions as follows:- 

   

 “Crane. 

During the year under review, the company has not purchased 

and installed any new Crane, and whatever the expenditure 

has incurred is for up-keeping and maintenance of the existing 

Crane situated at Udaipur Works, and accordingly regular 

repairs & maintenance and the same may kindly be allowed. 

 

Plant & Machinery. 

We have already capitalized the expenditure incurred on Plant 

& Machinery situated at Udaipur and Nandesari (Baroda) 

amounting to Rs.5932008/- during the A.Y. 2004-05.  As  

explained above regarding use of sulphuric acid and 

corrosion there from, day-to-day repairing of plant and 

machinery is necessary, and we are also to inform  you that 

during the year under review, production of SSP at Udaipur is 

184024.808 MT, whereas the installed capacity of the plant 
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situated at Udaipur is 165000 M.T.  As such, looking to the 

nature of the industry coupled with increase in the production 

exceeding to the installed capacity, the repairs and 

maintenance expenditure may kindly be allowed.” 

  

 

7.  From the side of the Revenue, the only submission of 

the ld.CIT-DRs is that the crane bucket purchased of Rs.3 lacs and 

submersible pumps purchased Rs.14,600/- could be said to be a new 

machinery came into existence, therefore, not to be allowed as 

revenue expenditure.   

 

8.  We have heard the submissions of both the sides.   We 

have also considered the argument of the CIT-DR.    As far as the 

major part of the expenditure incurred on plant & machinery were 

concerned, there was no such finding that an independent part of a 

machinery was purchased or came into existence.    Hence, 

considering the nature of expenditure in the light of the 

manufacturing activity carried out by the assessee, the same is to be 

allowed as revenue expenditure.  However, in respect of the said 

two items viz. expenditure of crane buckets and submersible pumps, 

no such distinction was noticed by the AO. Rather the AO had made 

the disallowance in respect of the entire amount of the expenditure.    

Now before us, the  ld. Representative of the Department wants to 

segregate two items for the purpose of disallowance.   In this regard, 

on due consideration of the assessment order, it is not clear whether 
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the said two amounts were in respect of either “replacement of the 

machinery” or under the head “Repairs”.    Ld. DR has referred that 

in the cases of machinery  in a textile mill  it had been held by some 

Hon’ble Courts that each spindle had worked independently and not 

as a mere part of the entire composite machinery, therefore, it could  

constitute bringing into existence a new asset. A decision in this 

context was cited in the grounds of appeal viz. CIT vs.Saravana 

Spinning Mills P.Ltd. 293 ITR 201(S.C.). The verdict was that the 

basic test is to find out whether expenditure is incurred to 

preserve and maintain an already existing asset or bring into 

existence a new asset so as to get an enduring advantage. The 

issue in that appeal was about the replacement of “Ring” and 

factually it was found that each machine including the ring frame 

was an independent and separate machine capable of 

independent and specific function. However in the present appeal 

before us the investigation in that direction  had never been made by 

the AO.    There is no material on record to show whether the said  

“crane bucket” purchase for Rs.3 lac amount was towards repair 

or towards replacement of an existing machinery.  Therefore we 

deem it proper to restore the issue in respect of these two items to 

the file of the AO. Resultantly, the question of disallowance of and 

expenditure on “submersible pumps” of Rs.14,600/-  to be re-

considered whether it was  Revenue or Capital in nature.  Before we 

part with it is necessary to examine the facts of Ballimal Naval 

Kishore & Anr.  reported at (1997) 224 ITR 414 (SC) [supra] since 
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relied upon by the AO. We have noticed that the facts of the case 

had made it evident that what the said assessee did was not mere 

repairs but a total renovation of the theatre.   From the facts, it was 

found that new machinery, new furniture,  new sanitary fittings, new 

electrical wirings were installed.   Besides that, an extensive repair 

in the structure of the building was carried out.  Therefore, it was 

held by the Hon’ble Court that due to total renovation the 

expenditure in question was capital in nature.  Facts of the said cited 

precedent can be distinguished  from the facts of the assessee, that 

the assessee’s case was not a total renovation or the entire new 

machinery, new furniture, etc. were brought to the existence.   We 

therefore hold that the said reliance was misplaced. In the result this 

ground of the Revenue is partly allowed. 

 

9.    Ground No.2 (a) & (b) are as under: 

2(a)The Ld. CIT(A) erred in deleting the addition of 

Rs.12,73,555/- on account of delayed payment of 

employee’s contribution to PF and the addition of 

Rs.1,67,583/- on account of delayed payment of 

employee’s contribution to ESI. 
 

2(b)  The Ld. CIT(A) failed to appreciate that so far as 

employee’s contribution to PF & ESI is concerned, in 

case of any delay in depositing the same on or before 

the due date, the case of the assessee gets covered under 

the provisions of section 36(1)(va) r.w.s. 2(24)(x).  Thus, 

the disallowance u/s.36(1)(va) r.w.s. 2(24)(x) in respect 

of employee’s contribution to provident fund and ESI 

beyond the due date is mandatory. 
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9.1. As per AO, it was found that a sum of Rs.12,73,555/- was 

paid by the employer, i.e. assessee, towards Employees’ Provident 

Fund Contribution.  As per AO, the amount was not realised within 

the due date.   The provisions of section 36(1)(va) read with section 

2(24)(x) was relied upon and the entire amount of Rs.12,73,555/- 

was disallowed.  The matter was carried before the first appellate 

authority.   Ld.CIT(A) has examined the facts and thereupon granted 

the relief as per the following paragraphs: 

  

 “6. As regards Ground No.(3), the AO, during the course of 

assessment proceedings had observed that the appellant had 

violated the provisions of the provident fund Act and 

therefore, denied the deduction of expenditure claimed by the 

appellant in respect of delayed payments of contribution to the 

provident fund and added an amount of rs.12,73,555/- to the 

total income of the appellant.    

 

6.1. It is discussed by the AO  on page no.5 to 7 of the 

assessment order. 

 

6.2. The AR while explaining as to how the disallowance was 

not sustainable relied on the amendment made by the Finance 

Act 2003, where by the due dates of relevant funds have been 

extended to the due dates as per the provisions of section 

139(1) of the IT Act and requested for nullifying the action of 

the AO.” 

 

10. We have heard both the sides.   We have also perused the 

orders of the authorities below.  From the side of the assessee, ld.AR 

Mr.Sunil Talati has placed reliance on the decision of Hon’ble 
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Supreme Court in the case of CIT vs. Vinay Cement Ltd. reported 

at (2007) 213 CTR 268 (SC), for the legal proposition that under 

the provisions of section 43B of the Act, the said payment in the 

hands of the employer could not be disallowed as it stood prior to 

1/4/2001.   He has further informed that the employers’ contribution 

was made through cheques and that was within due days, however 

those cheques were realised after few days, a time taken by the bank 

for realisation of cheques.   In this regard, there is one more decision 

of the Hon’ble Supreme Court in the case of  CIT vs. Alom  

Extrusions Ltd.  reported at (2009) 319 ITR 306(SC),  wherein it 

was concluded that the omission of second proviso to section 43B 

operated retrospectively w..e.f. 1.4.1988 and the amendment of first 

proviso by Finance Act, 2003 bringing about uniformity in payment 

of contributions are curative in nature and thus effective 

retrospectively with effect from 01/04/1998. It is therefore contested 

that the  facts of this case have revealed that all the payments were 

made before the due date of filing the return.  Ld.AR has also 

emphasised that  the return for AY 2004-05 was filed on 

29/10/2004, however, the cheques were realised before the date of 

filing of the return.  On the other hand, the contention of the ld.CIT-

DRs S/Shri R.N.Parbat & B.L. Yadav  is that the decision cited from 

the side of the assessee have not considered the provisions of section 

36(1)(va) r.w.s.2(24)(x) of the I.T. Act, 1961.   According to him, 

the issue was different than the issue which was in respect of 

delayed payment of employers’ contribution as per the said 
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provisions of the Act.  Undisputedly, the change by way of insertion 

of second proviso w.e.f. 1.4.1988 and substitution w.e.f. 1.4.1989 to 

section 43B is that the deduction in respect of any sum payable by 

the assessee as an employer by way of contribution to Provident 

Fund  shall be allowed from the AY 1998-99  and subsequent years 

only when they are paid on or before the due date of filing of return. 

However,  as per the definition of the term ‘due date’ in 

Explanation below   clause-(va) of sub section(1) of section 36; 

means the date by which the assessee is required as an employer 

to credit an employee’s contribution to the employee’s account 

in the relevant fund under any Act , rule , order or notification.  

For this legal proposition, whether the provisions of sec.36 and the 

provisions of 43B are independent of each other, now a decision of 

Honble S.C of CIT vs Alom Extrusiion Ltd. 319 ITR 306 is 

available. But this decision is dated 25 Nov.2009 , however, the 

order of the A.O. is dated 27.11.2006, hence it was not available at 

the assessment stage. The A.O. is therefore required to find out the 

similarity and if on facts identical then has to follow the law laid 

down therein. Therefore being the objection raised from the side of 

the revenue, we deem it proper to give an opportunity to the revenue 

to re-decide as per law. This ground of the Revenue may be treated 

as allowed for statistical purpose.     

 

11. Ground Nos.3(a) & 3(b) are as under: 
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3(a)   The Ld. CIT(A) erred in deleting the disallowance of 

Rs.13,86,222/- u/s.36(1)(iii) being interest cost incurred 

by the assessee on the advances given for non-business 

purposes. 

3(b)  The Ld. CIT(A) failed to appreciate that as held by the 

Hon.High Court in the case of CIT vs. Abhishek Land 

Pvt.Ltd. (288 ITR 01) the onus was entirely on the 

assessee to prove that all the borrowed funds were used 

for business.  Even if mixed funds were diverted, interest 

u/s.36(1)(iii) is not allowable by virtue of the onus being 

on person who is in the special knowledge of facts in 

terms of section 106 of the Evidence Act. 

 

11.1.   As per the observation of the Assessing Officer there were 

investments of Rs.1,14,77,750/-.  The Assessing Officer wanted to 

disallow the proportion of the interest cost which was found to be 

borne on the borrowed funds. 

 

12. The explanation of the assessee was that those investments have 

been made in earlier years, hence, did not pertain to the year under 

consideration, therefore, no disallowance of any interest should be made 

for Assessment Year 2004-05.  An another fact has also been brought to 

the notice of the Assessing Officer that the said investment was out of 

the share capital of Rs.4.13 crores, therefore, no disallowance of 

interest should be made.  As against that the observation of the Assessing 

Officer was that the assessee-company had invested Rs.7.32 crores as on 

31.3.2003 in fixed assets, therefore, the surplus, if any, available as also 

the share capital was utilized towards fixed assets.  The Assessing 

Officer was of the view that the loan taken of Rs.18.21 crores as on 

31.3.2003 was carried over and for the year under consideration the loan 
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was at Rs.17.88%, which according to him was invested in the said 

investments.  There was one reason assigned by the Assessing Officer 

that on those investments the dividend was received which was exempt 

u/s.10 of the I.T.Act.  By invoking the provisions of section 14A of the 

I.T.Act it was held by him that the expenses which were incurred to earn 

exempted income should also be disallowed.  He has made a computation 

in the following manner: 

“Therefore, the interest cost of Rs.25,42,321/- (39607009 x 100 / 

178759346 = 21.15%) incurred by the assessee on the funds 

invested in shares shall not be allowed under the specific 

provisions of section 14A of the Act, in view of the income ensuing 

from such investments being exempt under the specific provisions 

of section 10 of the Act.  Accordingly a sum of Rs.25,42,321/- is 

included in the total income of the assessee.”  

 

12.1. There is one more disallowance of interest on the ground that an 

amount of Rs.62,58,343/- was given by the assessee for non-business 

purposes.   In his opinion, the said amount was advanced to various 

parties and no interest was recovered.   According to him, the said 

advance was out of the borrowed funds.  Hence, the payment of interest 

was suffered by the assessee.  He has computed the disallowance of 

interest by invoking the provisions of section 36(1)(iii) of Rs.13,86,222/-.  

In the said manner, a total addition of Rs.39,28,543/- was made on 

account of disallowance  of interest.  The matter was carried before the 

first appellate authority. 
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13. The Learned CIT(Appeals) has passed a cryptic order as per the 

following observations:- 

 

“7.1.  As far as first part A is concerned the major investment is 

allotment of equity shares met out of internal accruals and as such 

diversion of funds does not arise.  The new investments during the 

year are in shares of Uma co-op Bank  and Nandesari 

Environment Control Limited (NECL for short) only.  It is stated 

by the AR  that to become a member in the co-op Bank, 

membership has to be taken by subscribing to shares and as a 

member of these co-op Banks, took loan for business purposes.  

Hence, as the co-op Bank is not a domestic company the dividend 

u/s 10(34) is not exempt from tax.  Since, Nandesari Environment 

Control Limited is non-profit organization engaged in protection 

of environment the appellant has to become a member 

compulsorily and NECL being an NGO dividend received from it 

is not exempt from tax.  As far as second part B is concerned, the 

AO  has not given any where the details of non-business 

investments worked out by him at Rs.62,58,343/-.  But however, as 

seen from the details submitted only an amount of Rs.38,03,277/- 

pertain to financial transactions, met from own funds, but not out 

of barrowed funds.  In the circumstances, the action of the AO  is 

not justified and as such he is directed to delete the addition of 

Rs.39,28,543/- made in this regard.”   

 

14. In respect of the addition of Rs.25,42,321/-, the explanation of the 

assessee was that an investment of Rs.1,12,50,000/- was towards share 

capital of M/s.Liberty Pesticides and Fertilisers Ltd. (A 100% subsidiary 

of the assessee-company).  It was expressly denied that the borrowed 

funds were utilized for investment in fixed assets.   Before the Learned 

CIT(Appeals), it was also contested that as per the records available, 

there was a direct nexus between non-interest bearing funds and the 

investment made.  It was noticed by the Learned CIT(Appeals) that the 

investment with M/s.Liberty Pesticides and Fertilisers Ltd. was in the 
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ratio of 3:2 during the Financial Year 1996-97.   The conclusion was that 

the investment made against allotment of equity shares of M/s.Liberty 

Phosphate Ltd. did not involve any cash transaction, hence, it was 

concluded that no addition was warranted. 

 

14.1.   In respect of second addition, the contention of the assessee was 

that the said amount of Rs.62,58,343/-  was advanced out of interest-

free loans.  Assessee’s only submission was that there were sufficient 

interest-free funds available with the appellant and against that interest-

free funds, those advances were given.    Placing reliance on certain 

decisions, it was pleaded not to tax the same.   We have already 

reproduced hereinabove a paragraph to demonstrate that the addition 

made by the Assessing Officer required a detailed order and not a cryptic 

order from the First Appellate Authority.  We have also noticed that the 

provisions of section 14A of the I.T.Act have not been discussed at all by 

the Learned CIT(Appeals).   On one hand, the Assessing Officer has 

stated that the assessee was unable to demonstrate that the non-interest 

bearing funds were  utilized towards investment for earning dividend 

income.  On the other hand, the argument of the assessee was that there 

were sufficient reserves and share capital out of which the said 

investment was made.    However, the findings of the Assessing Officer 

have not been dealt with by Learned CIT(Appeals) in their right 

perspective  and one of the reasons of the disallowance of the invocation 

of section 14A of the I.T.Act has also not been dealt with, therefore, we 

deem it proper to restore this ground back to the stage of Learned 

CIT(Appeals) to decide De novo, needless to say after providing 

opportunity of hearing to both the sides.   Since the matter has been 
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restored back, therefore, this ground of the Revenue may be treated as 

allowed for statistical purposes.  

 

(B)   ITA No.503/Ahd/2009 for Assessment Year 2005-06 

15.    Revenue  has challenged the order of the CIT(A)-I, Baroda 

dated 4/11/2008 on the following grounds:- 

 

1.  On the facts and in the circumstances of the case and in 

law, the Ld. CIT(A) erred in deleting the addition of 

Rs.6,79,458/- made on account of foreign exchange loss 

without appreciating the ratio of the decision in the case of 

Indian Overseas Bank Ltd. V/s. CIT 151 ITR 446 (Mad.). 

 

2. On the facts and in the circumstances of the case and in law, 

the Ld. CIT(A) erred in deleting the disallowance of 

Rs.9,86,209/- u/s.3691)(iii) on interest free loans/advances 

given to its sister concerns amounting to Rs.59,26,738/-.” 

 
 

16.   Ground No.1 :-  The assessee is stated to be manufacturing  

Phosphatic Fertilisers.   In that regard, the assessee has to trade with 

certain foreign parties, as stated by the ld.AR.   A sum of Rs.6,79,458/- 

was debited in the Profit & Loss Account  due to “Foreign Exchange 

Fluctuation Loss”.  As per the Assessing Officer, since it was an 

unrealized loss which was debited to Profit & Loss Account, therefore, 

the liability was contingent in nature.  The assessee’s argument was that 

the Exchange rate variation was correctly appropriated at the end of the 

Financial Year which was in consonance with the accounting standard.   

However, the Assessing Officer was not convinced and held that the 
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Exchange fluctuation.  Loss was a notional loss, hence, not to be allowed.  

Accordingly, the impugned addition was made. 

 

17. When the matter was carried before the first appellate authority, 

the Learned CIT(Appeals)  held as under:- 

 

“6.4. The assessee follows mercantile system of accounting.  This 

system has been followed from the very beginning.  The assessee 

has given the same treatment to the losses as well as to the gains.   

The assessee has consistently made entries in its account books 

both in respect of losses as well as gains.  The method adopted by 

the assessee for both losses and gains is as per nationally accepted 

accounting standards.  The ICAI has prescribed accounting 

standard 11 (AS-11) for the purpose of accounting for 

transactions involving foreign exchange.  These accounting 

standards have been consistently followed by the assessee.  The 

system adopted by the assessee is fair & reasonable.  Thus, the 

assessee has complied with all the six requirements laid down by 

the Special bench of the Tribunal in the ONGC case.  Finally, the 

Tribunal has also held that the main ingredient of a contingent 

liability is that it depends upon the happening of a certain event.  

In the case of the assessee, the “event”, i.e., the change in the 

value of foreign currency in relation to the Indian currency had 

already taken place in the current year.  Therefore, the loss 

incurred by the assessee was held to be a fait accompli and not a 

notional loss.  Following the judicial decisions as above, it is held 

that the action of the AO in disallowing the expenditure of 
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Rs.6,79,458/- was not warranted and is accordingly directed to be 

deleted.” 

 

18. During the course of hearing, an enquiry has been raised that about 

the nature of transaction from the foreign party resulting into “Exchange 

Fluctuation Loss”.  The Learned Authorised Representative has stated 

that the Assessing Officer has not made the disallowance on account of  

the fact that the borrowings were towards acquisition of any capital asset.  

Rather as per ld.AR the transaction was in respect of the running of the 

business, hence, the “Foreign Exchange Fluctuation Loss” is admissible 

as Revenue expenditure. 

 

19.       On hearing the submissions of both the sides and on careful 

perusal of the orders of the authorities below, we have found that the 

issue can be decided in the light of a precedent viz. CIT vs. V.S. Dempo 

& Co. Pvt.Ltd. reported at (1994)206 ITR 291 (Bom), wherein the legal 

proposition  laid down was that for determining whether devaluation loss 

is a “Revenue loss” or a “Capital loss”,  what is relevant is the utilization 

of the amount at the time of devaluation and not the object for which the 

loan had been obtained.  The observation of the Court was that if at the 

time of devaluation the character of the transaction was in the nature of 

stock-in-trade or circulating capital, then the loss occurred on that 

account shall be held as Revenue loss.  As far as the question of  nature 

of liability whether contingent or not in case of CIT vs. Woodward 

Governor India (P) Ltd. & Ors.  Reported at 294 ITR 451 (Del), it was 

held that increase in liability due to Exchange fluctuation is not notional 

or contingent liability, hence, allowable.   Since the Assessing Officer 
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has not dealt with the issue in the light of the law pronounced and 

proceeded without recording any specific finding about the nature of the 

liability, therefore, such an addition based upon a hypothetical reasoning 

or merely on surmises, thus do not survive in the eyes of law.  We find 

no force in the ground of the Revenue and affirm the findings of the 

Learned CIT(Appeals).  This ground of the Revenue is dismissed. 

 

20. Ground No.2 :-    For this ground as well, after assigning identical 

reasons and almost from identical facts, the disallowance u/s.36(1)(iii) 

was repeated by the Assessing Officer.  We have discussed at length the  

issue hereinabove while deciding Revenue’s appeal for Assessment Year 

2004-05 and thought it proper to restore the issue back to the stage of 

Assessing Officer for De novo consideration.  Likewise, for this year this 

ground of the Revenue may be treated as allowed but for statistical 

purposes. 

 

21. In the result, both the appeals of the Revenue are partly 

allowed. 

 

Order signed, dated and pronounced in the Court on  17
th

 June,2011. 

 

 

                    Sd/-                                                           Sd/- 

         ( A.N. PAHUJA )                       ( MUKUL Kr. SHRAWAT )    

ACCOUNTANT MEMBER                    JUDICIAL MEMBER                   

 

Ahmedabad;       Dated        17
th

   June, 2011                                               

 
T.C. NAIR, Sr. PS 

Copy of the Order forwarded  to :    

1. The Assessee.                             2. The Department. 
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3. The CIT Concerned.                  4. The ld. CIT(Appeals)-V, Baroda 

5. The DR, Ahmedabad Bench.     6. The Guard File. 

                        BY ORDER, 

स�या�पत ूित //True Copy// 

 (Dy./Asstt.Registrar),  ITAT, Ahmedabad 
 

1. Date of dictation…………………..06/06/2011 

2. Date on which the typed draft is placed before the Dictating Member 

08/06/2011……………… Other Member………………… 

3. Date on which the approved draft comes to the Sr.P.S./P.S…………….. 

4. Date on which the fair order is placed before the Dictating Member for  

pronouncement…… 

5. Date on which the fair order comes back to the Sr.P.S./P.S………17/6/2011 

6. Date on which the file goes to the Bench Clerk…………………   17/6/2011 

7. Date on which the file goes to the Head Clerk……………………………. 

8. The date on which the file goes to the Assistant Registrar for signature 

on the order……………………..  

      9.   Date of Despatch of the Order……………… 

 

 

 




