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Message

I have experienced that lot of data, statistics and reports are collected
and compiled in the Department for one purpose or the other. It
puts tremendous strain on the highly depleted workforce. Despite
all this, there is no serious effort to make intelligent use of the
information so collected. It is well known that making assessment
order is one of the most important function of the officers of the
Department. All other functions such as appeal, recovery, audit
etc. revolve around it. So, it is of paramount importance that due
attention is paid to the framing of Assessment orders.

Improving the quality of Assessment orders will definitely lead to
relieving pressure on the depleted workforce for recovery and
collection. It was with these objectives that attempt was made to
make intelligent use of compilation of 100 quality Assessment
orders collected from each CCIT charge as per the initiative of Shri
S. S. Rana, Member, CBDT. Analysing of these orders showed
that there are only nineteen sections / issues in respect of which
most of the additions are made. It was, therefore, contemplated
that in-depth study of these sections / issues concerning factual
aspects, law aspects and Judicial decisions will be of immense help
to the Assessing Officers.

[ congratulate Shri Dileep Shivpuri, CCIT (CCA), Ahmedabad and
Shri Sushil Chandra CCIT IV, Ahmedabad for implementing these
ideas and giving it a concrete shape. I also want to pay compliment



to Ms. Priyanka Devi, ACIT, Ahmedabad, Sh Shri Prakash Dubey,
JCIT, Ahmedabad and Shri Ramanand K Nair, ITO, Ahmedabad
for getting involved in this project and putting their heart and
and soul into it. All the officers of the Experts committee who
contributed to the book by way of carrying out in-depth analysis
of each issue and putting in their experience deserve laudable
appreciation. I would also like to congratulate the members of the
Editorial Board who went into each topic and shaped it into a form
which not only is recent but also relevant and readily referable by
the officers in the field.

NS T

M.D.KABRA

Date: 31.1.2013. Director General of Income-tax (Inv.)
Ahmedabad.
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Foreword

The global economy is undergoing massive changes every day
leading to fresh challenges and fresh opportunities for everyone
involved. This scenario was anticipated by Alvin Toeffler in his
book “The Future Shock” wherein he predicted that the pace of
change in today’s world would become faster every year.

The Income-tax service being a technical service, it is essential that
we keep ourselves abreast of the changes in the global economy
and the challenges it throws up for the tax collectors. If the Income-
tax Department and the officers therein have to stay relevant in
today’s world, they have to strive for excellence in the field of

taxation.

Excellence cannot be achieved without a thirst for knowledge, and
the will and the efforts needed to acquire it.

“The heights by great men reached and kept
Were not attained by sudden flight
But they, while their companions slept
Went toiling upwards in the night”

‘A Step Ahead’ is the product of the toil of nineteen officers of
our department stationed in Gujarat who have contributed their
knowledge in authoring nineteen essays on subjects of topical
interest which form chapters in this book. It is a small step towards
quenching the thirst for knowledge related to the taxation field. I



hope that this book will prove useful to officers and staff of the
Income-tax Department not only in the State of Gujarat but also
in other parts of this wonderful country.

If the response to this book is positive, we propose to take out a
second compilation analyzing the various industries in the State of
Gujarat soon.

Dileep Shivpuri

Date : 31.01.2013 Chief Commissioner of Income-tax,
Ahmedabad (CCA),

Ahmedabad
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Preface

The genesis of this book is an exercise carried out to compile best
quality assessment orders passed in each Chief C.I.T region of
Gujarat during the Financial Year 2011-12. On analyzing these
orders it emerged that majority of additions were relatable to issues
pertaining to 19 topics. Therefore it was decided to constitute an
expert committee for providing suggestions and draw guidelines on
legal points on various relevant sections of the [.T. Act which would
enable the Assessing Officers to frame better quality assessment
orders. The committee consisted of 19 officers of the rank of CsIT
& Addl. CsIT. / JCIT. Each member was assigned a topic for in-
depth analysis with the view to guide and help A.Os’ to understand

the intricacies of various provisions of law.

2. In order to ensure that officers get these expert-inputs at a
place, it was decided to compile these write-ups received from
the members of the Expert Committee into a book form. An
Editorial Board was formed to study the write-ups to ensure
that the compilation is up-to-date, precise, easy to refer and
act upon by the field officers.

3. Officers across in the field have to grapple with different
contentious issues involving collection and investigation of
various facts and application of relevant law. “A Step Ahead”
is a compilation to assimilate the expertise and experience
of the officers of the department and bring it up in such a



form that it is easy to refer and can be effectively utilized by
the field officers to tackle these issues in the best possible
manner. | must say that this is the beginning of sharing and
utilizing the experience and knowledge among all officers of
the field. After all, to recognize and take the first step towards
excellence is itself an important act which can only be bettered
over a period of time.

4. On behalf of editorial team, I am privileged to present “A
Step Ahead” to the officers of the department. I would like
to place on record my sincere thanks to Shri M.D. Kabra,
DGIT (Investigation), Ahmedabad, for visualizing this idea
and initiating the process of identifying the contentious issues
faced by the assessing officers of this region. On behalf of
the Editorial Board, I would also like to express my sincere
thanks to Shri Dileep Shivpuri, CCIT (CCA), Ahmedabad, for
giving us the opportunity to bring out this publication, “A Step
Ahead”. | am also thankful to my editorial team members
who in record time edited the various articles and gave final
shape to the compilation. They have taken pains in arranging
and framing the articles in such a way that they are easy to
comprehend and implement by the field officers. My thanks
are also due to all the officers of the department. who have
contributed articles with their valuable experience.

5. T am sure that this compilation will be of immense help to the
officers of this department in discharging their duties. Any
suggestion to improve the book will be welcome.

———'—'-—----_ )
Sushil Chandra
Date : 31.01.2013 Chairman, Editorial Board
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1 Understanding Deemed Dividend
- Section 2(22)(e)

Rajnish K Vohra
JCIT (TDS), Ahmedabad

e Section 2(22)(e) of the IT Act’1961 deals with the
issue of “deemed dividend.”

e Provisions of Section 2(22)(e) are as under:
“dividend” includes-

(e) any payment by a company, not being a company in
which the public are substantially interested, of any sum (whether
as representing a part of the assets of the company or otherwise)
[made after the 31st day of May, 1987, by way of advance or
loan to a shareholder, being a person who is the beneficial owner
of shares (not being shares entitled to a fixed rate of dividend
whether with or without a right to participate in profits) holding
not less than ten per cent of the voting power, or to any concern
in which such shareholder is a member or a partner and in which
he has a substantial interest (hereafter in this clause referred to
as the said concern)] or any payment by any such company on
behalf, or for the individual benefit, of any such shareholder,
to the extent to which the company in either case possesses
accumulated profits.

The then Finance Minister while describing the purpose of
insertion of clause (e) to Section 6(A) in the 1922 Act stated
that it is being done to bring within the tax net monies paid by
the closely held companies to their principal shareholder in the
guise of loan and advances to avoid payment of tax. Therefore,
if the said background is kept in mind, it is clear that provisions
of Section 2(22)(e) of 1961 Act, which is pari materia with



A STEP AHEAD

Section 2(6A)(e) of 1922 Act, plainly seeks to bring within the
tax net accumulated profits which are distributed by closely held
companies to its shareholder in the form of loans. The purpose
being that persons who manage such closely held companies
should not arrange their affairs in a manner that they assist the
shareholder in avoiding the payment of taxes by having these
companies pay or distribute, what would legitimately be dividend
in the hands of the shareholder, money in the form of an advance

or loan.

2. From the above it is clear that provisions of Section 2(22)(e)
are applicable to all the corporate entities in which public is
not substantially interested i.e. closely held companies only.
Section 2(22)(e) of the Income Tax Act deals with the issue of
“Deemed Dividend”. Nomenclature of this section connotes
that this section has been brought on statue as “Deeming
Fiction”. It means that the income termed as dividend is
actually not dividend distributed by a closely held company
but the amount paid is still treated as dividend and hence the
term “Deemed Dividend”.

3. Analogous provision of deemed dividend was there in Section
2 of the Income Tax Act’'1922 in the form of Section 2(6A)
(e). Therefore, it may be seen that the provisions of Section
2(22)(e) are preceded by Section 2(6A)(e) of the old act. The
legislative intent to bring this provision in the statue related
to taxation of any advance or loan to a share holder, being
a person who is the beneficial owner of shares holding not
less than 10% of voting power, in a closely held company, as
deemed dividend in the hands of shareholder. Shareholder for
the purpose of Section 2(22)(e) means being a person who

is the beneficial owner of shares (not being shares entitled

2
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Chapter - 1 Understanding Deemed Dividend - Section 2(22)(e)

to a fix rate of dividend whether with or without a right to
participate in profits). It means only equity shareholder who
has substantial interest in a company in which public is not
substantially interested has to have substantial interest in the
lending company i.e. 10% or more of voting power. As far
as voting power is concerned, in a case where individual is
a shareholder not only in his individual capacity but also a
shareholder in the capacity of a ‘Karta’ of HUF, then the
voting power computation would include the total voting
power in both the capacities. Similarly, if an individual is a
shareholder (Major) in his individual capacity and also hold
voting power on behalf of a minor shareholder, then also the
total voting power would be taken into account.

4. The fiction of deemed dividend is not restricted to a beneficial
owner of shares only, but is extended to any concern also, in
which such share holder is a member or a partner and in which
he has a substantial interest. Substantial interest means, that
person is entitled to not less than 20% of the income of such

concern.

5. In order to attract the provisions of Section 2(22)(e), the
important consideration is that, there should be loan/advance
by a company to is shareholder. Every amount paid must make
the company a creditor of the shareholder of that amount. But
at the same time, every payment by company to its shareholder
may not be a loan/advance and thereby fall within the ambit
of Section 2(22)(e) i.e. “Deemed Dividend.”

6. The scope of Section 2(22)(e) widened as a result of amendment
made by Finance Act’1987, i.e. w.e.f. AY. 1998-99. If any
payment is made after 31,/05/1987, by a closely held company,

of any sum by way of advance or loan to a shareholder, who

3



A STEP AHEAD

is beneficial owner of shares holding not less than 10% of
voting power or to any concern in which such shareholder
is a member or a partner and in which he has a substantial
interest, then such loan/advance will be treated as “Deemed
Dividend” in the hands of such shareholder/concern. Besides,
only a loan/advance can be deemed to be dividend and that
too only to the extent that the company has on the date of
the payment “accumulated profits”. Thus, from the above, it

is abundantly clear that following conditions must be satisfied,

a. The company must be a company in which public are
not substantially interested i.e. a closely held company. It
means that the company which is paying loan/advance
should be a closely held company but the company which
is receiving such loans/advances can be a public company
or a listed company on the stock exchange.

b. The borrower must be a shareholder having a substantial
interest in the company on the date on which loan/
advance is given. (Not less than 10% of voting power).

c. Loan advanced by company can be deemed to be dividend
only to the extent the company possesses accumulated
profits on the date of loan/advance being given.

d. The loan must not have been advanced by company in

the ordinary course of its business.

e. Loan/advance given to a concern, in which share holder
has substantial interest (entitled to 20% or more of the

income of such concern).

f.  Loans and advances given during the year i.e. year under
consideration can only be taken into account for the

purpose of deemed dividend and loans and advances

4
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Chapter - 1 Understanding Deemed Dividend - Section 2(22)(e)

given in earlier years should not be added to the loans
and advances of year under consideration.

g. Further, as per the provisions of Section 194, TDS
under Section 194 is required to be deducted by the
company, even when the loans and advances given to
a shareholder is being treated as deemed dividend in
the hands of shareholder. However, the provisions of
Section 194 are restricted to registered shareholder of
the company. The AO should refer the matter to the
AO of TDS section in this regard.

h. Theloan or advance mentioned in Section 2(22)(e) includes
any deposit including Inter Corporate Deposit (ICD).

i.  As far as the addition to be made on account of deemed
dividend under Section 2(22)(e) is concerned, the same
can be made in the course of assessment proceedings
of search cases under Section 153A of the IT Act also.

7. The explanation 1 & 2 appended to Section 2(22)(e) defines
accumulated profits and states that it will include all the profits
i.e. commercial profits. The apex court in the case of P.K.
Badiani (1976) 105 ITR 642 has held that the term “Profits”
appearing in Section 2(6a)(e) of Indian Income Tax Act’1922,
which corresponds to Section 2(22)(e) of the 1961 Act, means
profits in the commercial sense, i.e. profits made by company
in the usual and true sense of the term. It has also been held
that development rebate reserves created out of the company’s
profits constitute a part of the accumulated profits of a company.
In view of this judgment it is clear that all the reserves created
by company would form a part of accumulated profits for
the purpose of Section 2(22)(e). Accumulated profit for the
purpose of this section is required to be calculated till the date

5
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of payment of each loan/advance. This is in accordance with
the decision of the supreme court in the case of Tarulata Shyam
vs. CIT (1977) 108 ITR 345(SC). Further, any repayment of
loan/advance during the same year after the advancement of
the loan is not to be deducted from the accumulated profits.
Moreover, in the case of NCK Sons Exports (P) Ltd. vs. ITO
(2006) 102 ITD 311 (MUM), it was held that, there is no
ambiguity in the definition of “accumulated profits given in
explanation 1 and 2 of Section 2(22)(e) and for the purpose
of this section the accumulated profits include all profits of the
company upto the date of distribution or payment referred to
in sub clause (e). Explanation 2 of Section 2(22)(e) very clearly
says that accumulated profit referred to in sub clause (e) shall
include all profits of the company upto the date of distribution
or payment. Meaning thereby, in case the date of payment
falls within the year under consideration then the whole year
profit will be taken into account to compute the profit upto the
date of payment i.e. if payment is made after 200 days from
the beginning of the financial year then the profit of the year
till the date of payment would be 200/365* Profit of the year.
As far as a closely held company, being a builder and following
project completion method is concerned, accumulated profit
has to be determined till the date of payment of advance/loan.

8. Explanation 3 appended to Section 2(22)(e) defines concern
and it means a HUF, or a firm or an AOP or BOI or a
company. Explanation 3 also defines substantial interest in
a concern other than a company means beneficially entitled
to not less than 20% of the income of such concern. In fact
Bombay High Court in the case of Sadhna Textile Mills (p)
Ltd. vs. CIT(1991) 188 ITR 318 has dealt with question of
holding and subsidiary companies and has held that section

6
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Chapter - 1 Understanding Deemed Dividend - Section 2(22)(e)

10.

2(22)(e) applies to a holding company and a subsidiary
company. Therefore, High Court in this case has held that
loan given by subsidiary company to the holding company
would fall within the ambit of Section 2(22)(e).

As far as the issue of giving loan/advance to a firm is
concerned, the same was decided by Delhi High Court in
the case of CIT vs. National Travel Services (2012) 347 ITR
305, wherein, it was held that for the purpose of Section
2(22)(e), partnership firm is to be treated as the shareholder
and it is not necessary that firm has to be a registered
shareholder. In this case the loan was given to partnership
firm and partnership firm was not the registered shareholder
of the company, but the partners of the firm were registered
shareholders.

It is a moot question as to whether the expression, “being
a person as a beneficial owner of shares qualifies the word
shareholder:” i.e. whether to attract the provisions of Section
2(22)(e), the person to whom the loan or advance is made
should be a shareholder as well as beneficial owner. In the
above mentioned case of CIT vs. National Travel Services,
Delhi High Court concluded that the beneficial owner may
not be a registered shareholder or vice versa. However,
Allahabad High Court in the case of CIT vs. Rajkumar
Singh and company (2007) 295 ITR 9 held that conditions
stipulated in Section 2(22)(e) were not satisfied where a firm
was not shareholder of a company which gave the loan and
the partners of the firm were shareholder in the books of
company. This judgment was rendered following Supreme
Court judgment in the case of C.P. Sarathy Mudaliar’s
case (1972) 83 ITR 170, wherein, in Supreme Court held

7
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that only loan advanced to Shareholder could be deemed
dividend under Section 2(6)(A)e) of the old Act. However,
Delhi High Court in the case of National Travels Services
(supra) elaborately analyzed this issue and concluded that in
case it is accepted that firm not being a legal entity cannot
become a shareholder of a company and in case loan has
been advanced to a firm whose partners are shareholders,
then it would frustrate the provisions of Section 2(22)(e),
and will lead to absurd results. Therefore, loan received by
a firm, whose partners are registered shareholders of the

company which advanced the loan, would fall within the
ambit of Section 2(22)(e).

11. The next issue relates to loan and advances given by closely
held company to its shareholders per se and in which
circumstances it will fall within the ambit of Section 2(22)(e)
of the IT Act’1961. Only two exclusions have been provided
in the section itself. First, if the company is in the business
of money lending and secondly if the payment is made in
ordinary course of business. A company can be held to be in
the business of money lending only when it has license from
RBI or company is an NBFC.

12. In this regard, catena of judicial pronouncements reveal
that normally all the loan/advances given by closely held
company to its shareholder are treated as deemed dividend
in the hands of shareholder. Ratio-decidendi of various cases

decided in favor of revenue is as under:-

e P. Sarada Vs CIT(SC) 229 ITR 444: “The fact that
loan or advance was ultimately adjusted at the end of the
year against the credit balance of another shareholder will

not alter the position. Account of another shareholder was

8
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not debited on various dates of withdrawals and hence it
cannot be said that the assessee was paid money out of
the funds lying to the credit of the other shareholder.”

Tarulata Shyam & Ors. Vs CIT(SC) 108 ITR 345:
“Loan advanced to a shareholder was re-paid within 23
days still deemed dividend under Section 2(22)(e)- If the
assessee comes under the letter of law, he has to be taxed,
however great the hardship may appear to the judicial
mind to be.”

Rajesh P. Ved Vs ACII (ITAT, Mum) 1 ITR (Trib)
275: “Accumulated profits means profits upto the date
of payment of loan — subsequent repayment of loan not
to be considered amount credited to wards remuneration
of shareholder cannot be set off against the alleged loan
considered as deemed dividend.”

CIT Vs P.K. Abubucker (Mad) 259 ITR 507:
“Advance to shareholder for building construction which
will be later on taken on lease by company- As per the
agreement, such advance to be set off against future rent-
still deemed dividend arises and is taxable.”

M.D. Jindal vs CIT(Cal) 164 ITR 28: Building material
advanced to shareholder for construction advance to be
set off against purchase consideration when the company
buys some flats from assessee later on- value of advance
in kind is also taxable as deemed dividend.”

L. Alagusundaram Chettiar vs CIT(SC) 252 ITR
893: “Company advancing large amount to low-paid
employee. Employee advancing loan to assessee, the
Managing Director of the said company. Deemed dividend
to be assessed in the hands of assessee.”

9
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e CIT vs. T.P.S.H. Sokkalal (99) 236 ITR 981 (MAD):
Shares held on behalf of minor children has to be included
as the guardian can exercise voting power in respect of
those shares in addition to shares held by guardian in his
individual capacity.

13. The Assessing Officer has to give a finding of fact that loan/
advance has been made during the year under consideration.
Assessing Officer has to further describe the details of each
and every date during the year along with amounts paid by
closely held company to the shareholder on each date. These
amounts have to be compared with accumulated profit on the
day of advance and then it must be analyzed whether company
giving loan/advance is in business of money lending or not
and whether such loan is being given in ordinary course of
business. Actual cash payment is not necessary, relationship
of debtor and creditor is sufficient to invoke the provision of
Section 2(22)(e) as held in the case of T. Sundaram Chattiar
& ANR. vs. CIT(Mad) 49 ITR 287.

14. Action Points for the Assessing Officers:-

[.  AO needs to go through the payments made by a closely
held company i.e. analysis of balance sheet of the

company.

I[I. Payment made to a person by the company should be
beneficial owner of shares i.e. holding not less than 10%
of the voting power or to any concern in which such
shareholder is a member or partner. Holding of 10% voting
power in a closely held company means holding not less
than 10% of equity shares, either in individual capacity or
in addition to voting power as a “Karta” of HUF or on behalf
of a minor. Share holding pattern in the holding company

10
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Understanding Deemed Dividend - Section 2(22)(e)

is of utmost importance. Similarly, ascertaining the profit
ratio in concern where shareholder is a member or partner

to have substantial interest is also equally important.

It should be confirmed that company making payment
of loan/advance is a closely held company and its
shareholders holding 10% or more voting power should
also hold substantial interest in such concern (Person who
is entitled to not less than 20% of the income of such
concern). The concern may be a firm or AOP/BOI or a

company including a public limited/listed company.

In case loans/advances including ICDs/Deposits etc are
made to shareholders/concerns in which shareholders
have substantial interest or made on behalf of shareholders,
then investigation should be made to ascertain the

incidence of “Deemed Dividend.”

The closely held company should have accumulated profits
which includes reserves and also include proportionate

profit, of the profit of the whole year.

In no case quantum of “Deemed Dividend” under Section
2(22)(e) can exceed the amount of accumulated profits on

the date of payment of loan/advance.

Loan/advance paid during the year under consideration
only, can be treated as “Deemed Dividend” and repayment
made during the year should not be reduced from the

loan/advance paid.

Any advance or loan given including a running account can
be treated as “Deemed Dividend” except in a case where
loan/advance made to a shareholder or the said concern

by a company in the course of business of money lending.

11
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IX. All the factual details i.e. shareholding pattern of closely
held company status of recipient of loan/advance i.e.
beneficial shareholder either in individual capacity or as a
member/partner of a concern, quantum of accumulated
profits should be clearly mentioned in the body of
assessment order.

X. Assessing Officer of TDS wing should be intimated about
“Deemed Dividend” as it entails TDS under Section 194
of the IT Act, regarding which action has to be taken by
AO of TDS wing.

12
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Exemption Under Special Provisions
- Sections 10A/10AA/10B

S. K. Gupta
DIT(Exemption), Ahmedabad

Section 10A.

Special provision in respect of newly established

undertakings in free trade zone, etc.

The benefit in respect of newly established Industrial Undertaking
in FTZ, EHTP SEZ or STP is Available to all Assessees on
Export of Certain Articles or things or software

Subject to the following Conditions: -

(i)

(ii)

Should not be formed by splitting up or reconstruction of

unit already in existence

Should not be formed by transferring machinery or plant
previously used. In certain conditions as specified in the Act
second hand machinery is allowed.

Sale proceeds should be brought in convertible forex within
6 months from the end of P.Y.

Report in Form No.56F
Filing of return within due date under Section 139(1)

Tax Holiday: - For units which have begun prior
to AY 2003-04,100% profit from export of such article,
thing, software for 10 consecutive A.Y. from the A.Y.
relevant to P.Y. in which it begun to manufacture subject
to some conditions and restrictions mentioned in the Act.
However for AY 2003-04 it is 90%. For units which
have begun on or after AY 2003-04 the deduction is

13
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100% for first 5 years and 50% for next 2 years and next
3 years 50% subject to creation of “Special Economic Zone
Reinvestment Allowance Reserve Account” and fulfillment
of conditions relating thereto failing which the unutilized or
wrongly utilised Reserve would be deemed income as per
the provisions of the Act and the Rules.

(vii) No deduction for A.Y.2012 - 13 or thereafter

(viii) The computation of profits is as per the following formula:-

Profit from Export Turnover
the business X

of the under- Total Turnover
taking of Undertaking

(ix) No deduction shall be allowed under Section 80HH or

Section 8OHHA or Section 80-I or Section 80-IA or Section
80-IB in relation to the profits and gains of the undertaking

(x) No loss referred to in sub-section (1) of Section 72 or sub-
section (1) or sub-section (3) of Section 74, in so far as
such loss relates to the business of the undertaking, shall
be carried forward or set off where such loss relates to any

of the relevant assessment years [ending before the 1st day
of April, 2001]

(xi) In computing the depreciation allowance under Section 32,
the written down value of any asset used for the purposes of
the business of the undertaking shall be computed as if the
assessee had claimed and been actually allowed the deduction in

respect of depreciation for each of the relevant assessment year.

(xii) Market value of goods to be transferred to be as per market
rate on the date of transfer and as per arms length price as
per the provisions of sub-section (8) and sub-section (10) of
Section 80-IA.
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(xiii) The provisions of this section does not apply to any

undertaking, being a Unit referred to in clause (zc) of section
2 of the Special Economic Zones Act, 2005, which has
begun or begins to manufacture or produce articles or things
or computer software during the previous year relevant to
the assessment year commencing on or after AY 2006-07
in any Special Economic Zone.

(xiv) Provisions related to amalgamation and demerger:-

The benefit under this section is not available to the
amalgamating or the demerged company for the previous
year in which the amalgamation or the demerger takes
place; and it is available to the the amalgamated or the
resulting company as it would have been available to the
amalgamating or the demerged company if the amalgamation

or demerger had not taken place.
Definitions. — For the purposes of this section, —
“computer software” means —

(@) any computer programme recorded on any disc, tape,
perforated media or other information storage device;

or

(b) any customized electronic data or any product or service

of similar nature, as may be notified by the Board,

which is transmitted or exported from India to any place
outside India by any means;

“export turnover” means the consideration in respect of
export [by the undertaking] of articles or things or computer
software received in, or brought into, India by the assessee in
convertible foreign exchange in accordance with sub-section

(3), but does not include freight, telecommunication charges
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or insurance attributable to the delivery of the articles or
things or computer software outside India or expenses, if
any, incurred in foreign exchange in providing the technical
services outside India;

3. The Assessing Officer should look into the following
important factual areas:

Section 10A:

i) The year in which the manufacture or production begins
must be noted as this is very crucial for the allowance of
deduction.

ii) The undertaking must be a new undertaking and must not
be formed by splitting or re-construction or transfer of old
machinery, plant etc.

iii) The undertaking must be in a Free Trade Zone, or Economic
Trade Zone or Software Technology Park or SEZ.

iv) The sale proceeds must be obtained in foreign exchange
from export outside India within 6 months from the end of

previous year.

v) There must be an audit report as prescribed along with the

return of income.

vi) The assessee must not be claiming deduction under Sections
80HH, 80HHA, 80I, 80IA, 80IB with respect to the same
undertaking.

vii) The assessee must be allowed, even if not claimed,
depreciation under Section 32.

viii) The sale proceeds of the goods must be on market value
and not understated.

ix) If the claim is made for the 8, 9% or 10% year, then it is
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xi)

xii)

only allowed on creation of reserved account. This must be

seern.

If reserved account is not utilized within the specified period,
or utilized for some other purpose, it would be a deemed

income.

Deduction is not available for A.Y.2012-13 and subsequent

years.

The export turnover does not include freight,
telecommunication charges or insurance attributable to the
goods outside India or any expenses incurred in foreign
exchange in rendering of services outside India.

xiii) The deduction is not available on other income like interest etc.

4.

Critical Areas in draft of assessment order:

The date of issue and service of original and first notice
under Section 143(2) must be mentioned in the beginning
of the assessment order.

While drafting the assessment order, the Assessing Officers
must bring out the facts very clearly on the basis of which
the deduction is being reduced or disallowed.

If any inquiry has been made, then report of the inquiry
or the statement recorded which are being used against
the assessee must be confronted to the assessee before
making the disallowance or reducing the claim. The fact of
confronting the inquiry report to the assessee must also be
brought on record and mentioned in the assessment order.

If statement of any third party is being relied upon against
the assessee then cross-examination opportunity must be
provided to the assessee. These facts of providing cross-
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examination opportunity must be brought on record and

mentioned in the assessment order.

e The reply of the assessee to the inquiry report or the
statement recorded under cross-examination must also be

part of assessment order.
B Section 10AA.

Special provisions in respect of newly established Units
in Special Economic Zones.

The benefit in respect of newly established Industrial Undertaking
in SEZ is Available to all Assessees on Export of Certain Articles
or things or software

Subject tothe following Conditions: -

i Begin its production, etc. on or after 01-04-2005 relevant
to AY 2006-07.

ii.  Should not be formed by splitting up or reconstruction of

unit already in existence

iii.  Should not be formed by transferring machinery or plant
previously used. In certain conditions as specified in the

Act second hand machinery is allowed.
iv.  Report in Form No.56F

v. Tax holiday:- 100% of the profits from the export for
the first 5 years from the beginning and 50% for next 5
years and for further 5 Years 50% subject to creation of
“Special Economic Zone Reinvestment Allowance Reserve
Account” and fulfillment of conditions relating thereto
failing which the unutilized or wrongly utilised Reserve
would be deemed income as per the provisions of the Act
and the Rules.
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Vi.

vii.

viii.

ix.

Xi.

The computation of profits is as per the following formula:-

Profit from Export Turnover
the business X

of the under- Total Turnover
taking of Undertaking

Loss referred to in sub-section (1) of Section 72 or sub-
section (1) or sub-section (3) of Section 74, in so far as
such loss relates to the business of the undertaking, being
the Unit shall be allowed to be carried forward or set off

No deduction shall be allowed under Section 8OHH or
Section 8OHHA or Section 80-1 or Section 80-IA or
Section 80-IB in relation to the profits and gains of the
undertaking

No loss referred to in sub-section (1) of Section 72 or sub-
section (1) or sub-section (3) of Section 74, in so far as
such loss relates to the business of the undertaking, shall
be carried forward or set off where such loss relates to any

of the relevant assessment years [ending before the 1st day
of April, 2006]

In computing the depreciation allowance under
Section 32, the written down value of any asset used
for the purposes of the business of the undertaking
shall be computed as if the assessee had claimed and
been actually allowed the deduction in respect of
depreciation for each of the relevant assessment year.

The Market value of goods to be transferred to be as
per market rate on the date of transfer and as per arms
length price as per the provisions of sub-section (8) and
sub-section (10) of Section 80-IA.

19



A STEP AHEAD

Xii.

xiii.

Xiv.

The profits and gains derived from on site development of
computer software (including services for development of
software) outside India shall be deemed to be the profits
and gains derived from the export of computer software

outside India.

Subject to some conditions mentioned in the Act
the Deduction is available only for unexpired period
if claim made under Section 10A

Provisions relating to amalgamation or demerger:-
The benefit under this section is not available to the
amalgamating or the demerged company for the
previous year in which the amalgamation or the
demerger takes place; and it is available to the the
amalgamated or the resulting company as it would have
been available to the amalgamating or the demerged
company if the amalgamation or demerger had not taken

place.

2. Definitions

a.

“export turnover” means the consideration in respect
of export by the undertaking, being the Unit of articles
or things or services received in, or brought into,
India by the assessee but does not include freight,
telecommunication charges or insurance attributable
to the delivery of the articles or things outside India
or expenses, if any, incurred in foreign exchange in
rendering of services (including computer software)

outside India;

“export in relation to the Special Economic Zones”

means taking goods or providing services out of India
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from a Special Economic Zone by land, sea, air, or by
any other mode, whether physical or otherwise;

3. The Assessing Officer should look into the following

important factual areas:

Section 10AA:

i)

ii)

iii)

iv)

vi)

vii)

viii)

ix)

This is applicable to newly established units in SEZs and
must have begun manufacture or production or articles in
A.Y.2006-07 onwards.

The unit must not be formed by splitting or re-construction
of an already existing business and old machineries must

not be used.

The assessee must file audit report along with the Income-

tax return.

The assessee must not be claiming deduction under Sections
80HH, 80HHA, 80I, 80IA, 80IB with respect to the same

undertaking.

The assessee must be allowed, even if not claimed,

depreciation under Section 32.

The sale proceeds of the goods must be on market value

and not understated.

If the unit/undertaking has already claimed benefit under
Section 10A, then under this section benefit is available

only for unexpired period.

The benefit is available for 6" year onwards only on

creation of SEZ re-investment reserve account.

If the amount credited to the reserve account is not utilized

before the expiry of the specified period or utilized for
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some other purpose, then it will be treated as deemed

income.

x) The export turnover does not include freight,
telecommunication charges or insurance attributable to the
goods outside India or any expenses incurred in foreign

exchange in rendering of services outside India.

xiv) The deduction is not available on other income like interest etc.

4. Critical Areas in draft of assessment order:

e The date of issue and service of original and first notice
under Section 143(2) must be mentioned in the beginning
of the assessment order.

e While drafting the assessment order, the Assessing Officers
must bring out the facts very clearly on the basis of which
the deduction is being reduced or disallowed.

e If any inquiry has been made, then report of the inquiry
or the statement recorded which are being used against
the assessee must be confronted to the assessee before
making the disallowance or reducing the claim. The fact of
confronting the inquiry report to the assessee must also be

brought on record and mentioned in the assessment order.

e [f statement of any third party is being relied upon against
the assessee then cross-examination opportunity must be
provided to the assessee. These facts of providing cross-
examination opportunity must be brought on record and
mentioned in the assessment order.

e The reply of the assessee to the inquiry report or the
statement recorded under cross-examination must also be

part of assessment order.
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C Section 10B

Special provisions in respect of newly established

hundred percent export-oriented undertakings.

The benefit in respect of newly established 100% Export

Oriented Units is Available to all Assessees on Export of Certain

Articles or things or software

Subject to the following Conditions:

Undertaking must be approved as a 100% EOU.

The Income Tax Return must be filed on or before the due
date under Section139(1).

The assessee has a choice not to claim the deduction for
any particular AY if he makes a declaration before the AO,
before the due date of filing of return for that AY.

Manufacture of any article thing or software

Should not be formed by splitting up or reconstruction of

unit already in existence

Should not be formed by transferring machinery or plant
previously used. In certain conditions as specified in the

Act second hand machinery is allowed.

There must be repatriation of sale proceeds into India
within 6 months.

Report in Form No.56G
Audit of Books of Accounts.

Tax Holiday: - 100% profit from export of such article,
thing, software for 10 consecutive A.Y. from the A.Y.
relevant to P.Y. in which it begun to manufacture. The
deduction is 90% for AY 2003-04.
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(xi) No deduction for A.Y.2012 - 13 or thereafter

(xii) The computation of profits is as per the following formula:-

Profit from Export Turnover
the business X

of the under- Total Turnover
taking of Undertaking

(xii) No loss referred to in sub-section (1) of Section 72 or sub-
section (1) or sub-section (3) of Section 74, in so far as
such loss relates to the business of the undertaking, shall
be carried forward or set-off where such loss relates to any
of the relevant assessment years [ending before the 1st day
of April, 2001];

(xiv) No deduction shall be allowed under Section 80HH or
Section 8OHHA or Section 80-I or Section 80-IA or Section
80-IB in relation to the profits and gains of the undertaking;
and

(xv) In computing the depreciation allowance under section 32,
the written down value of any asset used for the purposes
of the business of the undertaking shall be computed as
if the assessee had claimed and been actually allowed
the deduction in respect of depreciation for each of the

relevant assessment year.

(xvi) The Market value of goods to be transferred to be as
per market rate on the date of transfer and as per arms
length price as per the provisions of sub-section (8) and
sub-section (10) of section 80-IA.

(xvii) The profits and gains derived from on site development of
computer software (including services for development of
software) outside India shall be deemed to be the profits

24

www.taxguru.in



Chapter - 2 Exemption under Special Provisions - Sections 10A/10AA/10B

and gains derived from the export of computer software
outside India

(xviii) For the purposes of this section, “manufacture or produce”

(xix)

shall include the cutting and polishing of precious and

semi-precious stones

Provisions relating to amalgamation or demerger:-
The benefit under this section is not available to the
amalgamating or the demerged company for the previous
year in which the amalgamation or the demerger takes
place; and it is available to the the amalgamated or
the resulting company as it would have been available
to the amalgamating or the demerged company if the
amalgamation or demerger had not taken place.

Definitions

“export turnover” means the consideration in respect of
export [by the undertaking] of articles or things or computer
software received in, or brought into, India by the assessee in
convertible foreign exchange in accordance with sub-section
(3), but does not include freight, telecommunication charges
or insurance attributable to the delivery of the articles or
things or computer software outside India or expenses, if
any, incurred in foreign exchange in providing the technical
services outside India;

“hundred per cent export-oriented undertaking” means an
undertaking which has been approved as a hundred per cent
export-oriented undertaking by the Board appointed in this
behalf by the Central Government in exercise of the powers
conferred by section 14 of the Industries (Development and
Regulation) Act, 1951 (65 of 1951), and the rules made
under that Act;
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3. The Assessing Officer should look into the following
important factual areas:

Section 10B:

i) This is applicable to newly established 100% export
oriented undertakings.

i)  No deduction is allowed under this section for any
undertaking for A.Y.2012-13 and subsequent years.

iii) For claiming the deduction return has to be furnished on
or before due date of filing the return.

iv)  The undertaking must be a new undertaking and must not
be formed by splitting or re-construction or transfer of old
machinery, plant etc.

v)  The sale proceeds must be obtained in foreign exchange
from export outside India within 6 months from the end

of previous year.

vi)  There must be an audit report as prescribed along with the

return of income.

vii) The assessee must not be claiming deduction under Sections
80HH, 80HHA, 80I, 80IA, 80IB with respect to the same
undertaking.

viii) The assessee must be allowed, even if not claimed,
depreciation under Section 32.

ix) The sale proceeds of the goods must be on market value

and not understated.

x)  The export turnover does not include freight, telecom-
munication charges or insurance attributable to the goods
outside India or any expenses incurred in foreign exchange
in rendering of services outside India.
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xi)  The deduction is not available on other income like interest
etc.

4. Critical Areas in draft of assessment order:

e The date of issue and service of original and first notice
under Section 143(2) must be mentioned in the beginning
of the assessment order.

e While drafting the assessment order, the Assessing Officers
must bring out the facts very clearly on the basis of which
the deduction is being reduced or disallowed.

e If any inquiry has been made, then report of the inquiry
or the statement recorded which are being used against
the assessee must be confronted to the assessee before
making the disallowance or reducing the claim. The fact of
confronting the inquiry report to the assessee must also be
brought on record and mentioned in the assessment order.

e [f statement of any third party is being relied upon against
the assessee then cross-examination opportunity must be
provided to the assessee. These facts of providing cross-
examination opportunity must be brought on record and

mentioned in the assessment order.

e The reply of the assessee to the inquiry report or the
statement recorded under cross-examination must also be

part of assessment order.

D. CASE LAWS RELEVANT FOR Section 10A, 10AA &10B

1. Condition that return should be filed within due

date is mandatory.

M/s. Saffire Garments vs. ITO (ITAT Special Bench) (Rajkot)
04.12.2012
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S. 10A: Condition that ROI should be filed within due
date is mandatory. For AY 2006-07, the assessee filed a
ROI on 31.1.2007 when the due date was 31.12.2006.
The assessee claimed s. 10A deduction. The AO &CIT(A)
rejected the claim by relying on the Proviso to s. 10A(1A).
The Special Bench had to consider whether the Proviso to
s. 10A(1A) was mandatory or directory and whether s. 10A
deduction could be allowed even to a belated return. HELD
by the Special Bench: The Proviso to s. 10A(1A) provides
that “no deduction under this section shall be allowed to an
assessee who does not furnish a return of his income on or
before the due date specified under Section 139(1)”. The
assessee’s argument that the said Proviso is merely directory
and not mandatory is not acceptable. The Proviso is one
of the several consequences (such as interest under Section
234A) that befall an assessee if he fails to file a ROI on the
due date. As the other consequences for not filing the ROI on
the due date are mandatory the consequence in the Proviso
cannot be held to be directory (Shivanand Electronics
209 ITR 63 (Bom) & other judgements distinguished).

2. Specific conditions of sections under which claim is

made has to be followed.

Commissioner of Income tax VS. Regency Creations
Ltd. [2012] 27 taxmann.com 322 (DELHI)Assessment years
2003-04, 2004-05, 2006-07 and 2007-08 — Whether
though considerations which apply for granting
approval under Sections 10-A and 10-B may to
an extent, overlap, vet deliberate segregation of

these two benefits by statute reflects Parliamentary
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intention, that to qualify for benefit under either,
specific procedure enacted for that purpose has
to be followed - Held, yes — Whether, therefore,
approval granted to a 100 per cent EOU set up
under Software Technology Park Scheme cannot be
deemed to be an approval under section 10-B -
Held, yes [Para 14] [In favour of revenue| Circulars and
Notifications : Circular Nos. 1 of 2005, dated 6-1-2005,
149/194/2004/TPL, dated 6-1-2005, 200/20/2006,
dated 31-3-2006 and 694, dated 23-11-1994; Instruction
No. 1 of 2006, dated 6-1-2005

3. Reopening under Section 147 justifiable even after

4 years under certain conditions.

Siemens Information Systems Ltd. VS. Assistant
Commissioner of Income-tax[2012] 20 taxmann.com
666 (BOM.) / [2012] 207 TAXMAN 132 (BOM.) (MAG.)
/ [2012] 343 ITR 188 (BOM.) Assessment year 2004-05
- Assessee-company claimed deduction under section 10A
which was allowed by Assessing Officer without specifically
dealing with eligibility of assessee to said claim - During
course of assessment proceedings for subsequent assessment
year 2006-07, materials on record revealed that units
of assessee were not independent units; no independent
accounts were maintained and there was an overlapping of
work and use of resources amongst units and several non
section 10A activities were being carried on in section 10A
units - On basis of such disclosure Assessing Officer sought
to reopen assessment - Whether even if reopening of
assessment had taken place beyond a period of four
vears of end of relevant assessment year reopening
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assessment under section 147 was justified - Held,

ves [In favour of revenue]

4. Deduction is to be allowed only after allowing

depreciation.

Siemens Information Systems Ltd. VS. Deputy
Commissioner of Income-tax, Circle 7(2) [2012] 19
taxmann.com 6 (MUM.) / [2012] 135 ITD 196 (MUM.) /
[2012] 146 TTJ 303 (MUM.) Assessment year 2006-07 -
Whether deduction under section 10A/10B has to
be allowed only after deducting depreciation from
profits of eligible business even though such a claim
for depreciation has not been raised by assessee -

Held, vyes [In favour of revenue]

5. Conditions for Adjustment of unabsorbed

depreciation.

¢ Phoenix Lamps Ltd. VS. Additional Commissioner
of Income-tax, Range, Noida [2009] 29 SOT 378
(DELHI) / [2009] 126 TTJ 945 (DELHI) - Assessment
year 2003-04 - Whether in view of Circular No.
7/2003, dated 5-9-2003 where unabsorbed
depreciation for assessment years 1993-94 to
1995-96 pertained to period ended before 1-4-
2001, same could not be set off against income
of assessment year 2003-04 - Held, yes.CBDT'’s
Circular No. 7 of 2003, dated 5-9-2003

¢ Commissioner of Income-tax, Cochin VS. Patspin
India Ltd. [2011] 15 taxmann.com 122 (KER.) /
[2011] 203 TAXMAN 47 (KER.) / [2011] 245 CTR
97 (KER.)- Assessment years 2001-02 to 2005-06 -
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Whether deduction under Section 10B on export
profit of EOU has to be computed after setting
off carried forward unabsorbed depreciation as
provided under Section 32(2) - Held, ves

Commissioner of Income-tax, Karnataka I,
Bangalore VS. HimatasingikeSeide Ltd. [2006]
156 TAXMAN 151 (KAR.) / [2006] 206 CTR 106
(KAR.) / [2006] 286 ITR 255 (KAR.) Assessment year
1994-95 - Assessee was 100 per cent export oriented
industrial unit in terms of Section 10B - Assessee filed
nil return claiming exemption under Section 10B and it
also adjusted brought forward unabsorbed depreciation
against income from other sources - Assessing Officer,
accepting assessee’s claim, assessed total income
at nil - Commissioner, in exercise of powers under
Section 263, set aside assessment order holding
that exemption under Section 10B was allowed on
an inflated amount without deducting unabsorbed
depreciation from export income - Whether since
Section 10B provides 100 per cent exemption
for export income and not for other income,
assessee could not have adjusted unabsorbed
depreciation against other income so as to take
exemption from payment of tax even for other
income - Held, yes - Whether, therefore, order
of Commissioner was to be sustained - Held, ves

Assistant Commissioner of Income-tax VS.
Jewellery Solutions International (P.) Ltd. [2009]
28 SOT 405 (MUM.) - Assessment year 2003-04 -
Whether deduction under Section 10B is to be
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allowed from total income of assessee after
adjusting unabsorbed depreciation - Held, yes

6. Carry forward of losses

Sword Global (I) (P.) Ltd. VS. Income-tax Officer, Co.
Ward-1I(1), Chennai [2010] 122 ITD 103 (CHENNAI)
/ [2008] 119 TTJ 427 (CHENNAI) - Assessment year
2003-04- Whether carry forward losses of earlier
assessment years have to be set off first against
total income of relevant assessment year and, it is
out of balance income only that deduction under
Section 10B can be granted - Held, ves

7. Conversion of existing unit

e Infrasoft Technologies Ltd. Vs. Deputy
Commissioner of Income-tax, Circle 11(1)(,
New Delhi [2012] 19 taxman.com 86 (DELHI)/[2012]
135 ITD 19 (DELHI)/[2012] 114 TTJ 622 (DELHI) -
Assessment Year 2002-03 — Assessee-company set up
its industrial undertaking in assessment year 1996-97
in domestic tariff area — Assessee-company received
approval of STPI on 28/3/2000 - Thereupon,
assessee claimed deduction under Section 10A which
was rejected on two grounds (i) there was conversion
of undertaking established in assessment year 1996-97
into STPI unit and (ii) ownership/beneficial interest had
been transferred in year under consideration in terms
of Section 10A(9) read with Explanation 1 — On instant
appeal, it was noted that there was neither any whisper
of a word in STP registration application suggesting that
assessee had intended to set up a new unit nor such

intention could be gathered from conduct of assessee
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while seeking STP from competent authority — Rather,
assessee had categorically mentioned in application
for conversion of existing unit — It was also apparent
that assessee had included infrastructure, staff and
skilled labour etc. of existing unit in STP registration
application form — Whether on facts, finding of
Commissioner (Appeals) that it was a case of
conversion of an existing software export unit
to STP unit which would connote conversion
of a unit already set up, was to be upheld -
Held, yves - Whether, moreover, since it was
apparent that share holding of five persons as
on 31/3/2002 had declined to 37.66 per cent
from 100 per cent in the previous year when
undertaking was set up, assessee’s case was
squarely covered by provisions of section 10A(9)
- Held, yes - Whether in view of aforesaid,
revenue authorities were justified in rejecting
assessee’s claim - Held, ves.

Chenab Information Technologies (P.) Ltd. VS.
Income-tax Officer, Ward 8(1)2[2008] 25 SOT
432 (MUM.) - Assessment year 2001-02 - Assessee
had established a software unit at SEEPZ which was not
eligible for exemption under Section 10A - In order to
take benefit of new policy of Government to exempt
income from Software Technology Park Unit (STP
Unit), assessee set up a new unit which was approved
as STP unit - However, assessee’s claim for exemption
under Section 10A for certain amount being income of
new unit was rejected by Assessing Officer holding that
software development activity in new unit had been
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carried out mainly by employees of existing unit and,
thus, it was a mere case of splitting/reconstruction of
existing business - On appeal, Commissioner (Appeals)

upheld order of Assessing Officer —

Whether since existing business of assessee was
development of software and in new unit also,
assessee had done same business using same
employees, it could not be a case of different
business requiring different specialization,
being taken up for which setting up of a new
unit could be said to have become a business
necessity - Held, yes - Whether, moreover, merely
because customers in new unit were different, it
could not be a basis to hold that new unit was
separate and independent - Held, yes — Whether,
therefore, authorities below rightly concluded
that new unit had been set up by splitting up of
business of old unit and was, thus, not eligible
for deduction under Section 10A - Held, vyes

e Income-tax Officer Ward-(1), Range-1,
Trivandrum VS. Stabilix Solutions (P.) Ltd. [2010]
8 taxmann.com 45 (COCH) - Assessment year 2004-
05 - Assessee-company set up a 100 per cent export
oriented undertaking by taking on sub-lease 4000 sq.ft.
built up area from STPL which held leasehold rights
in total area of 6000 sq.ft. - STPL also leased out
plant and machinery to assessee-company in excess
of statutory limit of 20 per cent - Both companies
manufactured same product i.e., computer software

and sold same to a particular company abroad - Even
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employees of both companies, who represented
human capital were headed by same functional head
- Whether, on facts, it could be concluded that
assessee’s undertaking stood formed almost
wholly by transfer of resources, including plant
and machinery, from STPL, and, therefore, it
was not entitled to deduction under Section 10B
as it failed to fulfill conditions stipulated under
section 10B(2) - Held, ves

8. Sale proceeds must be brought in India in foreign

exchange.

Commissioner of Income-tax, Cochin VS.
Electronic Controls & Discharge Systems (P.)
Ltd. [2011] 13 taxmann.com 193 (KER.) / [2011] 202
TAXMAN 33 (KER.) / [2011] 245 CTR 465 (KER.)
Assessment years 2003-04 and 2004-05 - Whether
Section 10A provides for exemption only on
profits derived on export proceeds received
in convertible foreign exchange - Held, ves
- Whether, therefore, benefit of exemption
under section 10A cannot be extended to local
sales made by units in Special Economic Zone,
whether as part of domestic tariff area sales or
as inter-unit sales within zone or units in other
zones - Held, ves [In favour of revenue]

Swayam Consultancy (P.) Ltd. VS. Income-tax
Officer[2012] 20 taxmann.com 803 (AP.) /[2011] 336
ITR 189 (AP)- Assessment year 2007-08 - Delivery
of goods to a foreign buyer in India does not
amount to export.
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¢ Assistant Commissioner of Income-tax, Range 1,
Hyderabad VS. Bodhtree Consulting Ltd. [2010]
41 SOT 230 (HYD.) / [2010] 134 TTJ 214 (HYD.)
- Assessment year 2004-05 -

Whether in order to avail deduction under section
10B sale proceeds must be receivable in convertible
foreign exchange - Held, yes - Whether sale proceed
received in convertible foreign exchange means
‘actual receipt’ and not deemed receipt - Held, ves
— Whether if that object is kept in mind, amount
received by an assessee in form of investment
in equity shares in foreign exchange cannot be
considered to be received in form of convertible
foreign exchange - Held, yes — Whether merely
because an assessee takes permission from RBI
to receive foreign exchange in form of equity
investment it does not lead to conclusion that
assessee has received export proceeds in foreign
exchange, as RBI has no role to play to suggest
whether any investment/income for capitalization
of expenditure is genuine or otherwise in terms
of section 10B - Held, yes - Whether, therefore,
an assessee would not be eligible for benefit
of section 10B on such investments - Held, ves

9. Transactions must be at Arm’s Length pricing and
the basis of calculation of export turnover and total
turnover should be same.

ADP (P.) Ltd. VS. Deputy Commissioner of Income-tax,
Circle 1(1)[2011]45SOT 172 (HYD.) /[2011] 10 taxmann.
com 160 (HYD.) / [2012] 144 TTJ 520 (HYD.) / [2012]
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10.

15 ITR(TRIB.) 203 (HYD.) Assessment year 2004-05 -

Whether in view of provisions of Rule 10B(4),
data to be used in analyzing comparability of an
uncontrolled transaction with an international
transaction shall be data relating to financial year
in which international transaction has been entered
into, with only exception being that data of earlier
two years may also be considered, if such data reveals
facts which could have an influence on determination
of transfer prices in relation to transactions being
compared - Held, yes - Whether in view of above,
data of subsequent period cannot be considered for
comparison while determining arm’s length price -
Held, yes. Section 10A of the Income-tax Act, 1961 - Free
trade zone - Assessment year 2004-05 - Whether while
computing amount of exemption under section 10A
in respect of software development services, if data
link charges are reduced from export turnover, then
same should also be reduced from total turnover -
Held, ves

What is manufacture

¢ Deputy Commissioner of Income-tax VS. Girnar
Industries [2010] 35 SOT 11 (COCH)(URO)/[2009]
124 TTJ 517 (COCH) - Assessment year 2004-05 -
Assessee-firm, engaged in activities of blending and
export of different grades of tea, claimed exemption
under section 10A -

Whether since term ‘manufacture’ as mentioned in section
10A did not include activity of ‘blending’ at relevant time,
assessee’s claim could not be allowed - Held, yes
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e ToniraPharma Ltd. VS. Assistant Commissioner
of Income-tax, Bharuch Circle, Bharuch [2010] 39
SOT 28 (AHD.) - Assessment year 2002-03 - Whether
in order to claim benefit of section 10B, essence
of determining whether new article or thing is
manufactured or produced lies in identity and
use of commodity before undergoing processing
and after processing - Held, yves — Whether if
identity and character of article remain same
then there is no manufacturing or production
but where identity and character get transformed
then it would be a manufacturing or production
of new article or thing - Held, yes - Assessee-
company was engaged in business of manufacturing
and export of bulk drugs, drugs intermediates, fine
chemicals (organic/inorganic), etc. - During relevant
assessment year, assessee purchased ascorbic acid
FCC Grade IV and after processing, sold it as ascorbic
acid IP Grade - Assessee’s claim for exemption under

section 10B was rejected —

Whether since there was no material on record to show
that use of ascorbic acid FCC Grade IV and ascorbic
acid IP Grade was different, it was to be held that no
manufacturing or production of any new article or thing
had taken place and, therefore, assessee’s claim was

rightly rejected by authorities below - Held, yes

11. Income having direct nexus with export only is
eligible.

¢ Deputy Commissioner of Income-tax, Company
Circle I(1), Chennai VS. Astron Document
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Management (P.) Ltd. [2011] 16 taxmann.com 33
(CHENNAI) / [2012] 49 SOT 46 (CHENNAI)(URO) -
Assessment year 2004-05 - Whether gains derived
by an assessee on conversions of funds from
EEFC account into Indian rupee account, does
not have any proximate or direct nexus with
export transaction and, therefore, will not be
eligible for deduction under section 10B - Held,
ves - Section 10B of the Income-tax Act, 1961 - Export
oriented undertaking - Assessment year 2004-05 —

Whether telecommunication charges attributable
to delivery of software outside India by assessee-
exporter had to be excluded from export turnover
for working out deduction under section 10B
whether or not billings of assessee specifically
included such telecommunication expenses -
Held, ves

Orchid Chemicals & Pharmaceuticals Ltd. VS.
Joint Commissioner of Income-tax, Special
Range-X[2005] 97 ITD 277 (CHENNAI) / [2005] 98
TTJ (CHENNAI) 32 - Assessment year 1997-98 —

Whether an assessee is entitled to claim
deduction under section 10B of amount which
it derives as direct profit by export of goods
manufactured in its newly established hundred
per cent export oriented unit [EOU] and any
indirect or incidental profit cannot be regarded
as profit earned out of main business activity
- Held, yves - Whether deduction under section
10B can be allowed on interest income earned
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by EOU from margin money deposited with
bankers for obtaining letter of credit for import
of raw materials - Held, no

e Tocheunglee Stationery Mfg. Co. (P.) Ltd. VS.
Income-tax Officer, Company Ward III(1) [2006]
5 SOT 428 (CHENNAI) - Assessment years 2000-01
and 2001-02

Whether for purpose of claiming deduction under
section 10B, income should be derived from export
business and form part of export turnover and assessee
should show that profit was received from export for
assessment year under consideration - Held, yes -
Whether interest received by assessee on deposit made
for purpose of getting bank guarantee in favour of
Government of India to import goods free of duty was
eligible for deduction under section 10B - Held, no

Whether excess provision towards incentives and bonus
for earlier years written back in books of account under
section 41(1), refund of sales-tax, and resale value of
special import licence, could be construed as income
from export or as forming part of export turnover so as
to be eligible for deduction under section 10B - Held,

no

e Tricom India Ltd. VS. Assistant Commissioner
of Income-tax, Central Circle 41, Mumbai [2010]
36 SOT 302 (MUM.) - Assessment year 2005-06 -
Assessee was engaged in business of providing I.T.
(Information Technology) enabled services and BPO
transactions - During relevant assessment year, it

claimed deduction under section 10B - On examination
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of details of profits, Assessing Officer found that profit
declared by assessee included interest on fixed deposits,
miscellaneous income, etc. - Assessing Officer opined
that under section 10B(1), deduction was allowable
only on profits derived from export of articles or things
or computer software and, therefore, no deduction
was possible on interest income - Commissioner

(Appeals) upheld order of Assessing Officer -

Whether expression ‘derived from’ cannot
be ignored in Section 10B(1) because said
expression involves only those items of profit
eligible for deduction which are derived from
such undertaking - Held, yes - Whether since,
in instant case, interest income was generated
from interest, on FDRs and surplus funds, same
could not be held to have been derived from
export of I.T. Services - Held, yes - Whether,
therefore, authorities below rightly rejected
assessee’s claim in respect of interest income -
Held, yves. Words &Phrases : Words ‘derived from’ as
occurring in section 10B of the Income-tax Act, 1961

Taj International Jewelers VS. Income-tax
Officer, Ward 33(2), New Delhi [2008] 19 SOT
587 (DELHI) - A.Y.2004-05 - Assessee entered into
agreement with export house for export of its goods
through them - In course of business assessee disclaimed
certain export benefits in favour of export house and
in lieu thereof received commission as reimbursement
of expenses - Assessee claimed that said amount
should have been treated as its business income for
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purpose of deduction allowable under section 10B -
Assessing Officer did not accept assessee’s claim and
held amount in question as income from other sources;
consequently, he denied exemption under section 10B
- Commissioner (Appeals) upheld order of Assessing
Officer —

Whether since assessee had disclaimed export
benefits in respect of certain goods and
incentive was received in lieu of said disclaimer,
proximate source of receipt was disclaimer
of benefits and not export activities per se -
Held, yes — Whether, therefore, while income
might be attributable to export oriented unit
of assessee, it could not be said that same
was derived from unit - Held, yes - Whether, in
such circumstances, authorities below rightly

rejected assessee’s claim - Held, yes
12. Interest Income.

¢ Cadila Exports (P.) Ltd. VS. Deputy Commissioner
of Income-tax — [1994] 51 ITD 217 (AHD.) / [1994]
50 TTJ (AHD.) 603 Assessment year 1986-87 —

Whether income earned by way of interest on deposits
of surplus funds could be regarded as incidental to
production of goods at industrial undertaking established
in free trade zone and, therefore, exemption under

section 10A could be allowed on such income - Held, no.

e India Comnet International VS. Income-tax
Officer[2009] 185 TAXMAN 51 (MAD.) / [2008] 304
ITR 322 (MAD.) - Assessment year 2002-03 -
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Whether interest income earned by assessee-company,
being a 100 per cent export-oriented unit, on amount
of export proceeds kept in foreign currency deposit
account as permitted by FERA under Banking
Regulations, would qualify for exemption under section
10A - Held, no

¢ Commissioner of Income-tax VS. Menonlmpex (P.)
Ltd. [2003] 128 TAXMAN 11 (MAD.) /[2003] 180 CTR
40 (MAD.) / [2003] 259 ITR 403 (MAD.) - Assessment
year 1985-86 - Assessee had set up a new industrial
undertaking in free trade zone - In course of business,
assessee was required to open letters of credit with banks
for which deposits were made - Interest earned on such
deposits was claimed to be exempt on ground that it was
derived from newly set up industrial undertaking - Such

claim was negatived by Assessing Officer but was allowed
by Tribunal -

Whether mere fact that deposit made was
for purpose of obtaining letters of credit
which letters of credit were, in turn, used for
purpose of business of industrial undertaking
did not establish a direct nexus between
interest and individual undertaking, and,
therefore, assessee was not entitled to
get benefit under section 10A - Held, ves

e MKR Frozen Food Exports Ltd. VS. Income-
tax Officer, Ward 6(1), New Delhi [2010] 126
ITD 1 (DELHI) - Assessment year 1998-99 - Assessee
was engaged in business of export of frozen foods

and meals - For this purpose, overdraft facilities were
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taken from bank to meet liquidity requirements -
Subsequently, when assessee earned profit, money so
generated was placed in fixed deposits with a bank -
Assessee contended that deposits were placed with a
view to reduce interest liability, and, therefore, interest
income would partake character of profits and gains
of business and became eligible for deduction under
section 10B - Whether since interest earned from
bank deposits did not have direct or proximate
connection with business of export of EOU,
same would be taxable under residuary head,
i.e., ‘Income from other sources’ and was not
eligible for deduction under section 10B - Held,
ves

e Assistant Commissioner of Income-tax VS. Shiva
Shankar Granites (P.) Ltd. [2004] 89 ITD 625 (HYD.)
/[2004] 83 TTJ (HYD.) 802 - Assessment year 1993-94 —

Whether interest on deposit towards bank guarantee
money in favour of Central Excise & Customs
Department as well as interest on deposit with State
Electricity Board cannot be said to have been derived
from industrial undertaking, and as such, are not eligible

for benefit of exemption under section 10B - Held, yes

e CG International (P.) Ltd. VS. Assistant
Commissioner of Income-tax, Cir. 10(3), Mumbai
[2007] 13 SOT 280 (MUM.)Assessment year 2001-
02 - Assessee-company, a hundred per cent export
oriented unit, was engaged in business of manufacturing
of plain and studded Jewellery and export thereof -

Assessee claimed exemption qua interest income on
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13.

14.

ground that interest was earned during ordinary course
of export business as same was earned by it from fixed
deposits kept with bank for issue of bank guarantees for
business purposes and from EEFC account maintained
with Bank of India - Assessing Officer rejected
assessee’s reply and assessed interest income
as assessee’s income from other sources and,
accordingly, held same as not exempt under
section 10B - Whether Assessing Officer was
justified - Held, ves

For computing the deduction all expenses relatable
to that unit must be deducted.

Nahar Spinning Mills Ltd. VS. Joint Commissioner of
Income-tax, Range VII, Ludhiana[2012] 25 taxmann.
com 342 (CHD.) / [2012] 54 SOT 134 (CHD.)(URO)-
Assessment year 2007-08 - Whether while computing
profits and gains of eligible units under section 10B
all expenditure relatable to such units are to be
deducted for computing eligible profits - Held, ves —
Whether therefore, remuneration paid to managing
director being common expenditure between eligible
units and non-eligible unit run by assessee-company
it needed to be allocated in order to determine
eligible profits of business under section 10B - Held,
ves

Onus is on the successor company to prove that it
is the successor.

Svynergies Casting Ltd. VS. Dy. Commissioner of
Income-tax, Circle 3(2)/ Assistant Commissioner
of Income-tax, Circle 3(3), Hvyderabad[2011] 13
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taxmann.com 17 (HYD.) / [2011] 139 TTJ 627 (HYD.)
/ [2011] 47 SOT 82 (HYD.)(URO)- Assessment years
2006-07 and 2007-08 - Whether unless assessee who
claims benefit under section 10B for unexpired
period, establishes that it is a successor of a lessor
and it fulfils all other necessary conditions in each
year, it cannot claim benefit under section 10B for
balance unexpired period - Held, yes - ‘SDAL’ had
an industrial undertaking with facilities of manufacturing
of aluminium alloy wheels and was claiming relief under
section 10B - Assessee-company took said unit on lease-
license for operating and maintaining same to carry on
manufacturing activity - Assessee claimed continuation of
relief under section 10B for balance unexpired period,
which was denied by revenue —

Whether since assessee-company had not proved
that it was a successor to predecessor who was
enjoying benefit of Section 10B and it was found
to be only a lessee, having a right to use plant
and machinery, claim of exemption under section
10B could not be allowed - Held, yes Circulars and
Notifications : CBDT Circular F..No. 15/5/63-IT[A1]

15. First year of claim must be established.

e Sami Labs Ltd. VS. Assistant Commissioner of
Income-tax[2012] 20 taxmann.com 785 (KAR.) /
[2011] 239 CTR 510 (KAR.) / [2011] 334 ITR 157
(KAR.)- Assessment year 2002-03 -

Starting point of limitation for claiming benefit
flowing from section 10B would commence
from year of manufacture or production of
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undertaking; assessee would not be able to claim
such deduction in subsequent years unless said
initial test on date of starting point of limitation
has been satisfied

Income-tax Officer, Ward 31(4), New Delhi
VS. VinodChhabra[2008] 20 SOT 328 (DELHI) -
Assessment year 2001-02 - For relevant assessment
year, assessee, a hundred per cent export oriented
undertaking (EOU), claimed exemption under section
10B - Assessing Officer denied exemption under
section 10B for certain reasons - He, however, allowed
deduction under section SOHHC to assessee in respect
of profits and gains derived from export of goods out of
India - Commissioner (Appeals), on basis of exemption
allowed under section 10B to assessee for assessment
year 1994-95, allowed assessee’s claim for exemption
under section 10B - Whether since from assessment
order for assessment year 1994-95 it was
not clear as to in which year assessee started
hundred per cent EOU and further since neither
Assessing Officer nor Commissioner (Appeals)
had examined matter in light of provisions of
section 10B, issue was required to be remitted
to file of Assessing Officer to examine claim of
assessee in light of provisions of section 10B -
Held, yes — Whether if exemption under section
10B would be allowed, assessee would not be
eligible for deduction under section 8OHHC -
Held, yes. Assessment year 2001-02 - Assessee was
deriving income from a hundred per cent EOU (Export
Oriented Unit) and claimed deduction under section
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10B in respect of interest earned on FDRs - Whether
since interest income earned by assessee on
FDRs was not derived from export of eligible
goods of hundred per cent EOU, assessee would
not be eligible for exemption under section 10B
in respect of interest income - Held, ves

16. Speculation profit not eligible.

Assistant Commissioner of Income-tax, Circle-11(5),
Bangalore VS. K. Mohan & Co. (Exports) (P.) Ltd.
[2010] 126 ITD 59 (BANG.) /[2010] 130 TTJ 719 (BANG.)
/[2011] 7 ITR(TRIB.) 507 (BANG.) - Assessment year 2005-
06 - Assessee was engaged in business of manufacture and
export of readymade garments - In order to avoid risk of loss
due to foreign exchange fluctuation, it entered into forward
contracts in respect of foreign exchange to be received as a
result of export - During relevant assessment year, assessee
claimed deduction under section 10B in respect of its entire
income including profits derived from forward contracts —

Whether since forward contracts had been taken in
respect of 46 per cent of export turnover and it was
not an isolated transaction, in view of Explanation
2 to section 28, profit from forward contracts was
to be assessed as profit from speculation business -
Held, yes - Whether since for purpose of computing
deduction under section 10B, speculation business
cannot be considered as business of undertaking,
Assessing Officer was justified in rejecting assessee’s
claim for deduction in respect of profits derived
from forward contracts - Held, ves.
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3 Expenditure Incurred in Relation to Income
not included in Total Income - Section 14A

Rajeev Agarwal
CIT (A), Gandhinagar

1 Legislative History

1.1 Section 14A was first inserted by the Finance Act,
2001. However, same was inserted with retrospective
effect from 1-4-1962. The inserted section reads as
under:-

‘14A. Expenditure incurred in relation to

income not includible in total income. — 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.’

Purpose for which the section was introduced, and given
in the explanatory memorandum issued with the
Finance Bill, 2001, the most relevant part reads as
under:-

..... It is proposed to insert a new section 14A so as to
clarify the intention of the Legislature, since the
inception of theIncome-tax Act, 1961, that no deduction
shall be made in respect of any expenditure
incurred by the assessee in relation to income
which does not form part of the total income
under the Income-tax Act. The proposed amendment
will take effect retrospectively from 1st April, 1962 and
will, accordingly, apply in relation to the assessment year
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1962-1963 and subsequent assessment years.’

1.2 The introduced section was legally correctly being used
by the Assessing Officers for reopening the assessments
as section was retrospectively effected. When the
Government realized the hardship caused to the assessees;
another amendment was made by the Finance Act, 2002

and sub-section (2) of section 14A was inserted as under:-

‘ 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

1.3 It was found that the assessing officers were finding it
difficult to arrive at a figure of disallowance required on
the facts of the cases and unsubstantiated adhoc additions
were being made. Subsequently, another amendment by
the Finance Act, 2006 to section 14A enlarged the scope
of applicability of section 14A. The new sub-sections
w.e.f. 1-4-2007 read as under: —

‘14A....

(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 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
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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’

The reasons for the above amendment were explained in

explanatory statement for the Finance Act, 2006 under
Circular No.14/2006, dated 28-12-2006 in para 11. It is
reproduced hereunder:-

11. Method for allocating expenditure in relation to exempt

income.

111

11.2

Section 14A of the Income-tax Act, 1961, provides
that for the purposes of computing the total income
under Chapter-IV of the said Act, 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 the Income-
tax Act. In the existing provisions of section 14A,
however, no method of computing the expenditure
incurred in relation to income which does not
form part of the total income has been provided
for. Consequently, there is considerable dispute
between the taxpayers and the Department on the

method of determining such expenditure.

In view of the above, a new sub-section (2) has
been inserted in section 14A so as to provide
that it would be mandatory for the Assessing

51



A STEP AHEAD

Officer to determine the amount of expenditure
incurred in relation to such income which does
not form part of the total income in accordance
with such method as may be prescribed. However,
the Assessing Officer shall follow the prescribed
method if, having regard to the accounts of the
assessee, he is not satisfied with the correctness of
the claim of the assessee in respect of expenditure
in relation to income which does not form part
of the total income. Provisions of sub-section (2),
will also be applicable 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.

11.3 Applicability from assessment year 2007-08
onwards.’
1.4 Subsequently, Rules for determination of

disallowance were prescribed vide 1.T. (5th
Amend.) Rules, 2008, w.e.f. 24-3-2008.

1.5 Further, under Form 3CD, a column was also
inserted w.e.f. 23-8-2006 vide the Income-tax
(Ninth  Amendment) Rules, 2006 regarding amount
of disallowance under section 14A. Hence, it is the
liability of tax auditor to give appropriate finding in this
regard. After prescribing formula for determination of
disallowance under section 14A the scope of liability to
disclose relevant facts has also been enlarged.

2. ScoPE ofF SEcTiON 14A
The scope and applicability of Section 14A w.e.f. 1-4-2007

is as under:-
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>

The assessee must have an exempted income which is not
includible in his total income.

The assessee must have incurred an expenditure in relation to
income which is exempted under the Income-tax Act, 1961.

However, actual earning of income is not sine qua non for
deciding deduction of expenditure laid out or expended wholly

or exclusively for purpose of earning such income.

Just because the income earned is subject to taxation in some
other form/other stage in hands of other assessees; it does
not preclude the application of Section 14A; e.g. dividend
income taxed otherwise under Section 1150 or share from
partnership firm.

Rule 8D is prospective in application w.e.f. 24-3-2008 i.e.
from AY 2008-09 only. However, the AO can disallow the
expenses in earlier assessment years also after recording clear
finding that the expenses on earning exempt income shown by
the assessee are not correct and applying the reasonable and

acceptable method of apportionment to determine such amount.

Prescribed formula under Rule 8D can be applied only where
the Assessing Officer is not satisfied with the accounts of the
assessee with regard to correctness of the claim of expenses
or assessee claims that no expenditure has been incurred

IMPORTANT JUDICIAL PRONOUNCEMENTS

3.1 Just because the income earned is subject to
taxation in some other form/other stage in hands
of other assessees; it does not preclude the
application of section 14A; e.g. dividend income
taxed otherwise under 1150.

i) Pradeep Kar 319 ITR 416 (Kar)
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In my view, on the same principle expenses on
earning the share of profits from the partnership
firm may be tried to be disallowed.

3.2 Actual earning of income is not sine qua non
for deciding deduction of expenditure laid out
or expended wholly or exclusively for purpose of
earning such income i.e. if dividend is not earned
it doesn’t prevent the expenses on investment of
shares etc., from being disallowed.

i) Shankar Chemical Works- 12 Taxmann.com 461
(Ahd ITAT)

ii) Technopak Advisors P Ltd-18 Taxmann.com 146
(Delhi ITAT)

3.3 In terms of section 14A(2) condition precedent
for Assessing Officer to determine amount of
expenditure incurred in relation to exempt
income is that he must record his dissatisfaction
with correctness of claim of expenditure made by
assessee or with correctness of claim made by
assessee that no expenditure has been incurred.
Therefore, determination of amount of expenditure
in relation to exempt income under rule 8D would
only come into play when Assessing Officer rejects
claim of assessee in this regard-

i) Maxopp Investment Ltd-15 taxmann.com 390
(Delhi)

ii) Consolidated Photo & Finvest Ltd-25 Taxmann.
com 371 (Delhi)

3.4 As a corollary to the above, when no expense has been
proved to be incurred, no disallowance can be made.

i) Hero Cycles Ltd — 323 ITR 518 (P&H)
ii) Winsome Textile Inds Ltd-319 ITR 204 (P&H)
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3.5

3.6

3.7

Expenditure incurred in relation to Income
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Mere fact that shares were old ones and not
acquired recently was immaterial; it was for
assessee to show by production of materials that
those shares were acquired from funds available
in its hand at relevant point of time without
taking benefit of any loan. Since no such material
was produced by assessee, authorities below
had rightly disallowed proportionate amount of
interest having regard to total income and income
from exempt source.

i) Dhanuka & Sons — 12 Taxmann.com 227 (Cal)
ii) Haryana Land Reclamation and Development
Corpn., 302 ITR 218 (P&H)

iii)  In similar circumstances, case was remanded after
ITAT allowed relief in the case of Machino Plastic
Ltd-20 Taxmann.com 819 (Del)

Rule 8D is prospective in application w.e.f.
24-3-2008 i.e. from AY 2008-09 only. However,
the AO can disallow the expenses in earlier
assessment vyears also after recording clear
finding that the expenses on earning exempt
income shown by the assessee are not correct and
applving the reasonable and acceptable method
of apportionment to determine such amount.

Godrej & Boyce Mfg. Co. Ltd. v. Dy. CIT [2010] 328 ITR
81 / 194 Taxman 203 (Bom.).

Catholic Syrian Bank Ltd-9 Taxmann.com 148 (Ker)
Maxopp Investment Ltd-15 taxmann.com 390 (Delhi)

Object or purpose of investment does not
affect operation of section 14A inasmuch as
any expenditure incurred for earning tax free
income is not an allowable deduction by virtue of
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operation of said section. Therefore, even though
purchase of tax free bonds was for meeting SLR
requirements, interest and other expenditure
incurred on borrowals for investment in tax free

bonds was to be disallowed.
i) State Bank of Travancore-16 Tamann.com 289 (Ker)

3.8 ‘Non-maintenance of separate accounts by
assessee with regard to expenditure incurred for
earning non-taxable income is no justification for
assessee to claim immunity from operation of
section 14A’

i)  Catholic Syrian Bank Ltd-9 Taxmann.com 148 (Ker)

4. SUGGESTIONS / GUIDELINES FOR ASSESSING OFFICERS
FOR FRAMING QUALITY / SUSTAINABLE ASSESSMENT
ORDERS.

» The AO should concentrate on the investments in the
balancesheets whichwouldresultinincomesnotincludible
in taxable income; for e.g. tax free bonds, equities
held as investments, PPF, LIC investments, capital
in partnership firm or agriculture assets, assets
pertaining to incomes exempt under Section 10 etc.

> In Form 3CD, a column was also inserted w.e.f.
23-8-2006 vide the Income-tax (Ninth Amendment)
Rules, 2006 regarding amount of disallowance under
section 14A. This is column 17 (I), which reads as follows:

() amount of deduction inadmissible in terms of
Section 14A in respect of the expenditure incurred
in relation to income which does not form part of
the total income;
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Expenditure incurred in relation to Income
not included in Total Income - Section 14A

The chartered accountant is supposed to give specific
information, and this should specifically gone through
and made use of.

The assessee’s claim of expenditure incurred in relation
to exempt income or the claim that no expenditure has
been incurred has to be first seen from the computation
of income filed with the return or Notes on Account. If
the AO finds it difficult to ascertain it from the return
of income; specific queries must be raised and
categorical replies taken.

Before any further disallowance is made, it is
absolutely mandatory for the AO to record his
dissatisfaction with correctness of claim of expenditure
made by assessee or with correctness of claim made by
assessee that no expenditure has been incurred (refer to
the case law in para.3.3 & 3.4, above)

The dissatisfaction of the AO should be based on
substantive facts and logical conclusions based
on facts. The Courts and judicial authorities do not
appreciate, summary satisfactions based on conjectures
like ‘some expenditure must have been incurred etc.’

In most of the cases, the assessee claims that the
investments whose income is not part of total income;
is old and from own interest free funds. Ignoring
or summarily dismissing the assertion would almost
certainly result in the disallowance being deleted. The
correct course is categorically asking the assessee to
submit proof of its claim. Then the onus shifts
on the assessee and when it fails to discharge it, the
disallowance would most likely be upheld (refer to the
case law in para.3.5, above). The requisition of such
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proof from the assessee should be meticulously
recorded in the order-sheet and the assessment order
(referring to letter no. and date or the date of order sheet
entry etc.). The failure on the part of the assessee
to supply documentary details and proofs should also
be preferably got recorded in the order sheet and
mentionedintheassessmentorder. Thedisallowanceunder
Rule 8D after that becomes highly sustainable in appeal.

> Rule 8D is prospective in application w.e.f.
24-3-2008 i.e. from AY 2008-09 only. However,
the AO can disallow the expenses in earlier
assessment years also after recording clear finding
that the expenses on earning exempt income shown
by the assessee (appellant) are not correct and applying
them reasonable and acceptable method of
apportionment to determine such amount. From
assessment year 2008-09; the disallowance cannot
be adhoc or by any other method but only by method
prescribed under Rule 8D.

» The AOs are advised to go through the legislative
history and important decisions on the section, as
given in a very concise form earlier. It would help
them to appreciate the scope of the section fully. They
should understand that many controversies like ‘dividend
income is subject to taxation in some other form/
other stage in hands of other assessees’ or ‘the
investment not vielding any actual income in the
vear of assessment’ have been decided in favour
of department(refer para. 3.1 & 3.2).
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Income From House Property

K. Madhusudan
AddI CIT, Range 1, Ahmedabad

Sections 22 to 27 of the Act deal with the subject of taxation of
“Income from house property”.

Section 22

Section 23
Section 24

Section 25

Section 25AA

Section 25B
Section 26
Section 27

: Annual value of property is taxable under the

head “Income from House property”.

. Determination of ‘Annual value’

. Allowable deductions from “Income from

House property”

. Amounts not deductable from “Income from

House property”

: Unrealised rent realised subsequently after

1.4.2001

. Arrears of rent received
. Property owned by co-owners

: Situations where the ownership shall be

deemed, for taxing income from house property

2. Section 22 provides for taxation of ‘annual value’ of a

property consisting of any buildings or lands appurtenant

thereto. The term ‘buildings’ includes any building- office

building, godown, storehouse, warehouse, factory, halls,

shops, stalls, platforms, cinema halls, auditorium etc. as long

as they are not used for business or profession by owner. Land

appurtenant includes land adjoining to or forming a part of the

building. It would depend on the nature of the land, whether it

is appurtenant to the residential building, factory building, hotel

building, club house, theatre etc. and will include courtyards,
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compound, garages, car parking spaces, cattle shed, stable,
drying grounds, playgrounds and gymkhana.

2.1 Some critical issues on Section 22

e Tax imposed under section 22 is a tax on ‘annual value’
of house property. The purpose for which the building is
used by the tenant is also immaterial.

¢ Income arising out of the building or a part of the building
is covered under this section. Existence of a building is an
essential prerequisite.

e Anyincome, arising out of vacant land, is not covered under
this section even though it may be received as rent, ground
rent or lease rent. Such income would be assessable as
income from other sources. Even rent, arising out of open
spaces, or quarry rent, istaxed as income from other sources.

e It does not make any difference, if the property is owned
by a limited company, a firm, a HUF or individual.

e  When the property is used by the owner for his business
or profession, the ‘annual value’ of property is not charged
in the hands of the owner.

e  When a firm carries on business or profession in a building
owned by a partner, no income from such property is
added to the income of the partner, unless the firm pays
the partner any rent for the same.

e For the purpose of section 22, the owner has to be a legal
owner. However, the Supreme Court in the case of CIT
v/s. Podar Cement (P) Ltd. etc. 226 ITR 625 (SC). held
that ‘owner’ is a person who is entitled to receive income
from the property in his own right. The requirement of
registration of the sale deed in the context of Section 22
is not warranted.
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e Annual value of property is assessed to tax under section
22 in the hands of owner even if he is not in receipt
of income or even if income is received by some other

person.

e [f the assessee is not the owner of the building, but is a
lessee and he sublets the property, he would be taxed
under the head ‘Income from other sources’.

e Co-ownership: In case where property is owned jointly
by two or more persons, and where shares of such joint
owners are definite and ascertainable, the income of such
house property will be assessed in the hands of each co-
owner separately. For the purpose of computing income
from house property the rent/ annual value will be taken
in proportion to his share in the property. In such an
eventuality, the relief admissible under section 23(2)
shall also be separately allowable to each such person
[Explanation to Section 26]. However, where the share is
not definite, the income of the property shall be assessed
as that of an Association of persons.(s 26)

3. Deemed ownership (Section 27)

In the following situations the ownership shall be deemed for
taxing income from house property in view of Section 27 of
the Act:

i. ~ When house property is transferred to spouse (otherwise
than in connection with an agreement to live apart)
or minor child (not being a married daughter) without
adequate consideration (Section 27(i))

ii. Inthe case of holder of an impartible estate (Section 27(ii))
iii. A member of a cooperative society, company etc. to
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whom a building or part thereof has been allotted or
leased under a house building scheme (Section 27(iii)).
Thus, when a flat is allotted by a cooperative society or
a company to its members/shareholders who enjoy the
flat, technically the co-operative society/company may
be the owner. However, in such situations the allottees
are deemed to be owners and it is the allottees who will
be taxed under this head.

iv. A person who is allowed to take or retain possession of
any building (or part thereof) in part performance of a
contract of the nature referred to in section 53A of the
Transfer of Property Act, 1882, is deemed as the owner
of that building (or part thereof) [Sec. 27 (iiia)].

v. A person who acquires any rights (excluding any rights by
way of a lease from month to month or for a period not
exceeding one year) in or with respect to any building (or
part thereof) by virtue of any such transaction as is referred
to in section 269UA(f) [i.e. if a person takes a house on
lease for a period of 12 months or more, is deemed as
the owner of that building or part thereof] [Sec. 27 (iiib)].

4 Determination of ‘annual value’ of the property [Sec. 23]

‘Annual Value’ is inherent capacity of property to yield income.
The inherent capacity has been defined as the sum for which
the property might reasonably be expected to be let from
year to-year. It is not necessary, that the property should be
actually let. It is also not necessary that the reasonable return
from property should be equal to the actual rent realized when
the property is, in fact, let out. Under Section 23 (1) of the
Income tax Act, annual value of property shall be deemed to
be the following:
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i.

ii.

iii.

The sum for which the property might reasonably be

expected to be let out from year to year;

Where the property or any part of the property is let
and the actual rent received or receivable by the owner
in respect thereof is in excess of the sum referred to in

clause (a), the amount so received or receivable;

Where the property or part of the property is let and was
vacant during the whole or any part of the previous year
and, owing to such vacancy, the actual rent received or
receivable by the owner in respect thereof is less than
the sum referred to clause (a) the amount so received or
receivable.

4.1 Annual value to be calculated as under:

1. Where RC Act applicable
(i) Standard rent under the Rent Control Act;
or

(ii)  Actual rent received
Whichever is higher

2 Where RC Act is not applicable:

(i) Municipal Value or

(ii)  Fair Rent or

(iii) Rent Received
whichever is higher

Sub-section 2: The annual value of a house or part of a house

shall be taken as nil if the property

is occupied by the owner himself for the purpose of his

own residence or,

if such house or part thereof cannot be occupied by him

because his employment, business or profession is carried
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on at any other place and, he has to reside at that other
place in a building that does not belong to him.

4.2 Some critical issues, on annual value:

e ALV would not be taken nil if the house or part thereof is
actually let during the whole or any part of the previous
year; or if any benefit there from is derived by the owner.

e [f the property consists of more than one house, ALV
would be taken nil in respect of only one of such houses,
at the option of the assessee.

e The annual value of the house(s), (other than the house
in which the assessee has exercised option) shall be
determined under sub-section (1) as if the house (s) had
been let out

¢ From the annual value as determined above, municipal
taxes will be deducted only if the property is let out during
the whole or any part of the previous year and Municipal
taxes are borne by the land lord and paid during the year.

e  Where the municipal taxes have become due but not been
actually paid, the same will not be allowed. Municipal
taxes are allowed only on payment basis even if the taxes
belonged to a different year.

e Unrealised rent will be excluded from rent received/
receivable only if the conditions are satisfied: (Expl. to
Section 23(1) r.w Rule 4). These conditions are (1) the
tenancy is bona fide (2) the defaulting tenant has vacated,
or steps have been taken to compel him to vacate the
property (3) the defaulting tenant is not in occupation of
any other property of the assessee and (4) the assessee has
taken all reasonable steps to institute legal proceedings for
the recovery of the unpaid rent or satisfies the Assessing
Officer that legal proceedings would be useless.
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Income from House Property

5. Deductions permitted from Income from house

property [Sec. 24]

Amount left after deduction of municipal taxes is net annual

value. Following permissible deductions are allowed from

Annual Value in cases of let out properties (Section 24).

(1) Deduction equal to 30% of the annual value, irrespective

of any expenditure incurred by the taxpayer (s.24(a)). No

other allowance for depreciation, repairs, maintenance

etc. would be allowable.

(2) Interest on borrowed capital (s.24(b)). Interest on borrowed

capital is allowable as deduction on accrual basis (even if

account books are kept on cash basis) if capital is borrowed

for the purpose of purchase, construction, repair, renewal

or reconstruction of the house property.

5.1 Some critical issues on deduction of interest:

1

The interest is deductible on ‘payable’ basis i.e. on
accrualbasis. Henceitshouldbeclaimedonyearlybasis

even if no payment has been made during the year.

For claiming interest, it is not necessary that the
lender should have a charge on the property for

the principal amount or the interest amount.

Interest payable for outstanding interest is not
deductible (Shew Kissan Bhatter v. CIT (1973) 89
ITR 61 (SC).

Taxpayer cannot claim deduction for any brokerage
or commission paid for arranging loan either as a
onetime arrangement or on periodical basis till the

loan continues.
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5 In terms of circular No. 28 dated 20th August
1969, if an assessee takes a fresh loan to pay
back the earlier loan, the interest on the fresh loan
would be deductible.

6 Interest on borrowing can be claimed as deduction
only by the person who has acquired or constructed
the property with borrowed fund. It is not available
to the successor to the property (if the successor

has not utilized borrowed funds for acquisition, etc).

7 In case of Central Government employees, interest
on house building advance taken under the House
Building Advance Rules (Ministry of Works and
Housing) would be deductible on the basis of accrual
of interest which would start running from the date of
drawl of advance. The interest that accrues in terms
of rule 6 of the House Building Advance Rules is

on the balances outstanding on the last day of each
month (Circular No. 363, dated June 24, 1983).

8 Interest for pre-construction period: In such a case,
interest paid/ payable before the final completion
of construction or acquisition of the property will be
aggregated and allowed for five successive financial
years starting with the year in which the acquisition
or construction is completed. Please note that this
deduction is not allowable if the loan is utilized for

repairs, renewal or reconstruction.

9 Interest pavable to Non resident: As per
section 25, interest chargeable under the Income
tax Act, which is payable outside India on which
tax has not been paid or deducted (and in respect
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of which there is no person in India, who may be
treated as an agent under section 163) shall not
be deducted in computing the income chargeable

under the head “Income from house property”.

6. Set off and carry forward of loss in cases of house

property :

(1)

(2)

Where the property has been let out, loss from one house
property can be set off against the income from another
house property. The remaining loss, if any, will be set off
against incomes under any other heads like salary, business
etc. In case the loss does not get wiped out completely,
the balance will be carried forward. (Sections 70 and 71)

In regard to carried forward losses, Section 71B will apply.
Carried forward loss under the head “Income from house
property” shall be allowed to be carried forward and set
off in subsequent years (subject to a limit of 8 assessment
years) against income from house property.

7. Income from house property is wholly exempt from

tax in following situations

i.

ii.

iii.

iv.

Income from any farmhouse forming part of agricultural
income;

Annual value of any one palace in the occupation of an
ex-ruler; Section 10(19A)

Property Income of a local authority; Section 10(20)

Property Income of an authority, constituted for the
purpose of dealing with and satisfying the need for
housing accommodation or for the purposes of planning
development or improvement of cities, towns and villages
or for both. (The Finance Act, 2002, w.e.f. 1.4.2003
shall delete this provision.);
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v. Property income of any registered trade union; Section
10(24)

vi. Property income of a member of a Scheduled Tribe;

vii. Property income of a statutory corporation or an
institution or association financed by the Government

for promoting the interests of the members either of the

Scheduled Castes or Scheduled tribes or both;

vili. Property income of a corporation, established by the
Central Govt. or any State Govt. for promoting the
interests of members of a minority group;

ix. Property income of a cooperative society, formed for
promoting the interests of the members either of the
Scheduled Castes or Scheduled tribes or both;

X. Property Income, derived from the letting of godowns
or warehouses for storage, processing or facilitating the
marketing of commodities by an authority constituted
under any law for the marketing of commodities;

xi. Property income of an institution for the development of
Khadi and village Industries;’

xii. Self-occupied house property of an assessee, which has
not been rented throughout the previous year;

xiii. Income from house property held for any charitable
purposes;
xiv. Property Income of any political party. Section 13A

8. House Property income of NRI’s in India

Property is a favourite Indian asset because of its ability to
generate regular cash flows through rent. As per section 5(1)
of Income-tax Act, global income of the Resident is taxable
in India. In case of non-resident, income which is received or
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deemed to be received or accrues or deemed to accrue in India
is taxable as per section 5(2). As per section 9(1)(i), income
from property is taxable in India. Definition of NRI for the
purposes of repatriation will be that of the FEMA and for the

purposes of income tax, it is given in section 6.
8.1 Some critical issues on NRI income from property

e Rent proceeds can be credited to the NRE or NRO
account. Rent proceeds received in these accounts can
be freely repatriated. If the NRI does not have an NRE or
NRO account, the proceeds can also be directly remitted
abroad, but the NRI would need an appropriate certificate
from a chartered accountant certifying that all taxes have
been duly paid.

e As per section 195, tax will be deducted at source by the
payer of the rent. The payer of the rent must obtain a TAN
number and deduct TDS from the rent amount. He must
also provide a TDS certificate to the NRI.

e NRlIis also a resident of another country for tax purposes.
In most cases, countries levy tax on residents on their
global income. In such cases, we need to refer to the
Double Taxation Avoidance Agreements (DTAA) that India
has entered into with various countries.

e India-US DTAA for instance, provides that rent from
immovable property will be taxed in the country in which
the property is situated. So NRIs who are residents of US
would have to pay tax on rental income in India. However
they would still have to declare that income while filing
their tax returns in US. They would get credit for taxes
paid in India.
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¢ Deemed rental income will also apply to NRI: There
will be no income tax on a self-occupied property. The
other property, whether rented out or not, will be deemed
to be given on rent. If the NRI has not shown the rent on
second property, it has to be calculated as per provisions
of section 23.

e Income Tax Act does not specify if either or both these
properties must be situated only in India. From the reading
of the IT Act, the rule of ‘more than one property’ will
apply to global properties, not just to the properties situate
in India. In other words, if an NRI owns a house in any
other country and lives there, he will have to pay tax on
the property in India. Example, if an NRI is resident in
USA and he owns and lives in a house in USA. He also
owns a house property in India. Even if he does not give
the property in India on rent, he would have to pay income
tax on deemed rent in India determined as per section 23.

e Inherited property: Once an NRI inherits a property, he
becomes the owner. Therefore, the property qualifies for
the same tax rules as if he had purchased the property. .

e As per the provisions of the Income Tax Act, NRI must
also pay advance tax.

9. Some critical issues on House Property income

e If the tax payer constructed a house property by borrowing
interest free loan; and he had to take interest bearing loan
to repay the above interest free loan. Interest paid on such
loan borrowed for repayment of original loan for acquiring
house property is allowed even though the original loan is
interest free;

e When the owner of the building gets along-with the
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rent, rent or hire of other assets (furniture) or charges
for different services provided in the building, then if the
composite rent is separable then the portion of rent for
building will be taxed as “income from house property”
and the rent for other things under “Income from other
sources” depending on facts.

e  Whenthecompositerentisnotseparablethen, thecomposite
rent is taxed as “Income from house property” or “Income
from other sources” depending on the facts of the case.

e Main criteria for deciding whether the rent is assessable
as income from house property or as business income
depends upon the fact that whether the assets are
exploited commercially or whether the same are let out
for enjoying the rent.

e Even if a company is formed for the sole object of acquiring
and letting out immovable properties, the rental income
would be taxable as “Income from House property” and
not as business income.

e The annual value of property, owned by a person during
the previous year, is taxable in the relevant Assessment
year, even if the assessee is not the owner of the property
during the assessment year.

e Unrealised rent subsequently recovered would be taxable
in the year of receipt. However, in such case, it is not
necessary that the assessee continues to be the owner of
the property in the year of receipt also.(Section 25AA)

e When the owner of a building receives arrears of rent
from such a property, the same shall be deemed to be
the income from house property of the year of receipt
irrespective of whether or not the assessee is the owner
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of the property in that year. 30% of the receipt shall be
allowed as deduction towards repairs, collection charges
etc. No other deduction will be allowed. (Section 25B)

e When flat is registered in both the spouse’s names, full
EMIs are paid by only one spouse, then that spouse
remains the deemed owner of the house (Section 27)
and income from house property will be added in
transferor spouse’s income.

e Depreciation cannot be claimed on the property on
which income from house property is admitted and 30 %
of the annual value is claimed as deduction. The AO has
to disallow the depreciation of the properties (if claimed)
from which property income is assessed under Income
from House property.

10. Documents/ Information to be collected by the A.O.

for examining Income from House Property:
a. Natureof property given onrent (Bungalow/ Flat/Land etc.)
b. Location of property, Size (extent of Property/ Built-up

area) of property.
c. Rent Agreements/lease agreements/leave and license

agreement by whatever name called

d. Details of Deposits received in connection with renting/
leasing of property and the interest payable on the said
deposits.

e. Details of other immovable properties owned and usage
of the properties.

f.  In case of vacant property — Rent Control Act, Municipal
Valuation of Property for the purpose of determination
of Annual Letting Value.
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Agreement for services, furniture & fixtures, in case part
of payment relates to services or provisions other than
property.
In case of co-ownership, shares and documentary
evidence.

Evidence for deductions claimed under Section 24 of the
[.T. Act.

In case of Home loan taken for the property, interest
certificate from the Bank

In case of other loans taken for purchase of property,
necessary bank documents/statements for the interest
claimed.

In case second loan taken to repay the first loan taken
for the property, necessary linkage documents.

Relevant documents depending on the situation to examine
the ownership or otherwise under Section 27 of the . T. Act.

In case of claim of set off of loss under House property,
necessary [T Returns of earlier years for loss allowed to
be carry forward.

In case rent is paid to Non Resident, proof of TDS
under Section 195 of the Act and proof of payment in
to government account.

In case interest is paid to Non Resident, proof of TDS
under Section 195 of the Act and proof of payment in
to government account. (Section 25). In case TDS is not
deducted, details of person assessable as agent of the NRI

In case of Non Resident claiming credit for the tax paid
outside India under DTAA, proof of tax paid given by
the authorities of that country.
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11. Case Laws on Income from House Property

Note : Case laws given in the book “Case Laws In favour of
the Department” may be verified for more information.

e Under common law ‘owner’ means a person who has got
valid title generally conveyed to him after complying with
the requirements of law such as the Transfer of Property
Act, Registration Act etc. But in the context of Section 22
of the Income tax Act, having regard to the ground realities
and further having regard to the object of the Income tax
Act, namely, “to tax the income”, ‘owner’ is a person who
is entitled to receive income from the property in his own
right. The requirement of registration of the sale deed in
the context of Section 22 is not warranted.

CIT v. Podar Cement (P) Ltd. 226 ITR 625 (SC).

e Contribution of capital by partners in the form of land — No
document evidencing Registration of transfer by partner in
favour of partnership under Registration Act. — Transfer
not genuine — Land does not become property of firm
— House property income to be assessed in the hands of

partners
CIT Vs Kashiram Ramgopal Agencies (Gau) 231 ITR 10

e Firm transferring its immovable property to partners
without a registered deed — Transfer is invalid — Rental
income from property to be assessed in the hands of firm.

CIT Vs Palaniappa Enterprises (Mad) 234 ITR 635
Jansons Vs CIT (Kar) 154 ITR 432

Ram Narain & Brothers Vs CIT (All) 73 ITR 423

S.N. Syed Mohammed Saheb & Bros. Vs CIT (Ker) 68 ITR
791
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e Purchase of properties in joint names of partners with
funds of firm — Properties treated as that of firm right from
inception and depreciation claimed on it — Income from
properties treated as firm’s income and divided among
partners — Properties cannot be transferred to partners by
book entries of firm — Income from property cannot be
assessed as that of AOP but belong to firm.

Abdul Kareemia & Bros Vs CIT (AP) 145 ITR 442

e A gift by a Mohammedan to his wife in lieu of the dower
debt after marriage is sale of property — Such a transfer
has to be made by a registered instrument if value of
immovable property is more than Rs.100 — Till such
registration, house property income to be assessed in the
hands of the husband

CIT Vs Syed Saddique Imam and Others (Patna)111 ITR
475, 117 ITR 62

e Let out property — Fair rental value can be determined
under Section 23(1)(a) by ITO If tenant sub-let it at a higher
rent, the same can be adopted as fair rental value

CIT Vs G. Ramesan (Ker) 241 ITR 426
N. Nataraj Vs DCIT (Mad) 266 ITR 277

e Property let out for less than standard rent — Annual Letting
Value is standard rent.

CIT Vs Parasmal Chordia (Mad) 233 ITR 147
Visveswaraya Ind. Res. Dev. Centre Vs DCIT (ITAT,
Mum) 59 ITD 156

e Where the property has not been let out at all during
the year, there is no question of granting any vacancy
allowance under Section 23(1)(c) - Period for which a let
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out property may remain vacant cannot exceed period for

which property has been let out
Vivek Jain Vs ACIT (AP) 202 Taxman 499 ; 63 DTR 174

e Provisions of Section 23(1)(c) dealing with vacancy
allowance applies only to a property which is let out — Self-
occupied property is not eligible for vacancy allowance

Ramesh Chand Vs ITO (ITAT, Agra) 21 DTR 257; 29
SOT 570 ; 130 TTJ 12

e Agreement to sell property — Property in occupation of
agreement holder and owner not receiving rent — Owner

voluntarily foregoing rent — No vacancy allowance.
CIT Vs Dhun D. Dalal (Mad) 233 ITR 143

e Surcharge on Municipal tax collected by assessee from its
tenants — Part of Annual Value.

ACIT Vs Poddar Projects Ltd. (Kol) 92 ITD 468

e To avail exemption, property must be in the occupation
of the owner for his own residence and not by his relative
even if it was free of cost

Jashvidyaben C. Mehta Vs CIT (Guj) 172 ITR 680

e  Where property is let out to employer and got re allotted,
benefit of self-occupation is not available

D.R. Sunder Raj Vs CIT (AP) 123 ITR 471

¢ Building let out to employees of subsidiary company who
are separate and independent assesses — Not entitled
to exemption since it cannot be treated as used for the
purpose of business of assessee

CITVsT.V. SundaramIyengar & SonsLtd. (Mad) 2711TR 79
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e Relief for unoccupied property owing to employment
or business at a different place, is available only to an
‘individual’ and not to an HUF

Deepak L. Banker Vs CIT (Mad) 145 CTR 489

¢ Increase of rent with retrospective effect under compromise

settlement with tenant — Assessable as arrears of rent
B.M. Gupta & Sons (HUF) Vs ACIT (Del) 299 ITR 410

e Interest-free security deposit taken by assessee hugely
disproportionate to monthly rent charged — Device to
circumvent liability to income tax — Notional interest on
security deposit to be treated as income from House

Property
CIT Vs Streetlite Electric Corporation (P&H) 336 ITR 348

ITO Vs Baker Technical Services (P) Ltd. (ITAT, Mumbai-
T™M) 1251TD 1

CIT Vs M/s Transmarine Corporation (SC) SLP
CC 8999/09 in CA no. 5470/2011 - order dated
15/07/2011.

e [f a particular expenditure (eg. brokerage) is not specifically
provided to be deductible, deduction thereof cannot be
claimed under Section 24 since the word used is ‘namely’
CIT Vs H.G.Gupta & Sons (Del) 149 ITR 253
ITO Vs Chunilal Jain (ITAT, Gau) 60 TTJ 448
Tube Rose Estates (P) Ltd. Vs ACIT (ITAT, Del) 1231TD 498
Aravali Engineers P. Ltd. Vs CIT (P&H) 335 ITR 508
Piccadily Holiday Resorts Ltd Vs DCIT (ITAT, Del) 94 ITD
267
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e Deduction of interest on borrowed capital — Assessee to
prove nexus with acquisition / construction / reconstruction
/ repair / renewal of property.
CIT Vs Four Fields (P) Ltd. (P&H) 231 ITR 262
K. Sunandamma Vs CIT (Kar) 164 ITR 446
CIT Vs Indramani Devi Singhania (All) 189 ITR 124

e Assessee inheriting property with mortgage from his father
— Assessee also took loan for investment in shares and other
business on the security of this property — Taking second loan
to pay off all previous loans — Original loan taken by assessee
and father not for the purpose of construction / acquisition
of House Property — Interest paid on loan not deductible

K.S. Kamalakannan Vs ACIT (ITAT, Chennai) 10 ITR
(Trib) 321
CIT Vs Murlidhar Kanodia & Sons (HUF) 204 ITR
760 (Al

e Advance received by builder from buyers of flat — Failure
to deliver in time and interest paid — Capital not borrowed
for construction of property — Not deductible from House
Property income.

Akash & Ambar Trust Vs CIT (Cal) 268 ITR 93

¢ Only interest on capital / mortgage / charge is deductible
from House Property income — Not interest on interest

i.e., compound interest.

Shew Kissen Bhatter Vs CIT (SC) 89 ITR 61

e Interest paid on a mortgage created to secure unpaid
consideration for the purchase of the property could not
fall under Section 24(1)(iv) or (vi)

K. Govinda Bhatt Vs CIT (Mad) 235 ITR 528
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Borrowed money utilized for paying a tenant, for handing
over possession of property or for surrendering tenancy

right — Interest on such loan not allowable as deduction
ACIT Vs Virender Singh (ITAT, Del) 104 ITD 365

Partition creating only life interest to karta — During
subsistence of his life interest, karta to pay annual charge
to his sons and wife — Amount so paid by Karta, not

allowable as creation of charge was voluntary.

CIT Vs Late Sohanlal ( by L/H ) (Del) 257 ITR 242
CIT Vs Satyanarayana Sikaria (Gau) 238 ITR 855

As per lease agreement, lessees were to carry out day-to-

day repairs — No deduction to lessor on account of repairs.
A.K. Mahindra Vs ITO (ITAT, Del) 44 ITD 430

Damages recovered by tenant by way of adjusting from

rent payable- Not deductible.

ITO Vs Purshottam Lal Roongata Family Welfare Trust
(ITAT,SB-dJaipur) 58 ITD 19

Assessee-company was engaged in business of construction
and development of residential/commercial units. It had
given some commercial units on lease and received rent
there from. Assessee claimed that leasing of residential/
commercial units was also commercial utilization of
immovable property and, hence, income derived there
from was to be assessed as income from business. Assessee
failed to prove that lease rent received by it was from
exploitation of property by way of complex commercial
activities — therefore income was assessable under head

‘Income from house property’
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Roma Builders (P.) Ltd. VS. Jt CIT (OSD) 131 ITD 91
(MUM.)

e There was no manufacturing activity during the relevant
previous year and it had sold its machinery. But on the
other hand, the lease of land and building was continuing.
This being so, the lease rental was clearly from exploitation
of property which was neither a complex commercial
activity nor a lease of property along with machinery,
furniture and fittings. Therefore, such lease income had
to be assessed under ‘Income from house property’.
Further, clearly the assessee was not carrying on any
business during the relevant previous year. Therefore, its
claim that carry forward business losses ought to have
been considered for set off against lease rentals could not

be accepted

Asst. CIT Vs. T&R Welding Products (India) Ltd. [2010]
129 TTJ 250 (CHENNAI)

e Deemed owner - Assessee-company acquired on lease
office premises in question vide agreement dated 30-3-
1995 - Lease period was for ten years with option of
further renewal - Assessee let out said premises for a rent
for a period of five years with option of renewal - Whether
since assessee was in possession of property with full
transferable rights and had been receiving rent from sub-
tenant in his own capacity being owner of property, lower
authority rightly treated assessee as deemed owner under

section 27(iiib) - Held, yes [In favour of revenue]

Radio Components & Transistors Co. Ltd. Vs. ITO, Ward
2(3)(1), Mumbai 50 SOT 237 (MUM.)
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e It is not permissible to add notional interest on interest free
security deposit to actual rent received for arriving at ALV.
If Assessing Officer can show that rateable value under
municipal laws does not represent correct fair rent, then
he may determine same on basis of material/evidence

placed on record.

CIT, Delhi, Central lll VS. Moni Kumar Subba [2011] 333
ITR 38 (DELHI)(FB)

e Assessee-company let out its two properties to wife of one
of its Directors, namely ‘R’ - ‘R’ sub-letted said properties
at a much higher rent within a short span of four months
- Assessing Officer thus, held it a colourable device to
avoid tax, determined ALV at an amount which ‘R’ was
getting from sub-tenant. On facts, it could be concluded
that rent agreement between assessee-company and ‘R’
was generated as a device not only to reduce tax liability
of assessee-company but also with a view to allow ‘R’ to
enjoy fruits of property of assessee-company.

Pramila Estates (P.) Ltd. VS. ITO [2009] 27 SOT 133
(MUM.)

e Assessee-company was partner in a firm - On dissolution
of firm it took over all its assets and liabilities, including
a building - It also undertook to pay amounts standing
to credits of erstwhile partners and claimed deduction of
interest on amount so payable from rental income from
building shown as ‘income from house property’ — Here
no relationship of borrower and lender had come into
existence and, therefore, it could not be said that assessee
acquired building with aid of borrowed capital. Therefore
interest paid was not allowable under section 24(1)(vi)
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CIT Vs. Four Fields (P.) Ltd [1998] 231 ITR 262 (PUNJ.
& HAR.)

e Section 27(iiib), read with Sections 22 and 56 - Deemed
owner - Since tenancy was unregistered and on month
to month basis, provisions of section 27(iiib) would not
apply and, thus, assessee could not be treated as deemed
owner of property. Therefore, impugned order passed
by authorities below was treating the income under other
sources to be upheld.

Tushar Pravinchandra Shah Vs. Dy CIT, Central Circle-1,
Baroda [2011] 129 ITD 178 (AHD.)

e Assessee had shown rental income of Rs.1 lakh per
annum for property having constructed area of 1,23,490
sq ft based on an lease agreement entered into with
lessee - Besides that assessee had also received interest-
free deposits of Rs.67 crores which had been diverted
interest-free to assessee’s sister concerns. Approved
valuer valued annual letting value of total constructed
area at Rs.75,63,360 which was admitted by assessee
as fair rental value of property under section 23 and on
that basis, Assessing Officer, determined income from
house property. Assessing Officer also imposed penalty
under section 271(1)(c). Explanation offered by assessee
was neither substantiated nor was shown to be bona fide,
Explanation (1) to section 271(1)(c) came into play and
penalty was rightly imposed upon assessee.

PSB Industries India P Itd vs CIT 211 Taxman 173 (Delhi)
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5 Deduction of Interest Expenses
- Section 36(1)(iii)

Rahul Kumar
JCIT (Sr AR)-IV, ITAT, Ahmedabad
Deduction of expenses incurred for earning business income is
spelt out in the Sections 30 to 36 of Income Tax Act, 1961. Under
Section 36 of Income Tax Act, 1961, there are number of deductions
available subject to the conditions laid down. In this discussion, we
would take up Section 36(1)(iii) of the Income Tax Act, 1961 and
analyse the provision therein from all facets, which will make us
understand the deduction in a comprehensive way. In the vortex of
legal pronouncements, we will analyse few case laws as well, which
throw light on the grey areas that are not captured or construed
in the tax legislation. The discussion is in following subheadings:
i) Meaning and concept.
ii) The proviso.

iii) Issues.
iv) Important case laws.

(
(
(
(
2. MEANING AND CONCEPT

The bare reading of Section 36(1)(iii) is as follows:
“36(1) The deductions provided for in the following clauses

shall be allowed in respect of the matters dealt with therein,

in computing the income referred to in Section 28 —
(i) and (ii )k***%*
(iii) the amount of the interest paid in respect of capital

borrowed for the purposes of the business or profession :-

Provided that any amount of the interest paid, in respect of
capital borrowed for acquisition of an asset for extension of

existing business or profession (whether capitalized in the
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books of account or not); for any period beginning from the
date on which the capital was borrowed for acquisition of
the asset till the date on which such asset was first put to
use, shall not be allowed as deduction.

Explanation. - Recurring subscriptions paid periodically by
shareholders, orsubscribersin Mutual Benefit Societies which
fulfill such conditions as may be prescribed, shall be deemed
to be capital borrowed within the meaning of this clause.”

The sub section has three important words or phrases that are
core to understanding of this Section i.e. (i) Interest, (ii) Borrowed
and, (iii) For the purpose of business or profession. In the following
paras we would elucidate the meaning of these with reference to

this particular section.

(i) Meaning of “Interest” - The definition of “interest” in
Section 2(28A) means “interest payable in any manner in
respect of any moneys borrowed or debt incurred ........ 7.
But for Section 36(1)(iii), “interest” is restricted to that on
money borrowed and not on debt incurred. In simple words,
the essence of interest is that it is a payment which becomes
due because the creditor has not had his money at his disposal.
It may be regarded either as representing the profit he might
have made if he had had the use of his money, or conversely,
the loss he suffered because he had not that use. The general

idea is that he is entitled to compensation for the deprivation.

(ii) Concept of “borrowed” - Provisions of Section 36(1)(iii)
concern capital borrowed and not other debts or liability. A
loan of money undoubtedly results in a debt, but every debt
does not involve a loan. Liability to pay a debt may arise
from diverse sources and a loan is one of such sources. The

legislature has, under this clause, permitted as an allowance
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interest paid on capital borrowed for the purposes of the
business; and the capital, in this context, means money and
not any other asset purchased on credit [Bombay Steam
Navigation Co. Pr. Ltd. v. CIT, 56 ITR 52 (SC)].

e Importance of loan settlement. For the loan there
must be a settlement / agreement between the parties
that particular amount would be given by one party to
other party. The terms would be that it would be refunded
or returned either on demand or on the directions of
the creditors and particular interest / no interest would
be paid on the said amount. Thus, for the purpose of
loan there must be interaction between the parties and
there must be a concluded contract. Thus for Section
36(1)(iii) the necessary precondition is the existence of a
loan transaction or a loan agreement between two parties
with an established role of creditor and debtor. There is a
Gujarat High Court judgment in the case of Arun Family
Trust Vs. CIT 298 ITR 437 (Guj.) which brings out
this fact clearly.

e Element of refund is a must. An element of refund or
repayment is a must in the concept of borrowing. If there
is no obligation to refund the capital provided, interest
on such capital is not deductible under Section 36(1)(iii) —
Pepsu Road Transport Corpn. V. CIT 130 ITR 18
(P&H).

(iii) The phrase “for the purpose of business” - The
expression “for the purpose of business” occurs in Section
36(1)(iii) and also in Section 37(1). A similar expression with
different wording also occurs in Section 57(iii) which reads
as “for the purpose of making or earning...... income”.
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This issue came up for consideration before the Supreme
Court and the Hon’ble Supreme Court while giving judgment
in the case of Madhav Prasad Jatia V. CIT, (SC) 118
ITR 200 has established that the expression occurring
in Section 36(1)(iii) is wider in scope than the expression
occurring in Section 57(iii). Thus, meaning thereby that the
scope for allowing a deduction under Section 36(1)(iii) would
be much wider than the one available under Section 57(iii).

This phrase, as held by many legal pronouncement, is the most
important yardstick for the allowability of deduction Under
Section 36(1)(iii) of Income Tax Act, 1961. While explaining
the meaning of this phrase the Hon’ble Supreme Court in
the case of S. A. Builders Ltd. Vs. CIT(A), Chandigarh
reported in 288 ITR 1 has used the word “commercial
expediency”. By using this phrase Hon’ble Supreme Court
has given a new dimension and clarified the concept further.
In the judgment the Supreme Court has defined commercial
expediency as “an expression of wide import and includes
such expenditure as a prudent businessman incurs
for the purpose of business. The expenditure may not
have been incurred under any legal obligation, but vet it
is allowable as a business expenditure, if it was incurred
on grounds of commercial expediency”. Further, following
this judgment the High Court of Delhi, in the case of Punjab
Stainless Steel Inds. Vs. CIT 324 ITR 396, has further
elaborated “The commercial expediency would include such
purpose as is expected by the assessee to advance its
business interest and may include measures taken for
preservation, protection or advancement of its business
interests, which has to be distinguished from the
personal interest of its directors or partners, as
the case may be. In other words, there has to be a nexus
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between the advancing of funds and business
interest of the assessee-firm. The appropriate test in such
a case would be as to whether a reasonable person stepping
into the shoes of the directors/partners of the assessee-firm
and working solely in the interest of the assessee-firm/
company, would have extended such interest free advances.
Some business objective should be sought to have been
achieved by extending such interest free advances when
the assessee-firm/company itself is borrowing funds for

. . . »
running its business”.

Thus, for allowance of a claim for deduction of interest under

this provision following three conditions are there:

() The money, that is capital, must have been
borrowed by the assessee

(ii) It must have been borrowed for the purpose of
business.

(iii) The assessee must have paid interest on the
borrowed amount i.e. he has shown the same as
an item of expenditure.

The above mentioned three conditions have been established
legally by Supreme Court judgment in the case of Madhav
Prasad Jatia Vs. CIT, (1979) 118 ITR 200 (SC).

3. Proviso to Section 36(1)(iii)

The proviso to Section 36(1)(iii) was inserted by Finance
Act, 2003 w.e.f. 01.04.2004 relating to A.Y. 2004-05
and subsequent years. This was inserted to disallow interest
on moneys borrowed for acquiring a capital asset till the
date on which the asset was brought to use even if it is for
extension of existing business. Following facts are important

for consideration.
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e This proviso is to operate prospectively as held by Hon’ble
Supreme Court in the case of Deputy Commissioner of
Income Tax. Vs. Core Health Care Ltd. (SC) 298 ITR
194.

e In this proviso, the word “extension” has been used which is
to be taken as synonymous to the word “expansion” which is
used for Sections 80IC(8)(ix) and 80IE(7)(iii)[as held in case of
Nahar Poly Films Ltd. Vs. CIT, Ludhiana 201 Taxmann
304 (P&H)]. The word expansion is not different from
extension of business and therefore the interest expenditure,
on the utilization of borrowed funds for the acquisition of new
assets, from the date of its acquisition till the date when the
asset is put to use, is to be disallowed.

e An expenditure may either relate to a new units on
expansion of existing business or it may relate to a totally
new business apart from existing business. In the latter case,
pre-commencement expenditure of new business would be
required to be capitalized. They cannot be charged to the pre-
existing business. It is only for the former case, that relates
to expansion of existing business, that can be allowed under
Section 36(1)(iii). This was analyzed in the case of CIT Vs.
Vadilal Dairy International Ltd. [2010] 328 ITR 544
by Gujarat High Court.

¢ Interest paid on capital borrowed for setting up of a new unit
in the same line of business — capital expenditure — Interest on
capital borrowed for the purpose of acquisition of the assets
of the new unit is to be allowed as a revenue expenditure
only when such assets start yielding income and not for any
period prior thereto — Section 36(1)(iii) to be read alongwith
Explanation 8 to Section 43(1) — Proviso to Section 36(1)(iii)
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added by Finance Act, 2003 is merely clarificatory as it has
made explicit what was already implicit. [CIT Vs. Vardhman
Polytex Ltd. (P&H) 299 ITR 152.]

Important Issues

Interest on borrowed capital used for interest free

loans.

The law on this issue is settled after the Hon’ble Supreme
Court judgment in the case of S. A. Builders Ltd. v. CIT
(Appeals) [2007] 288 ITR 1 (SC), in which the concept of
“commercial expediency” was used. Thus, where the
funds of the business a diverted for interest free loans the
main criteria for permissibility of interest on those funds are
based on whether it was for commercial expediency or not.
The phrase “commercial expediency” has following important
traits as established by case laws cited supra:

e  Such purpose as is expected by the assessee to advance

its business interest.

e  May include measures taken for preservation, protection
or advancement of its business interests.

e To be distinguished from the personal interest of its
directors or partners, as the case may be.

e  There has to be a nexus between the advancing of funds
and business interest of the assessee. Some business
objective should be sought to have been achieved by
extending such interest free advances when the assessee-
firm/company itself is borrowing funds for running its

business.

The Hon’ble Supreme Court has also delved into the case
where there would be mixed fund at the disposal of the
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assessee. It further clarifies that under Section 36(1)(iii) the
ultimate use of the fund is important. It may not be relevant
as to whether the advances have been extended out of the
borrowed funds or out of mixed funds which include
borrowed funds. The test to be applied in such cases is
not the source of the funds but the purpose for which
the advances are extended.

One important case law on this issue is Punjab Stainless
Steel Ltd. 324 ITR 396 (Delhi High Court), in this the
hon’ble High Court has given a finding which is in favour of
revenue and has clearly distinguished Munjal Sales Corp Vs
CIT (SC) 298 ITR 298. In fact, the Ahmedabad Bench of
ITAT has also followed this principle in Inamulhaq S. Iraki Vs.
Addl. CIT, Range-2, Ahmedabad in ITA No. 243/Ahd/2011
for A.Y. 2007-08 dated 31.01.2012. In this judgment
the Hon’ble ITAT has squarely followed Hon’ble Delhi High
Court decision Punjab Stainless Steel Ltd. 324 ITR 396, the
relevant para (11) is reproduced below for the sake of ready

reference.

“We find that as per this judgment of Hon’ble
Delhi High Court, where mixed funds are used for
the purpose of giving interest free advances, the
only relevant test is as to whether such interest
free advances are due to commercial expediency
or not. In the present case also, the funds are
mixed funds and the assessee could not establish
any commercial expediency and hence, in our
considered opinion, this issue is squarely covered
against the assessee by this judgment of Hon’ble
Delhi High Court and respectfully following the
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same, this issue is decided against the assessee”.

(II) Interest on borrowing utilized for earning non
assessable / exempt income.

The issue is whether to allow the interest on borrowing
utilized for exempt income or non assessable income.
The primary condition for allowing deduction of interest
in the computation of business income is that the interest
was paid on capital borrowed for the purpose of business
or profession. If the borrowed capital is utilized not in the
business whose income is assessable, but in earning some
non assessable or exempt income, the interest paid thereon,
is not an allowable deduction under these provisions. This
analogy flows from Section 14A inserted in Chapter IV of the
Act, by the Finance Act, 2011 with retrospective effect from
01.04.1962, which is intended to safeguard the interest of the
Revenue on account of wrong claim of expenditure relating
to exempt income against taxable income. The Section 14A
postulates that only expenditure which is relatable to taxable
income should be deducted in computing the total income.
Hence, expenditure which is incurred to earn exempt income
should not be considered in the computation of total income.

This would result in double advantage to the assessee.

Direct judgment which covers this issue is H.T. Conville Vs.
CIT 4 ITR 137. Where a borrowing is specifically meant
for use in a new industrial undertaking covered by Section
10B, such interest would go to reduce the eligible relief. It
was, therefore, decided in Procon Systems P. Ltd. V. ITO
296 ITR 636 (Mad) that such interest cannot be reduced
from eligible profits, because it has already been allowed as a
business deduction.
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(ITI) Section36(1)(iii) vis-a-visexplanation8toSection43(1)

Section 36(1)(iii) allows deduction of the amount of interest
paid in respect of capital borrowed for the purposes of
business. The deduction is granted under the section, once
it is established that the borrowing is for the purposes of
business and that the interest is paid on such borrowings. A
proviso has been inserted by the Finance Act, 2003, w.e.f.
01.04.2004, to provide that any amount of interest paid
in respect of capital borrowed for acquisition of an asset
for extension of existing business or profession, whether
capitalized or not, for any period beginning from the date
on which the capital was borrowed for such acquisition till
the date on which such asset was first put to use, shall not
be allowed as deduction. Interest for the period up to the
date of putting the asset to its first use will not be allowed
in cases of extension w.e.f. A.Y. 2004-05.

Interest for the period subsequent to the date of putting the
asset to first use, is not allowed to be capitalized as part of
the ‘actual cost’ for the purposes of claiming depreciation
and other allowances. This is provided by Explanation 8
which is inserted in under Section 43(1) by the Finance Act,
1986 with retrospective effect from 01.04.1974.

Thus in case of an “extension” there are two facts which

are evident:

1. Interest for the period prior to the first use of asset is

not allowed as a deduction under the proviso to under

Section 36(1)(ii).

2. For the period, subsequent to such use, cannot be
capitalized for claim of depreciation as per the said
Explanation to under Section 43(1).
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Thus an issue emerges in respect of the eligibility for
claim of interest in cases where an asset is not put to
use during the year. One view is that such interest shall
be allowed once it is established that the borrowing is
for the purposes of the existing business, while the other
view, strongly relying on Explanation 8 to under Section
43(1), holds that interest for the period up to the date
of use is not allowable as deduction. The issue is partly
resolved by the proviso in Section36(1)(iii). Further, this
issue is resolved by the judgment in Core Health Care
Ltd. Vs. DCIT (SC) 298 ITR 194. In this judgment
Hon’ble Supreme Court has brought out the following
interpretations for resolving the above mentioned issue:

1. Section 36(1)(iii) has to be read on its own
terms. It is a code by itself. Section 36(1)(iii) is
attracted when the assessee borrows the capital
for the purpose of his business. It does not
matter whether the capital is borrowed in order
to acquire a revenue asset or a capital asset,
because all that the section requires is that the
assessee must borrow the capital for the purpose
of his business. There by meaning that the
transaction of borrowing is not the same

as the transaction of investment.

2. Explanation 8 to Section 43(1) has no relevance to
Section 36(1)(iii). It has relevance only to Sections
32, 32A, 33 and 41 which deal with concepts like

depreciation.

3. The provisions under Section 36(1)(iii) make no

distinction between money borrowed to acquire a
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capital asset and a revenue asset.

From the above mentioned discussion the following
can be safely concluded.

a. The interest on borrowings used for capital
expenditure relating to a totally new business
apart from existing business is to be capitalized
as pre-commencement expenditure as held
in the case of CIT Vs. Vadilal Dairy
International Ltd. 328 ITR 544 (Guj.)

b. Interest paid on capital borrowed for setting
up a new unit in same line of business,
before it is put to use, is to be treated as
capital expenditure as held in the case of CIT
vs. Vardhman Polytex Ltd. (P&H) 299
ITR 152.

c. Interest on capital borrowed for the purpose
of acquisition of assets of the new unit is
to be allowed as revenue expenditure only
when such assets is put to use and starts
vielding income and not for any period prior
to it following the proviso to Section 36(1)(iii).

(IV) The allowability of interest on borrowing for
imprudent Investment - Does A.O.’s have power to
question.

This issue relates to an assessee who borrows money at
higher rate of interest and lends it to sister concern for
acquiring low vield investment — Can this be allowed. This

question came up for consideration in CIT Vs. Rockman
Cycle Industries Pvt. Ltd. 326 ITR 291 (P&H). The
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High Court required reconsideration of the decision in Pankaj
Munjal Family Trust’s case reported in 326 ITR 286 (P&H).
The assessee in this case borrowed moneys at higher rate of
interest (18%), but advanced the same to sister concern for
acquiring low-yield (4%) investment in another sister concern.
In this case, the claim of the assessee was that, the
advance at a lower rate was prompted on grounds
of commercial expediency. The Assessing Officer did
not question this explanation, but all the same, found
that investment was not a prudent one. Commissioner
(Appeals) upheld the addition on the ground that it was a
case of tax avoidance. The Tribunal adjudicated the matter
in favour of the assessee It held that even if it was a case of
imprudent investment, the wisdom of the assessee in choice
of investments is not open to question. [The High Court
found that there is no expectation in law, that the
assessee’s activity should always be prudent, but all
the same pointed out, that where it is not prudent, it
would require to be examined, whether it is genuine.
It was this aspect, which was required to be examined,
but not examined by the Tribunal.] Since the purpose
of loan to the sister company was for finding investment in
low-yield non-cumulative preference shares, it was felt, that
there was similar absence of enquiry on similar investment in
Pankaj Munjal Family Trust’s case reported in 326 ITR 286
(P&H), so as to require reference of the case before it to a
larger bench, so that the other case may also be reconsidered.
Such enquiry, it was pointed out, will still be necessary, even
if tax avoidance may not be totally impermissible.

Thus following these judgments the Assessing Officer can

question the wisdom of assessee in choice of investment and
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whether the investment was genuine or not.
(V) Interest on borrowings for purchasing shares

Under this topic the discussion is further sub-divided in
following three sub headings i.e. (a) Section 36(1)(iii) vis-a-
vis Section 57(iii), (b) whether dividend on preference shares
can be equated with interest on borrowed capital and (c) the

case of Circular trading.
(@) Section 36(1)(iii) vis-a-vis Section 57 (iii)

Where borrowings are made for purchase of shares,
question often arises whether interest paid should be
allwed as deduction under Section 36(1)(iii) or under
Section 57(iii). Here it would be worthwhile to mention
that income by way of dividends on shares, whether held
on investment portfolio or as stock-in-trade, is specifically
assessable, under Section 56(2)(i), as “Income from
other sources”. Where the shares are held, although
on investment portfolio, as an integral part of business,
interest on such borrowings is allowable under Section
36(1)(iii). Thus, the qualifying factor in this case is to
ascertain whether the borrowings for purchasing shares
is an integral part of business of assessee.

Interest can be allowed under Section 36(1)(iii) only if the
assessee proves that it was for the purpose of business.
But if the shares are acquired not as an investment
for earning income therefrom, the inference may well
be different as was found in CIT Vs. Amritaben R.
Shah 238 ITR 777 (Bom), where it was held that
a taxpayer borrowing money to acquire controlling
interest in a company would not be entitled to
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deduction of interest on borrowings. In coming
to the conclusion, the High Court followed precedents
which are worth noting. The Gujarat High Court in
Sarabhai Sons (P) Ltd. V. CIT 201 ITR 464,
found that where the dominant purpose of expenditure
is not for earning income, it could not be allowed as
a deduction. In Chinai and Co. Pvt. Ltd. V. CIT
206 ITR 616 (Bom), expenses incurred in fighting
another group of shareholders to protect investments
in erstwhile managed company was held to be not

admissible as business expenditure.

Whether dividend on preference shares can be
equated with interest on borrowed capital.

From the provisions of Sections 85 and 205 of the
Companies Act, 1956, it is clear that the preference
share capital is a contribution to the capital of the
company by its subscribers or shareholders and is not
a ‘borrowing’ by the company subject to payment
of interest. Similarly, for the very said reason the
dividend which is paid to such shareholders is to be
paid only out of the profits earned by the company.
In common parlance, it can be equated with the share
income derived by the shareholders out of the profits
of the company. Therefore, by no stretch of
imagination the dividend sought to be paid can
be equated with or treated as ‘interest’ paid on
the borrowed capital. In that view of the matter, the
assessee-company is not entitled to deduction of
the liability on account of dividend on preference

shares by invoking the provisions of Section

97



A STEP AHEAD

36(1)(iii). [Kriloskar Electric Co. Ltd. v. CIT,228
ITR 674, 676 (Karn); Kirloskar Electric Co. Ltd.
v. CIT,228 ITR 676, 678 (Karn)).

(C) The case of Circular Trading

Interest on borrowed capital for purposes of business is
a deductable expenditure under Section 36(1)(iii), where
the assessee is dealing in shares. But what happens
when it is proved that the borrowings were merely
an arrangement by way of circular trading solely
with a view to avoid tax. This issue was examined by
Supreme Court in CIT Vs. Ashini Lease Finance
P. Ltd. 309 ITR 320 (SC) whereby the decision given
by Gujarat High Court was set-aside by Hon'ble
Supreme Court. In this case, the assessee, borrowed
funds from the concerns in the same Torrent group for
purchase of equity shares of AEC. During the relevant
year, the total investment made by the assessee in the
take over and acquisition of business of AEC amounted
to only Rs. 22,59,969. In addition, the Assessing
Officer also found that after acquiring the shares of
the company by the group, the same shares of AEC
were sold at Rs. 63,57,925 and ultimately AEC Ltd.
had been taken over by the Torrent group. The record
indicated, prima facie, that the assessee-company had
acquired the shares of AEC, through finances arranged
mainly from the Torrent group (sister companies) along
with two other companies only to enable the Torrent
group to acquire and take over the business of AEC.
It was on these facts, the prima facie inference was

that it is not a normal trade borrowings, but merely an

98

www.taxguru.in



Chapter - 5

Deduction of Interest Expenses - Section 36(1)(iii)

arrangement by way of circular trading solely with a
view to avoid tax. The Supreme Court, therefore, felt
that the High Court was not justified in holding that the
Tribunal in allowing the deduction had taken a decision
on the facts, and that there was no substantial question
of law for determination by the High Court. There was
a substantial question of law in the light of the inference
drawn from admitted facts. The issue was sent back
to the High Court for a decision in accordance with
law. Thus, if there is a case where it can be proved
that the borrowings made are not part of normal
trade borrowings and it is merely an arrangement by
way of circular trading among companies under the
same group, then interest on such borrowings can be
disallowed.

(VI) Interest on borrowed capital in the case of Firms.

This issue arises in the case of Firms whereby Section 36(1)
(iii) is to be read with Section 40(b)(iv). In this case, if the
assessee is a Firm, then to claim deduction in respect of

interest paid on capital borrowed from third party (apparently

partners), the Firm is required to established two things:

1.

It is entitled to claim deduction under Section 36(1)(iii),

and

It is not disentitled to claim such deduction on account
of applicability of Section 40(b)(iv).

It is important to note that Section 36(1) refers to ‘Other

Deductions’ whereas Section 40 comes under the heading

‘Amounts not Deductible’. Therefore, Sections 30 to 38 are

for ‘Other Deductions’ whereas Section 40 is a limitation on
that deduction. It is important to note that Sections 28 to 43C
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essentially deal with Business Income. Sections 30 to 38 deal
with Deductions. Sections 40A and 43B deal with Business
Disallowances. Keeping in mind the said scheme the position
is that Sections 30 to 38 are deductions which are limited
by Section 40. Therefore, even if an assessee is entitled to
deduction under Section 36(1)(iii), the assessee (firm) will not
be entitled to claim deduction for interest payment exceeding
18/12 per cent per se. This is because Section 40(b)(iv) puts
a limitation on the amount of deduction under Section 36(1)
(iii ) [Munjal Sales Corp Vs CIT (SC) 298 ITR 298].

(VII) Distinction between Sections 36(1)(iii) and 37(i)

Section 37(1), which is a residuary general provision, may
have application to any expenditure (including interest) which
is not of the nature described in Sections 30 to 36. To an
extent, Section 36(1)(iii) and Section 37(1), so far as the
allowance of interest is concerned, run parallel to each other.
But later, they do differ and it can then be discerned whether
a given case falls within the phraseology of Section 36(1)(iii)

or Section 37(1). Comparing the two, we may see —

Section 36(1)(iii) Section 37(1)

1.| It must be interest 1. | It may be interest even on any debt
on capital (moneys) incurred.
borrowed.

2.| The borrowings must be |2.| The debt incurred must be and
for the "purpose of the exclusively for the purposes of the
business". business.

3.| The borrowed amount 3. | The debt incurred must not utilized
may be utilized for even for procuring a capital asset so as
procuring a capital asset to fall within the gamut of "capital
related to the business expenditure”

One thing is certain that there can be no double deduction
— once under Section 36(1)(iii) and again under Section 37(1)
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— for one and the same amount of interest.

(VIII) Burden of Proof

(IX)

The burden of proving, that the moneys borrowed has not
been utilized for non business purpose and the lending has all
ingredients of “commercial expediency”, is on the assessee.
There are various case laws which supports this contention
viz. CIT Vs. Coimbatore Salem Transport P. Ltd.61
ITR 480 (Mad), Indian Metals & Ferro Alloys Ltd.
Vs. CIT,193 ITR 344 (Ori), CIT Vs Abhishek Ind
(P&H) 286 ITR 1. In the case of R. Dalmia Vs. CIT
133 ITR 169 (Del.) the Hon’ble High Court decided that
“Where the interest paid concerns the borrowed money
for business as well as non business purposes, the claim
may be disallowed in its entirety if no adequate material
is adduced by the assessee to determine that portion of
interest which pertains to business purposes”.

The extent of disallowance under Section 36(1)(iii)

The Assessing Officer is often confronted with a question
as to the extent of disallowance when it is proved that the
borrowings were utilized for non business purposes. In such

situations, there could be two possible scenario :

(1) Where there is only borrowed fund and no
composite or mixed fund. In such cases, the
disallowance is to be made at the full rate of interest
payable on such borrowed money. The amount of
interest, if any, realized from such utilization is not to
be taken into account for ascertaining the extent of
the disallowance [CIT Vs. India Silk House, 152
ITR 79 (Mad)].

(2) Where there is composite or mixed fund, in such
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a case, the Assessing Officer is required to co-relate
between the nature of feeding fund with utilization of
such fund. After this co-relation the Assessing Officer
may devise methods based on factual analysis of the
source of fund with the utilization of fund to arrive at
the figure of part disallowance of interest expenditure.
In this case, there cannot be full disallowance of interest
payable by the assessee. Where the funds are mixed
up, so that it is not possible to identify the extent of
borrowings utilized for such loans, proportionate amount
could be disallowed as held in K. Somasundaram and
Brothers Vs. CIT 238 ITR 939 (MAD).

(X) No allowance for pre-commencement interest

Section 36 falls within the code for computation of business
income. Unless a business is actually commenced, no
deduction under these provisions can be claimed in respect
of interest on moneys borrowed for the period prior to
such commencement [Ritz Continental Hotels Ltd. v.
CIT,114 ITR 554(Cal)].

(XI) No allowance in case of cessation of business

Where the business has ceased to be carried on, no deduction

can be claimed in respect of interest on borrowings [Assam
Biscuit Mfg. Co. Ltd. v. CIT,185 ITR 535 (Gauh)].

(XIII) No allowance on sham or colourable transactions.

It is true that an assessee is entitled to arrange his affairs in
such a way as to reduce his tax liability by all legal ways but
the arrangement ultimately adopted must be genuine and not
sham. If the object of the borrowing was illusory or colourable
and not genuinely for business purposes, these provisions will
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have no application [Govan Bros. v. CIT, (1963) 48 ITR
930, 941 (All)].

(XIIIThe Companies Act, 1956

It would be worthwhile to examine the provisions in the
Companies Act, 1956 with regard to loans to sister concerns
/ companies under the same management. The Companies
Act, 1956 deals with this issue in Section 370, 370A and
371. In fact it lays down very stringent conditions for making
any loans to companies under the same management. The
relevant part of Section 370 is reproduce to give an idea
about the provision whereby it says that “............ any body
corporate, unless the making of such loan, the giving
of such guarantee or the provision of such security has
been previously authorized by a special resolution of the
lending companuy......... ”. Thus it talks about making special
resolution before giving any loan to related companies.
Further, Section 371 deals with penalty for contraventions
to any conditions given in Section 370. Thereafter, Section
372A deals with Inter-Corporate loans and investments.

It would be not out of place to take strength from these

provisions to make good assessments.

5. Important Case Laws

The following are some important case laws apart from what
is discussed in above paragraphs. The illustrations give out
cases in favour of revenue where interest on borrowed

capital was held not allowable.

() Bombay Steam Navigation Co. P. Ltd. V. CIT 56
ITR 52 (SC).

Payment of interest by a company on unpaid price of
the assets taken over is not an affordable expense.
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(ii) Lachhiram Puranmal Vs. CIT 119 Taxman 1 (MP)

Interest paid on borrowed capital was held not deductible
where such capital was utilized for the purpose of
agricultural land which was admittedly not a business

investment.

(iii) Malwa Mills Karmchari Paraspur Sahkari
Sanstha Ltd. Vs. CIT 140 ITR 379 (MP).

Assessee having two units, A and B, made advances
from unit A and unit B. Interest debited in unit B held

not allowable because the entity was the same.

(ivy CIT Vs. Ahmedabad Mfg. & Calico Printing Co.
Ltd. (Guj.) 215 ITR 735

Payment of betterment charges is capital expenditure.
Therefore, payment of interest on annual installments
of the betterment charges will have to be regarded as
capital expenditure, because it has no direct nexus with
the day-to-day running of the business of the assessee.

(v) East India Pharmaceutical Works Ltd. Vs. CIT
(SC) 224 ITR 627

The interest that is paid by the assessee on any sum
borrowed by him for payment of income tax is not
deductible from his net income since it is only application
of profits and not expenditure incurred to earn profits.

(vi) Saraspur Mills Ltd. Vs. CIT (Guj.) 226 ITR 533

Interest paid for late payment of Income Tax is not
deductible as it is not incurred for the purpose of
carrying on of the business. The interest takes colour
from the nature of the principal.
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Auto Sales Vs. CIT 227 ITR 790 (All)

Interest on gifted amount remaining with the assessee
firm in the name of the donee to whom gift was made by
book entries and the donor partner not having sufficient
credit balance to his account, held not allowable because
such a transaction of gift could not be treated as a

genuine one.

Bharat Commerce and Industries Ltd. Vs. CIT
(SC) 230 ITR 733

For VDIS Tax paid in installments with interest, the
interest is not deductible as business expenditure or as
interest on borrowed capital.

Saswad Mali Sugar Factory Ltd. Vs. CIT 236 ITR
706 (Bom)

Interest on capital for purchase of machinery, which was
leased out and income therefrom was assessed under
the head “Income from other sources”, was held not
deductible under Section 36(1)(iii) in view of the finding
recorded by the Tribunal that the assessee’s intention
was not to carry on business, but to let out the business
assets as income vielding properties.

CIT Vs. Indian Express Newspaper (Madurai) P.
Ltd. 238 ITR 70 (Mad).

Interest paid on amount borrowed by the assessee
company and transferred to the investment company
floated by it which in turn transferred to same to an
associate company of the assessee company which was
engaged in the construction of a building was held not
deductible because the borrowed amount was not used
for the purposes of the assessee’s business.
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xi) CIT Vs. Ramkant Mishra 252 ITR 210 (Cal.)

Interest on cash credit, which have not been explained,
has been held not allowable in spite of the fact that
no addition was made on account of unexplained cash
credit.

(xii) JCT Ltd. Vs. DCIT (Calcutta) 276 ITR 115

Section 36(1)(iii), read with Sections 43(1) and 37(1),
of the Income-tax Act, 1961 - Interest on borrowed
capital - Assessment years 1987-88 and 1988-89
- Whether interest paid on borrowed capital under
deferred payment scheme for acquisition of plant and
machinery for period relevant till asset was first put to
use would not be eligible for deduction under Section
36(1)(iii) or Section 37(1) since it is includible in actual
cost of acquisition of asset till asset was first put to use,
in view of Explanation 8 to Section 43(1) - Held, yes.

(xiii) CIT Vs. Swapna Roy (All) 331 ITR 367

Borrowed funds were invested in financially fragile sister
concerns. The court held that there was no intention
to earn income but merely to assist sister concerns.
Deductions of interest paid on such borrowings is not
allowable.
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Rajesh Kumar
JCIT, Range 3, Ahmedabad

(i) Analysis of provisions- Legislative History

The provisions of Section 40(a)(ia) of the Act were brought on
Statute by Finance Act 2004, w.e.f. 01.04.2005, i.e the same
is applicable for assessment year 2005-06 and subsequent
assessment years.

Under the existing provisions of sub-clause (i) of clause (a) of
Section 40, failure to make deduction at source from payment
of interest, royalty, fees for technical services or any other sum
which is payable outside India, or in India to a non-resident
or to a foreign company or failure to make payment to the
account of the Central Government, attracts disallowance of
such payments in the hands of the payer. Deduction of such
sum is, however, allowed in the computation of income if tax
is deducted, or after deduction, paid in any subsequent year in
computing the income of that year.

e As step toward enforcing compliance of provisions of
TDS it was proposed to extend the provisions of Section
40(a)(i) to payments of interest, commission or brokerage,
fees for professional services or fees for technical services
to residents, and payments to a resident contractor
or sub-contractor for carrying out any work (including
supply of labour for carrying out any work), on which tax
has not been deducted or after deduction, has not been
paid before the expiry of the time prescribed under sub-
section (1) of Section 200 and in accordance with the
other provisions of Chapter XVII-B. It was also proposed
to provide that where in respect of payment of any sum,
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tax has been deducted under Chapter XVII-B or paid in
any subsequent year, the sum of payment shall be allowed
in computing the income of the previous year in which
such tax has been paid.

e Section 40(a)(ia) as introduced through Finance
Act 2004

e Section 40.

Notwithstanding anything to the contrary in Sections 30
to 38, the following amounts shall not be deducted
in computing the income chargeable under the head
“Profits and gains of business or profession”, —

(a) in the case of any assessee —

(ia) any interest, commission or brokerage, fees for
professional services or fees for technical services
pavable to a resident, or amounts payable to
a contractor or sub-contractor, being resident,
for carrying out any work (including supply of
labour for carrying out any work), on which tax
is deductible at source under Chapter XVII-B
and such tax has not been deducted or, after
deduction, has not been paid during the
previous vear, or in the subsequent vyear
before the expiry of the time prescribed under
sub-section (1) of Section 200

Provided that where in respect of any such sum,
tax has been deducted in any subsequent
vear or, has been deducted in the previous year
but paid in any subsequent vear after the
expiry of the time prescribed under sub-
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section (1) of Section 200, such sum shall be
allowed as adeduction incomputingtheincomeof
the previous vear in which such tax has been paid.

Explanation. — For the purposes of this sub-clause, —

(i)

(ii)

(ii)

(iv)

“Commission or brokerage” shall have the same

meaning as in clause (i) of the Explanation to
Section 194H,

“Fees for technical services” shall have the same
meaning as in Explanation 2 to clause (vii) of
sub-section (1) of Section 9;

“Professional services” shall have the same

meaning as in clause (a) of the Explanation
to Section 194J;

“Work” shall have the same meaning as in
Explanation III to Section 194C;

By the Taxation Laws (Amendment) Act 2006 w.r.e.f
01.04.2006, “rent and rovalty” was also brought within
the purview of provisions of Section 40(a)(ia) of the Act.

Liberalization of provisions of Section 40(a)(ia) made

through Retrospective amendment brought by the Finance
Act 2008

e With a view to liberalize provisions of Section 40(a)(ia) of
the Act, the Finance Act 2008 brought amendment w.r.e.f
01.04.2005 as under.

e In Section 40 of the Income-tax Act, in clause (a), —

(a)

in sub-clause (ia), with effect from the 1st day of April,

2005, -

(i)

for the words, brackets and figures “has not been
paid during the previous year, or in the subsequent
year before the expiry of the time prescribed under
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sub-section (1) of Section 2007, the following
words, brackets and figures shall be substituted and
shall be deemed to have been substituted, namely: —

“has not been paid, —

(A) in a case where the tax was deductible and
was so deducted during the last month of
the previous year, on or before the due date
specified in sub-section (1) of Section 139; or

(B) in any other case, on or before the last day of
the previous year”;

(i) for the proviso, the following proviso shall be
substituted and shall be deemed to have been
substituted, namely: —

“Provided that where in respect of any such
sum, tax has been deducted in any subsequent
year, or has been deducted —

(A) during the last month of the previous year but
paid after the said due date; or

(B) during any other month of the previous year
but paid after the end of the said previous year,
such sum shall be allowed as a deduction in
computing the income of the previous year in

which such tax has been paid.”;

Further liberalization of provisions of Section 40(a)(ia)
made through Prospective amendment brought by the
Finance Act 2010

e The legislature has brought further liberalization by way of
amendment in provisions of Section 40(a)(ia) of the Act w.e.f.
01.04.2010 as under.
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InSection 40 of theIncome-tax Act, in clause(a), in sub-clause (ia),

(@) for the portion beginning with the words “has not been
paid, — ” and ending with the words “the last day of the
previous year”, the words, brackets and figures “has not
been paid on or before the due date specified in sub-
section (1) of Section 139" shall be substituted;

(b) for the proviso, the following proviso shall be substituted,
namely: —

“Provided that where in respect of any such sum, tax
has been deducted in any subsequent year, or has been
deducted during the previous year but paid after the due
date specified in sub-section (1) of Section 139, such sum
shall be allowed as a deduction in computing the income
of the previous year in which such tax has been paid.”.

Further liberalization of provisions of Section 40(a)(ia)

made through Prospective amendment brought by the
Finance Act 2012

With a view to liberalize provisions of Section 40(a)(ia) of the Act
Finance Act 2012 brought amendment w.e.f 01.04.2013

as under.

The following second proviso shall be inserted in sub-
clause (ia) of clause (a) of Section 40 by the Finance
Act, 2012, w.e.f. 1-4-2013 :

Provided further that where an assessee fails to deduct
the whole or any part of the tax in accordance with
the provisions of Chapter XVII-B on any such sum but is
not deemed to be an assessee in default under the
first proviso to sub-section (1) of Section 201, then,
for the purpose of this sub-clause, it shall be deemed that
the assessee has deducted and paid the tax on such sum
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on the date of furnishing of return of income by the
resident payee referred to in the said proviso.

Since provisions of Section 40(a)(ia) as amended by
Finance Act 2012 is linked to Section 201 of the Act, so
it is essential to know and understand the provisions of
Section 201 of the Act.

Relevant provisions of Section 201.
(1) Where any person, including the principal officer of a company —

(@) who is required to deduct any sum in accordance with
the provisions of this Act; or

(b) referred to in sub-section (1A) of Section 192, being an
employer, does not deduct, or does not pay, or after so
deducting fails to pay, the whole or any part of the
tax, as required by or under this Act, then, such person,
shall, without prejudice to any other consequences which
he may incur, be deemed to be an assessee in default in
respect of such tax:

[Provided that any person, including the principal
officer of a company, who fails to deduct the
whole or any part of the tax in accordance with
the provisions of this Chapter on the sum paid to a
resident or on the sum credited to the account of a
resident shall not be deemed to be an assessee
in default in respect of such tax if such resident —

(i)  has furnished his return of income under Section
139;

(i)  has taken into account such sum for computing
income in such return of income; and

(i)  has paid the tax due on the income declared by
him in such return of income,
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and the person furnishes a certificate to this
effect from an accountant in such form as may
be prescribed:]

Salient features of Provisions of Section 40(a)(ia)

Applicable to all assessees, i.e irrespective of its status.

Applies only for computation of income chargeable under the
head “Profits and gains of business or profession”.

Applies to payments made to resident only.

Applies to expenses/payments as specified therein, if
otherwise these payments are allowable as deduction under
Sections 30 to 38 of the Act, i.e. the genuineness of
expenses/payments and other criteria to be satisfied under
Sections 30 to 38 of the Act must be satisfied, otherwise theses
expenses/payments will not be allowable under Sections30 to
38 of the Act itself. Hence, when all the conditions/criteria
of any particular section are satisfied and the payments are
otherwise allowable under Sections 30 to 38 of the Act and if
the provisions of Section 40(a)(ia) of the Act are not complied
with in any particular financial year, then such payments will
not be allowable as expense in that particular financial year.

Point of TDS made and it’s remittance to the Govt.
account need to be analysed from assessment year 2005-
06 and subsequent years in accordance with the Substantive
provisions as brought by Finance Act 2004 and various
retrospective/prospective amendments brought therein
through various Finance Act in various years.

(ii) Important Issues and Judicial decisions.

A. Constitutional validity

e For violation of TDS provisions the Income Tax Act
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already provided for levy of penalty and prosecution, so
the assessees had challenged the validity of provisions
of Section 40(a)(ia), which provides for disallowance of
payments/expenses for TDS default, on the ground/
principle of double jeopardy.

e The Hon’ble Punjab & Haryana HC in the case of
Rakesh Kumar & Co. vs. UOI reported in 178
Taxman 481, the Hon’ble Madras HC in the case of
Tube Investment of India Ltd & Anr. Vs. ACIT
reported in 325 ITR 610 and the Hon’ble Allahabad
HC in the case of Deys’s Medical (UP) P Ltd, vs.
UOI reported in 316 ITR 445 has upheld the
constitutional validity of Section 40(a)(ia) of the Act.

B. Amendments - Retrospective vs. Prospective

e The amendment, in respect of point of TDS deducted
and remittance thereof in Govt. account, brought
through Finance Act 2008 has been made applicable
retrospectively from A.Y. 2005-06 and hence there
is controversy for same.

e The amendment, in respect of point of TDS deducted
and remittance thereof in Govt. account, brought
through Finance Act 2010 has been made applicable
prospectively from 01.04.2010. However some
courts/tribunals have held the same to be retrospective on
the ground that the same has been brought to rationalize
and mitigate the provisions of Section 40(a)(ia) of the Act.

> In the case of Bharati Shipyard Ltd. vs.
DCIT reported in 13 taxmann.com 101,
the Hon’ble Mumbai Special Bench decided
the matter in favour of Revenue and held that
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amendment brought out by Finance Act, 2010 to

Section 40(a)(ia) with effect from 1-4-2010 being

not remedial and curative in nature cannot be

declared as having retrospective effect from date
of insertion of provision, i.e., 1-4-2005.

However the Hon’ble Calcutta High Court in
the case of CIT vs. Virgin Creations in ITA
No. 302 of 2011 in GA No. 3200/2011, vide
its order dated 23.11.2011 has decided the
issue against the Revenue, and after relying on
the decision of the Hon’ble SC in the case of Allied
Motors P Ltd, and Alom Extrusions Ltd has held that
the provisions which hasinserted the remedy to make
the provision workable, requires to be treated with
retrospective operation so that reasonable deduction
can be given to the section as well, and accordingly
has held the said amendment is retrospective.

C. Paid vs Payable.

The uses of word “Payable”, in Section 40(a)(ia) of

the Act has created controversy as to whether payable

includes amounts paid during the year. The Courts/

tribunals have given conflicting decisions.

>

In the case of DCIT vs. Ashika Stock Broking
Ltd. reported in 44 SOT 556 the Hon’ble
Kolkatta ITAT has decided the matter in
favour of revenue and after following its decision
dated 15.01.2010 in the case of Poddar Son’s EXLL
P Ltd vs. ITO in ITA No. 1418(Kol.)/09 has held
that provisions of Section 40(a)(ia) of the Act are
applicable to even sums paid during the year.

115



A STEP AHEAD

> In the case of Teja Construction vs. ACIT
reported in 39 SOT 13 the Hon’ble
Hyderabad ITAT has decided the issue
against the Revenue and has held that provisions
of Section 40(a)(ia) of the Act are not applicable in
respect of sums/amount paid during the year and
which are not payable at end of the year on date
of balance sheet, as it is applicable only in respect
of “Payable amount” shown in balance sheet as
outstanding expenses on which TDS has not been

made. Similar laws were laid in various other cases.

> To resolve the above issue Special Bench was
constituted and the Hon’ble Visakhapatnam
Special Bench of ITAT in the case of Merilyn
Shipping & Transport vs. Addl CIT reported
in 20 taxmann.com 244 has decided the
issue against the Revenue and after comparing
the proposed and enacted provision which is
intended from the replacement of the words in the
proposed and enacted provision from the words
‘amount credited or paid’ to ‘payable’ has
held that it has to be concluded that provisions of
Section 40(a)(ia) are applicable only to the amounts
of expenditure which are payable as on the date
31st March of every year and it cannot be invoked
to disallow expenditure which has been actually
paid during the previous year, without deduction
of TDS.

> However the Hon’ble Andhra Pradesh HC
in the case CIT vs. Merilyn Shipping &
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Transports, vide its order dated 08.10.2012
in . T.T.AM.P.No.908 0f 2012in[.T.T.A. No.384
of 2012 has granted interim stay/suspension
on the order of the Hon’ble Special Bench.

D. Applicability to head “Profits and gains of business
or profession” or other heads of income also

e A controversy arose as to whether the provisions of Section
40(a)(ia) is applicable for computing the income chargeable
under the head “Profits and gains of business or profession” or
computation of income under any other heads of income also.

The Section 40 clearly stipulates that “Notwithstanding
anything to the contrary in Sections 30 to 38, the following
amounts shall not be deducted in computing the income
chargeable under the head “Profits and gains of business
or profession”. Hence it is evident that the provisions of
Section 40(a)(ia) is applicable while computing the income
chargeable under the head “Profits and gains of business or

profession” and it is not applicable to any other heads of income.

> Inthe case of Mrs. Sushila Mallick vs. ITO reported
in 19 taxmann.com 233, the Hon’ble Lucknow
ITAT has held that the brokerage had been paid on
account of sale of the properties, the income of which
had been shown under the head ‘short-term capital
gain’. The selling of properties was not the business of
the assessee and, as such, the amount involved in the
transaction relating to the selling of properties was not
the part of turnover of the assessee. In view of same the
Hon’ble ITAT held that in facts of the case the provisions
of Section 40(a)(ia) of the Act is not applicable.
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> In the case of Mahatma Gandhi Seva Mandir vs.
DDIT(Exemp) reported in 21 taxmann.com 321 the
Hon’ble ITAT has held that the exception in Section 40 is
carved out, only for the purpose of Section 28 and not for
computing the exemption of income of a charitable trust
under Section 11. The disallowance made under Section
40(a) will only go to enhance the business profit of an
assessee whose income is assessable under Section 28 and
not otherwise. Hence, provisions of Section 40(a) are not
applicable in case of charitable trust or institution where
income and expenditure iscomputed in terms of Section 11.

E. Applicability to Section 30 to 38 or other
Sections also

e A question arose whether the provisions of Section 40(a)
(ia) is applicable to sums allowable as expenses under
Sections other than 30 to 38 of the Act, for computation
of income chargeable under the head “Profits and gains

of business or Profession”.

Section 40 clearly stipulates that “Notwithstanding
anything to the contrary in Sections 30 to 38, the
following amounts shall not be deducted in computing
the income chargeable under the head “Profits and gains
of business or profession”. Hence from the above it is
evident that the provisions of Section 40(a)(ia) of the Act
is applicable only for sums which are otherwise allowable
under Sections 30 to 38 of the Act and not under any
other section of the Act.

e In strict sense if any expense is otherwise allowable under
Section 28 of the Act then the same will not be covered
by the provisions of Section 40(a)(ia) of the Act. Similar
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law has been laid down by the Hon’ble Hyderabad ITAT
in the case of Teja Construction vs. ACIT reported
in 39 SOT 13.

F. Whether the provisions of Section 40(a)(ia) is applicable

to Capital expenses.

As discussed above provisions of Section 40(a)(ia) of
the Act is applicable to sums allowable under Sections
30 to 38 of the Act. Hence if any capital expense is
allowable as deduction under Sections 30 to 38 of the
Act while computing income under the head “Profits
and gains from business or profession”, the same

will be covered under Section 40(a)(ia) of the Act.

Under Section 35 of the Act expenses incurred on
capital assets for research and development is allowable
as deduction and hence the same will be covered by the
provisions of Section 40(a)(ia) of the Act.

A question arises where the claim of depreciation under
Section 32 of the Act is covered under Section 40(a)
(ia) of the Act. The provisions of Section 40(a)(ia) of the
Act is applicable to payments specified therein which are
allowable under Section 30 to 38 of the Act. Since the
claim of depreciation is not payment or expenditure in
strict sense but the same is statutory allowance, so
strictly the claim of depreciation will not be covered under
Section 40(a))(ia) of the Act. Further the actual cost and
WDV is defined in Section 43 of the Act and provisions
of Section 40(a)(ia) of the Act does not override the
provisions of Section 43 of the Act.

> In the case of Shri Vishnu Anant Mahajan
vs. ACIT in ITA No. 3002/Ahd/2009 for
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A.Y. 2006-07 the Hon’ble Special Bench
ITAT, Ahmedabad vide its order dated
25.05.2012, after relying on the decision of the
Hon’ble SC in the case of Nectar Beverages P Ltd
vs. DCIT reported in 314 ITR 314 and of Hon'ble
Mumbai ITAT in the case of Hoshang D Nanavati
vs. ACIT in ITA No. 3567/Mum/2007 has held
that “Depreciation” is not an expenditure but the
same is statutory deduction.

G. Whether the provisions of Section 40(a)(ia) of the Act
is applicable to computation of presumptive income
under Sections 44A, 44AD, 44AE, 44AF etc.

From the provisions of Section 40(a)(ia) of the Act it is
evident that the provisions of Section 40(a)(ia) of the Act
will not be applicable while computing presumptive
income under Section 44A, 44AD, 44AE, 44AF etc.

> In the case of Teja Construction vs. ACIT
reported in 39 SOT 13 the Hon’ble ITAT
has held that as such, it may be observed that it
is only the deductions referred to in Sections 30
to 38 which would definitely fall for consideration
of disallowance under Section 40 and they cannot
be claimed as deduction under Section 28. This
reasoning applies with equal force to the analogous
provision of Sections 43, 44AD, 44AE, 44B,
44ABA, 44BBB, 44C and 44D and so on, which
all relate to computation of business income and
clearly start with a non obstante clause, which
is similar to the one in Section 40, but reading
‘Notwithstanding anything to the contrary in
Sections 28 to 43C’.
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In the case of ITO vs. Mark Construction
reported in 23 taxmann.com the Hon’ble
Kolkatta ITAT has held that in the case of CIT
v. Surindra Pal Anand [2010] 192 Taxman
264 (Punj. & Har.) the Hon’ble Punjab and
Haryana High Court has held that once under the
special provision of Section 44AD of the IT Act
exemption from maintenance of books of account
have been provided and the presumptive tax at
8% of the gross receipts itself is the basis for
determining the taxable income, the assessee was
not under obligation to explain individual entry of
cash deposits in the bank unless such entries had
no nexus with the gross receipts. In the present
case though from the details filed by assessee the
Id. AO observed that no TDS has been recovered,
in our opinion, since assessee has disclosed
the profits more than 8% of the gross receipts
and there is no dispute in receipt of the gross
receipts the addition made by Id. CIT(A) under
Section 40(a)(ia) of the IT Act is not sustainable.

H. Whether under Section 40(a)(ia) of the Act the TDS is
required to be deducted under proper section or it is
sufficient if any TDS is deducted.

Situations may also arise where the deduction of tax and

its payment is lower than what was required under the

law. The issue would be;

(i)
(if)

(iii)

if the full amount will be allowed as deduction: or

it will only be proportionate to the tax deducted at
source: or

no deduction at all will be allowed.
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e  There are judgments, in the area of short deduction of
tax, which show that the issue has to be judged on the
basis of the facts and circumstances of each case.

> In the case of ITO vs. Premier Medical
Supplies & Stores reported in 25 taxmann.
com 171 the Hon’ble Kolkatta ITAT has held
that the conditions laid down under Section 40(a)
(ia ) for making addition are that tax is deductible
at source and such tax has not been deducted. If
both the conditions are satisfied then such payment
can be disallowed under Section 40(a)(ia ), but the
provisions of Section 40(a)(ia) have two limbs, one
is where, inter alia, assessee has to deduct tax
and the second where after deducting tax, inter
alia, the assessee has to pay into Government
Account. There is nothing in the said section to
treat, inter alia, the assessee as defaulter where
there is a shortfall in deduction. The Section 40(a)
(ia) refers only to the duty to deduct tax and pay to
government account. If there is any shortfall due
to any difference of opinion as to the taxability
of any item or the nature of payments falling
under various TDS provisions, the assessee can be
declared to be an assessee-in-default under Section
201 and no disallowance can be made by invoking
the provisions of Section 40(a )(ia).

> Similar law has been laid down by the Hon’ble
Kolkatta ITAT in the case Dy. CIT v. S. K.
Tekriwal [2011] reported in 48 SOT 515,
and by the Hon’ble Mumbai ITAT in the
case of DCIT vs. Chandabhoy & Jassobhoy
reported in 17 taxman.com 158.
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The above referred law laid down by the

Hon’ble Kolkatta ITAT in the case of S.K.

Tekriwal has been confirmed by the Hon’ble

Calcutta HC in same case in ITAT No. 183 of

2012 GA No. 2069 of 2012, wherein the Hon'ble
Calcutta HC vide its order dated 03.12.2012.

In the case of Diplomat Enterprises the assessee
had deducted on certain payments @ 2.20% as
against 2.24%. The assessee had suo motu
disallowed the said sum under Section 40(a)(ia) of
the Act (mainly due to reason that the assessee was
claiming deduction under Section 80IB of the Act).
The AO was of the opinion that disallowance
needed to be made only proportionately, i.c.
in other words, proportionate to the tax actually
deducted at source. Therefore he scaled down
the disallowance made by the assessee under
Section 40(a)(ia) of the Act. The CIT(A) reinstated
the working done by the assessee. The Hon’ble
Chennai ITAT in the case of ACIT vs.
Pixie Enterprises reported in 15 taxmann.
com 314, wherein the case of Diplomat
Enterprises in I. T. A. No. 1557/Mds/2009
was also decided, held that the line of reasoning
adopted by the learned Commissioner of Income-
tax (Appeals) is incorrect. He was bound to look
into the aspect whether the disallowance suo motu
done by the assessee was justified after analysing
Section 40(a)(ia) and the effect of allowing such
claim, in future years when the assessee made good
the short fall in deduction of tax. The disallowance
contemplated under Section 40(a)(ia) is where tax
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has not been deducted or where, after deduction,
it is not paid. Whether such disallowance can be
done even when deduction has been effected but
at a rate lower than the prescribed one has not
been looked into by the learned Commissioner
of Income-tax (Appeals). The view of the learned
Commissioner of Income-tax (Appeals) that the
exercise is futile is not correct since it will have
ramifications in future years, when allowances are
claimed by the assessee after remitting the short
fall. Hence the Hon’ble ITAT set aside the order of
the learned Commissioner of Income-tax (Appeals)
in this regard and remitted it back to him, for
disposal in accordance with law.

e  The provisions of Section 40(a)(ia) of the Act uses the
words “....on which tax is deductible at source under
Chapter XVII-B and such tax has not been deducted
or, after deduction, has not been paid.....”. The use of
words “Such tax” clearly denotes that the tax has to be
deducted at per rate prescribed under the appropriate
section in Chapter XVII-B of the Act which is applicable
to the sums under consideration. The expression “on
which tax is deductible at source under Chapter XVII-B
and on which such tax has not been deducted” clearly
indicates that the disallowance provisions get attracted
when such tax is not deducted- i.e. tax deductible under
Chapter XVII-B. So, even if part of tax deductible is not
deducted, the disallowance under Section 40(a)(ia) kicks in.

The said proposition of law gets further fortified from the
proviso inserted by the Finance Act 2012, which provides
that “where an assessee fails to deduct the whole or
any part of the tax in accordance with the provisions
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of chapter XVII-B on any such sums”. The use of words

“whole or any part of the tax” makes it evident that the

TDS not only need to be deduct but the same need to be

deducted at appropriate rate under applicable section in
Chapter XVII-B of the Act.

I. Meaning of tax deductible under chapter XVII for
Section 40(a)(ia)

The courts have held that under Section 40(a)(ia) of the
Act there should be legal liability to deduct the tax under
Chapter XVII. If there is no such liability to deduct TDS
then the provisions of Section 40(a)(ia) of the Act cannot

be invoked.

>

In the case of Pareek Electricals vs. Assistant
Commissioner of Income-tax, Circle 2(1),
Cuttack reported in 27 taxmann.com 219
the Hon’ble Cuttack ITAT has held that Where
assessee paid rent to land lady, which was below
taxable limit, without deduction of tax at source
under Section 194-1 and filed Form No. 15G being
given by land lady, disallowance of rent paid under
Section 40(a)(ia) on plea that there were infirmity
in Form No. 15G was unjustified.

In the case of ACIT vs. Meerut Rubber
Factory reported in 25 taxmann.com 338,
the Hon’ble Delhi ITAT has held that the
assessee had not deducted tax at source on the
ground that the depositors intended to file form No.
15G/15H in time but Form No. 15G/15H were
not filed by the date on which it credited/paid the
interest to the depositors. In Section 40 the word
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‘shall not be deducted in computing the income
chargeable under the heads ‘Profits and gains of
business or profession’ have been employed. It is a
settled law that where the word ‘shall’ is used, it is
mandatory. Therefore, for allowance of deduction
under Section 40(a)(ia), the assessee should have
either obtained Form No. 15G/15H on or before
the end of the accounting year or it should have
deducted tax at source. Since provisions of Section
40(a)(ia) are mandatory in nature, in cases where
the assessee had not deducted tax at source, the
deduction would not be allowable.

> In the case of Shyam Sunder Kailash Chand
vs. ITO reported in 19 taxmann.com 342
the Hon’ble Jaipur ITAT has held that where
the amount was paid/payable to contractor/sub-
contractor and where Form No. 15G was received
by the assessee from depositors was submitted to
AO late by few days but before framing assessment,
interest paid by assessee to depositors without
deduction of tax at source could not be disallowed
since said forms were available to AO while framing

assessment order.

> In the case of CIT vs. Valibhai Khanbhai
Mankad in Tax Appeal No. vide its order
dated 01.10.2012, the Hon’ble Gujarat HC
has held as under.

For application of Section 40(a)(ia) of the Act, the
foremost requirement would be of tax deduction at
source.
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Section 194C, as already noticed, makes
provision where for certain payments, liability
of the payee to deduct tax at source arises.
Therefore, if there is any breach of such
requirement, question of applicability of Section
40(a)(ia) would arise. Despite such circumstances
existing, sub-section (3) makes exclusion in
cases where such liability would not arise. We
are concerned with the further proviso to sub-
section (3), which provides that no deduction
under sub-section (2) shall be made from the
amount of any sum credited or paid or likely to
be credited or paid to the sub-contractor during
the course of business of plying, hiring or leasing
goods carriages, on production of a declaration
to the person concerned paying or crediting such
sum in the prescribed form and verified it in the
prescribed manner within the time as may be
prescribed, if such sub-contractor is an individual
who has not owned more than two goods

carriages at any time during the previous year.

The exclusion provided in sub-section (3) of Section
194C from the liability to deduct tax at source under
sub-section (2) would thus be complete the moment
the requirements contained therein are satisfied.
Such requirements, principally, are that the sub-
contractor, recipient of the payment produces a
necessary declaration in the prescribed format
and further that such sub-contractor does not own
more than two goods carriages during the entire

previous year. The moment, such requirements are
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fulfilled, the liability of the assessee to deduct tax
on the payments made or to be made to such sub-
contractors would cease. In fact he would have no
authority to make any such deduction.

The later portion of sub-section (3) which follow the
further proviso is a requirement which would arise
at a much later point of time. Such requirement is
that the person responsible for paying such sum to
the sub-contractor has to furnish such particulars
as prescribed. We may notice that under Rule 29D
of the Rules, such declaration has to be made by
the end of June of the next accounting year in
question.

In our view, therefore, once the conditions of
further proviso of Section 194C(3) are satisfied,
the liability of the payee to deduct tax at source
would cease. The requirement of such payee to
furnish details to the income tax authority in the
prescribed form within prescribed time would arise
later and any infraction in such a requirement would
not make the requirement of deduction at source
applicable under sub-section (2) of Section 194C
of the Act. In our view, therefore, the Tribunal was
perfectly justified in taking the view in the impugned
judgment. It may be that failure to comply such
requirement by the payee may result into some
other adverse consequences if so provided under
the Act. However, fulfillment of such requirement
cannot be linked to the declaration of tax at source.
Any such failure therefore cannot be visualized by

128

www.taxguru.in



Chapter - 6

Disallowance on account of
non-deduction of TDS - Section 40(a)(ia)

adverse consequences provided under Section
40(a)(ia) of the Act.

When on the basis of the record it is not disputed
that the requirements of further proviso were
fulfilled, the assessee was not required to make
any deduction at source on the payments made
to the sub-contractors. If that be our conclusion,
application of Section 40(a)(ia) would not arise
since, as already noticed, Section 40(a)(ia) would
apply when there is a requirement of deduction of
tax at source and such requirement is either not
fulfilled or having deducted tax at source is not
deposited within prescribed time.

d. Effect of Explanation to Section 40(a)(ia) of the Act.

The effect of Explanation to Section 40(a)(ia) of the Act is
that the nature of any sums has to be determined within
the meaning of definition of such sums given in the said
Explanation.

In the case of Sonata Information Technology
Ltd vs. DCIT reported in 25 taxmann.com 125 it
has been held that for the purpose of Section 40(a)(ia),
royalty shall have the same meaning as in Explanation 2
of clause (vi) of sub-section (1) of Section 9. Explanation
4 which was introduced with effect from 1-6-1976 by the
Finance Act, 2012 has no effect as that Explanation was
not referred to in Section 40(a)(ia). Since the definition of
royalty is specifically mentioned in Section 40(a)(ia), the
examination of the issue can only be made with reference
to Explanation 2 alone.
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K. Whether provisions of Section 40(a)(ia) of the Act can
be invoked when TDS was deducted but not paid on
the ground that in earlier years excess TDS has been
paid and refund is arising therein.

e In the case of HCC Pati Joint Venture vs. ACIT
reported in 12 taxmann.com 179 the Hon’ble
Mumbai ITAT has held that the provisions of Section
40(a)(ia) are in the nature of additional measure to
ensure the deduction and deposit of the tax (TDS)
within time. When the assessee makes more payment
than requirement, the CBDT has given a right to the
deductor to claim refund or adjust the excess payment,
the refund and claim of excess payment has to be decided
by the revenue authorities. But in the garb of the claim
of excess deposit, the TDS deducted by the assessee on
the payment during subsequent year cannot be withheld.
The assessee has to deposit the TDS in compliance with
the provisions of the Act. Since, the TDS deducted by
the assessee is not the assessee’s own tax liability but the
assessee is under obligation and duty to deposit the same
with the Government, non-deposit of the TDS deducted
by the assessee is clear contradiction of the provisions
of the Act. Moreover, when the TDS is deducted on the
payment, the said payment is allowed as expenditure
only when the assessee fulfils the conditions as prescribed
under Section 40(a)( ia). Therefore, irrespective of the
fact that the assessee is entitled to claim the refund or get
it adjusted against the tax liability under the provisions of
the Act, the assessee cannot withhold the TDS deducted
and if the assessee does so then the relevant provisions
of the Act are attracted. Therefore, when the assessee
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undisputedly deducted the tax but to the extent the same
was not deposited with the Government, the provisions
of Section 40(a)(ia) were attracted and the claim of the
deduction of such expenditure was to be disallowed.

L. Single transactions- Whether maxim of “Lex Non

Cogit Ad Impossibilia” is applicable.

Under Section 40(a)(ia) of the Act if tax is deducted and
paid in a subsequent year, the business expenditure can
be reduced from total income in that year. But tax can
be deducted if there is another transaction between the
assessee and the same payee or some amount should
remain outstanding to enable deduction. However if there
was only one transaction and the payment was made
in full without deduction of tax, then TDS cannot be
deducted in subsequent year and hence such sums will
not be allowable in any of the year. In such a situation
the assessee may rely on the well-known maxim of Lex
Non Cogit Ad Impossibilia, which means that the law
does not compel a person to do that what he cannot
possibly perform. However this is yet to be decided by
the Judiciary with respect to Section 40(a)(ia) of the Act.

M. Tax paid voluntarily or collected involuntarily without

deduction from the payee

Another situation would be where the tax was not
deducted at source but was paid voluntarily or collected
by the Income-tax authorities from the assessee through
coercive methods prescribed in Section 201. The way
sub-clause (ia) to Section 40(a) is worded, a view can
be taken that the assessee will not be entitled to the
deduction of the expenditure where tax was not deducted
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by him but was voluntarily paid by him or involuntarily
collected from him. The main sub-clause (ia) as well as
the proviso thereto makes deduction from the payee an
essential condition for allowing expenditure as business
deduction in the hands of the assessee.

e  However, in a similar provision contained in sub-clause (i)
of Section 40(a) in respect of payments to non-residents
and foreign companies, the Rajasthan High Court,
in Addl. CIT v. Farasal Ltd. (1987) 163 ITR 364
(Raj), interpreted the word “paid” in that sub-clause
to include involuntary payment of tax collected by the
Revenue. In doing so, it took into account the fact that
the object of Section 40(a)(i) is to protect the interest
of Revenue by ensuring that in respect of the amount
chargeable under the Act and payable outside India,
the tax is paid by the non-resident or deducted in cases
where the non-resident does not have any agent in India
from whom the tax can be recovered. From this point of
view, it is immaterial whether the Revenue has received
payment of the tax due either voluntarily or by initiation
of recovery proceedings against him. In all likelihood the
courts may take similar views as Rajasthan HC has taken

in above referred case.

N. Disharmony between provision to Section 40(a) (ia)
and Section 199.

e  Section 199 prescribes that the credit for the tax deducted
at source will be allowable to the payee in the year in
which the income liable to deduction is assessed to tax.
Normally, income is assessed on accrual basis. The payee
may not get the benefit of the deduction of tax at source if
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it is deducted by the assessee in a year subsequent to the
year in which it is assessable in the payee’s hands. This
will also cause problem as the system will show the credit
in 26AS in next year and system will not allow credit in
any other year.

O. Possible Misuse/Tax planning

It is possible to misuse of or tax planning through Section
40(a)(ia).

If any assessee is eligible for deduction under Chapter
VIA or exemption under chapter III of the Act at 100%
or some other percentage of its income in any particular
assessment year, then the assessee may deliberately not
deduct or less deduct TDS on the payments on which
TDS are required to be made in any particular section
under Chapter XVII-B of the Act and disallow such sums
in computation of its income and claim exemptions under
Chapter Il or deduction under Chapter VIA of the Act
on such enhanced income in that particular assessment
year and in any subsequent assessment year where the
assessee is not eligible for exemption/deduction at the
rate of 100% or not eligible for any such exemption/
deduction, the assessee pays the TDS and claim such
expenses in such year reducing its tax liabilities. There
is no express provision under the Act to tackle such a
situation. Similar tax planning was made by the
assessee in the case of Diplomat Enterprises, the
facts of which are discussed above.

Similarly, in case the assessee has huge business loss
in any particular assessment year then the assessee
may willingly default either fully or partly the TDS
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provisions and suo motu make disallowance under
Section 40(a)(ia) of the Act in that assessment year
and rectify such TDS default in later year and claim
such expenses in that later year and get the benefit of
extended period of carry forward of business losses.

(iii) Collection of facts and investigation thereof

e The Assessing officers have to go through the various
payments debited in the P & L account.

e  Identify the payments on which prima-facie the TDS was
required to be made in any of the Sections under Chapter
XVII-B of the Act.

e Call for details of such payments and nature thereof,
including necessary evidences, during the course of
assessment proceedings.

e Analyse the nature of payments and ascertain whether the
payments were of such in nature on which TDS was required
to be made in any particular section in Chapter XVII-B.

e Verify with evidences, i.e. quarterly TDS returns filed
by the assessee, as to whether correct TDS have been
deducted on such payments and deposited in the Govt.
account within the stipulated time under Section 40(a)(ia).

e [t is important to note that TDS on payments of one
particular nature need to be made under only applicable
section and no other section, i.e. various Sections under
Chapter XVII-B are mutually exclusive. The CBDT vide
Circular No. 720 dated 30.08.1995 has clarified
that each section regarding TDS under Chapter XVII,
deals with a particular kind of payment to the exclusion
of all other sections in this Chapter. Thus, payment of any
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sum shall be liable for deduction of tax only under one
section. Therefore, a payment is liable for tax deduction

only under one section.

The AO should go through the Circular No.5/2002,
Circular No. 715 of 2002 and other Circulars wherein
the Board has clarified in the form of question and
answers and otherwise the liabilities of TDS on various
payments made and the liability to deduct TDS should be
ascertained in harmony to said Circulars.

In view of the decision of Hon’ble Gujarat HC in the
case of CIT(TDS) vs. Krishak Bharati Coopeartive
Ltd. in Tax Appeal No. 618 of 2010, order dated
12.07.2011, the CBDT vide Circular No. 9/120 in
F.No. 275/11/2012-IT(B) dated 17.10.2012 has
clarified that in case the owner/seller of the gas sells as
well as transport the gas to the purchaser till the point of
delivery, where the ownership of gas to the purchase is
simultaneously transferred, the manner of raising the sale
bill (whether the transportation charges are embedded in
the cost of gas or shown separately) does not alter the
basic nature of such contract which remain essentially
a ‘contract for sale’ and not a ‘works contract’
as envisaged in Section 194C of the Act. Here in such
circumstances, provisions of Chapter XVII-B of the Act are
not applicable on the component of Gas Transportation
Charges paid by the purchaser to the Owner/Seller of
gas. The use of different modes of transportation of gas
by Owner/Seller will not alter the position. It is needless
to mention that transportation charges to a third party
transporter of gas, either by the Owner/Seller of the
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gas or purchaser of the gas or any other person, shall
continue to be governed by the appropriate provisions
of the Act and TDS shall be deductible on such payment
to the third party at the applicable rates.

e In the case of Mitra Logistic P Ltd vs. ITO reported
in 27 taxmann.com, the Hon’ble Kolkatta ITAT has held
that where an expenditure, being fully reimbursable
by assessee’s principal, is not claimed as expenditure by
assessee it would not be subject to rigour of Section 40(a)
(ia) of the Act.

e In the case of Pareek Electricals vs. ACIT, reported
in 27 taxmann.com 219, the Hon’ble Cuttack ITAT
has held that where the assessee was a franchisee of BSNL
and received commission on gross value of purchase and
on said commission BSNL had deducted tax at source
under Section 194H of the Act. It had also appointed
sub-franchise for selling products of BSNL and out of
its commission allowed trade discount to sub-franchisees.
The AO treated the trade discount as commission and
disallowed same by applying Section 40(a)(ia) on plea
that the assessee had not deducted tax at source under
Section 194H on traded discount. It was held that trade
discount made available to sub-franchise was a
compensation by foregoing part of commission
already subjected to tax at source by BSNL and
it could not have suffered taxation under Section 194H
and hence disallowance under Section 40(a)(ia) was
unjustified.

In the case of Sri Venkatesh Paper Agencies(Hyd)
P Ltd reported in 24 taxmann.com 52, the Hon’ble
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Hyderabad ITAT has held that it is not disputed that
the interest paid is not for any loan or debt incurred
by the assessee but for the delay in payment of bills for
purchases effected from company. Therefore, it has to
be seen as to whether such payment is in the nature
of interest as envisaged under Section 2(28A). As seen
from the order of the ITAT Ahmedabad Bench in the
case of ITO v. Parag Mahasukhlal Shah 46 SOT
302 the Tribunal has held that a payment which has
direct link and immediate nexus with the trading liability
being connected with the delayed purchase payments
will not fall within the category of interest as defined in
Section 2(28A). The payment made by the assessee in
the present appeal being of similar nature also cannot be
termed as interest as defined under Section 2(28A).

(iv) Drafting of assessment vis-a-vis Section 40(a)(ia)

The drafting of assessment order is an art and dealing the
issue of disallowance under Section 40(a)(ia) of the Act is not
different from dealing of any other issue.

The AO must bring all the facts of the case. It is of utmost
importance that the AO has to bring all the facts of the case,
because if the AO fails to bring all the facts, relevant to the
issue, on the record then the same is lost forever until and
unless the same is brought on record from some third source
of information.

The law can be taken care of at any stage, i.e. at the assessment
or appellate stage as held by the Hon’ble SC in the case of
National Thermal Power Co. Ltd vs. CIT, reported in 229 ITR
383. After ascertaining full facts of the case and analyzing the
same the AO should ascertain whether the TDS was required
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to be made and also the relevant/appropriate section under
Chapter XVII-B.

*  Once it is established that on any sums/payments the tax was
deductible under Chapter XVII-B of the Act, then it should
be verified whether the assessee has deducted the tax at
applicable rate on not and whether after deducting the tax at
source the assessee has remitted/deposited the same within
the time stipulated under the provisions of Section 40(a)(ia) of
the Act.

e  Every default under Section 40(a)(ia) for any payment, should
be determined and listed out in detail.

e The assessee should be given show cause pointing out each
default committed under Section 40(a)(ia) of the Act.

e Both factual and legal grounds raised by the assessee in
response to show cause notice should be dealt elaborately and
clear finding on all the grounds raised by the assessee should
be given in assessment order while making disallowance under
Section 40(a)(ia) of the Act.
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7 Expenses or Payments not Deductible
Under Certain Circumstances - Section 40A

Vinod Tanwani
Add|! DIT (Inv) (Unit) I, Ahmedabad

A Section 40A(3)

Section 40A(3) was introduced by the Finance Act 1968 as a
provision designed to counter evasion of tax through claims for
expenditure shown to have been incurred in cash with a view
to frustrating proper investigation by the Department as to the

identity of the payee and the reasonableness of the payment.

The section has over the years gone many changes and
vide the Finance Act of 2008 w.e.f. 1-4-2009 substantial
changes in the whole scheme of Section 40A(3) have been
made. Many of the issues relating to Section 40A(3) have
been settled vide these latest amendments. For the sake of
brevity this note does not delve into the legislative history of
amendment to Section 40A(3) and concentrates on issues
relevant for AY 2009-10 and beyond.

2. Scheme of Disallowance in Respect of Cash Payments

a. Disallowance under Section 40A(3): No deduction
is allowed in respect of which a payment or aggregate of
payments exceeding rupees twenty thousand are made
to a person in a day otherwise than by an account payee
cheque drawn on a bank or account payee bank draft.
The disallowance under Section 40A(3) are relevant for
computation of income under the head “income from
business or profession” and by virtue of Section 58(2)

these provisions also apply to computation of income

under the head “income from other sources”.
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b. Subsequent disallowance due to violation of
Section 40A(3) in a year other than the year
of allowance of deduction of expenses [Section
40A(3A)] : Where an allowance has been made in the
assessment for any year in respect of any liability incurred
by the assessee for any expenditure and subsequently
during any previous year a payment is made in violation
of Section 40A(3) then such payment is deemed to
be the profits and gains of business or profession and

accordingly is chargeable to income-tax as income of the

subsequent year.

c. No disallowance under circumstances prescribed
in Rule 6DD

d. Higher exemption limit of rupees thirty five
thousand for cash payment in case of transporters

3. Applicable Rule of Statutory Interpretation

Being a provision specifically designed to counter evasion
of tax the principle of strict literal interpretation generally
applicable to Taxing Statutes shall not apply. A provision or
statute designed to prevent fraud upon the revenue is more
properly a statute against fraud rather than a taxing statute
and for this reason is liable for liberal construction in favour

of revenue.

State of Tamil Nadu vs Kandaswamy AIR 1975 SC 1871
(para 26) & Hotel Balaji vs State of AP, AIR 1993 SC
1048.

4. Burden of proof

Whereas the burden of proof for establishing that payments
exceeding rupees twenty thousand are made to a person in a
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day otherwise than by an account payee cheque drawn on a
bank or account payee bank draft lies on revenue the burden
of establishing that the case falls under the exclusionary
provisions of Rule 6DD lies on the assessee.

5. Crossed cheque versus account payee cheque

Over the years the provisions of Section 40A(3) have been
made stringent. With effect from 13th July, 2006 vide the
Taxation Laws (Amendment) Act, 2006 the change over
from crossed cheques to account payee cheques was made.

5.1 Rationale of changing over to account payee
explained: A crossed cheque or crossed bank draft
is not a non-negotiable instrument. This has, at times,
resulted in crossed cheques being endorsed making
it difficult to trace final payee and thus defeating the
provisions of Section 40A(3). However, as per the RBIs
instructions to commercial banks, an account payee
cheque or account payee bank draft cannot be credited
to any account other than the account of the payee. The
Act has accordingly amended the aforementioned sub-
section (3) and sub-section (4) to substitute the expression
a crossed cheque drawn on a bank or by a crossed bank
draft, in both the sub-sections, by an account payee
cheque drawn on a bank or account payee bank draft
in both the sub-sections, by an account payee cheque
drawn on a bank or account payee bank draft.

CIRCULAR NO. 1/2007, DATED 27-4-2007

5.2 Crossed cheque: As per Section 126 of the Negotiable
Instruments Act, 1881 a crossed cheque is a cheque
which is payable only through a collecting banker and
not directly at the counter of the bank. Crossing ensures
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security to the holder of the cheque as only the collecting
banker credits the proceeds to the account of the payee
of the cheque.

When two parallel transverse lines, with or without
any words, are drawn generally, on the left hand top
corner of the cheque. A crossed cheque does not affect
the negotiability of the instrument and thus these can
be endorsed but unlike a bearer cheque it cannot be
encashed across the counter.

5.3 Account payee cheque: Account payee cheques are
not defined under the Negotiable Instruments Act, 1881.
Making a cheque A/c payee is a result of custom, use
and practice and the same is now legally accepted. As
per English Law in this type of crossing the collecting
banker is supposed to credit the amount of the cheque
to the account of the payee only. The cheque remains
transferable but the liability of the collecting banker is
enhanced in case he credits the proceeds of the cheque
so crossed to any person other than the payee.

This position was endorsed in India vide Reserve Bank
of India (RBI) circular DBOD.NO.BC.23/21.01.001/92
dated September 9, 1992 which said that banks which
credited cheques drawn in their favour by other banks
marked ‘A/c. payee’ to the accounts of constituents
who were not named payees therein, without proper
mandate of the drawer did so at their own risk and were
held responsible for the unauthorized payment.

5.4 After receiving complaints after the IPO (Demat) Scam,
the RBI vide circular DBOD.BP.BC No. 56/21.01.001/
2005-06 dated January 23, 2006 has prohibited the
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banks from crediting ‘A/c payee’ cheque to the account
of any person other than the payee named therein. The
RBI has since directed that banks that should not collect
A/c payee cheques for any person other than the payee
constituent and where the drawer/payee instructs the
bank to credit the proceeds of collection to any account
other than that of the payee, the instruction being
contrary to the intended inherent character of the ‘A/c
payee’ cheque, the bank should ask the drawer/payee to
have the cheque or the account payee mandate thereon
withdrawn by the drawer. After this an ‘A/c. payee’ is
no longer transferable.

5.5 The CBDT have clarified that the word ‘cheque’, which

is not defined in the Income-tax Act, will have the same
meaning as in Section 6 of the Negotiable Instruments
Act, viz., ‘a bill of exchange drawn on a specified
banker and not expressed to be payable other than on
demand’. It has also been clarified that the word ‘bank’
as used in Section 40A(3) is wide enough to include any
person carrying on the business of banking, and thus
would include a co-operative land mortgage bank or
any other co-operative society carrying on the business
of banking. Indigenous money-lenders’ banks are also
‘bank’, provided they are specifically notified under

Section 49A of the Banking Regulations Act
Circular No. 6-P. dated 6-7-1968

6. Law as on the date of making of payment to apply:

One of the new issues being raked up now is that wherein

liabilities were incurred prior to 13.7.2006 and payments

after this date have been made by crossed cheques no
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disallowance can be made as in the year of incurring of
liability payment by crossed cheques was allowable. This is
an erroneous proposition as (a) Section 40A(3) being an
anti-evasion measure a purposive interpretation that curbs
the mischief has to be given to the Section (b) In no way
can it be held that the assessee gets a vested right in making
a payment by crossed cheques in subsequent years as this
mode of payment has been held by the Parliament to have
defeated the purpose of introduction of the section itself. (c)
In past whenever the limit of cash expenses in Section 40A(3)
was enhanced the enhanced limit was made applicable to all
payments made subsequent to this date irrespective of the
fact that in the year in which the liability was incurred a lower

limit might have been in place
7. Provision is constitutionally valid -

Section 40A(3) cannot be said to be invalid on the ground
that it places a restriction on the right to carry on business
and is arbitrary

Attar Singh Gurmukh Singh v. ITO [1991] 191 ITR 667
(SC).

Even after the deletion of sub-clauses (1) and (2) of rule 6DD(j),
Section 40A(3) cannot be considered as constitutionally invalid.
On the contrary, the objects of curbing the circulation of
black money and regulating the business transactions become
more strengthened and it avoids any undue advantage being
taken by unscrupulous assesses or litigation being multiplied.
One cannot plead ignorance of law and make cash payments
contrary to law. It is too late in the day to accept any such
proposition. In the present day banking scenario the mode
of payment by way of crossed cheques or demand drafts
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cannot be said to be an onerous duty cast on an assessee,
which can be made a foundation for attacking the validity of
the provision

Smt. Ch. Mangayamma v. Union of India [1999] 106
Taxman 339239 ITR 687 (AP).

8. Meaning and scope of word ‘expenditure’ for purposes
of Section 40A(3) :

Section 40A(3) refers to the expenditure incurred by the
assessee in respect of which payment is made. It means all
outgoings are brought under the word ‘expenditure’ for the
purpose of the sub-section. The expenditure for purchasing
the stock-in-trade is one of such outgoings.

Attar Singh Gurmukh Singh v. ITO [1991] 191 ITR 667
(SC).

Even if the payments were made by way of advances and
were ultimately treated as discharging the liability to pay the
price of the goods purchased, the payments so made must
be considered to fall within the expression ‘expenditure’
incurred for payment of the price of the goods —

Kejriwal Iron Stores v. CIT [1988] 169 ITR 12 (Raj.).

Payment for purchase of goods covered by 40A(3) —
Argument that Section 40A(3) deals with only deductions
dealt with in Sections 30 to 37 and cost price of goods is
covered by Section 28 and hence Section 40A(3) will not
apply, was rejected — The expression ‘expenditure’ used in
Section 40A(3) should not be given too narrow a meaning
to restrict it from applying to payments for purchase
of goods — To give such a narrow interpretation to the

expression ‘expenditure’ and to exclude from its meaning
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payments made for goods purchased is to make it difficult
for the revenue to properly investigate the payments, to
open the door wide to allow evasion and thus to defeat the
very object which the provision was designed to achieve.

CIT VS Grewal group of Industries (P&H) 110 ITR 278
U.P. Hardware Store Vs CIT (All) 104 ITR 664

CIT Vs Kishan Chand Maheshwari Dass (P&H) 121 ITR 232
Sajowanlal Jaiswal Vs CIT (Ori) 103 ITR 706

Hari Chand Virender Paul Vs CIT (P&H) 140 ITR 148

9. Payment made in advancing loans and returning the
principal amount of borrowed money not covered by
Section 40A(3) :

Advancing of loans or repayment the principal amount
of the loan do not constitute expenditure deductible in
computing the taxable income. However, interest payments
made in contravention of provisions of Section 40A(3) are
disallowable, as interest is a deductible expenditure-

Press Note : Dated 2-5-1969, issued by Ministry of Finance.
10. Limit applies to cash portion of payment -

Where the payment was made partly in cash and partly by
way of post-dated cheques, Section 40A(3) will apply only if
the cash payment exceeded the prescribed limit —

H.A. Nek Mohd. & Sons v. CIT [1982] 135 ITR 501 (All.).

11. Limit applies to all items in a bill, and not to individual

items -

Section 40A(3) concentrates on the size of the payment and
the manner of the payment. If different items are included
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12.

in a single bill, it would not be right to dissect the bill and
find out whether each item of expenditure is above Rs.
10,000 (now Rs. 20,000); the proper way is to read the

entries in a wholesome fashion

- Addl. CIT v. Shree Shanmuga Gunny Stores [1984] 146
ITR 600 (Mad.).

Genuineness of transaction not sufficient -

It would amount to defeating objective of enactment, if
claim allowed on the basis of transaction is genuine, identity
of party established etc. — Assessee has not been able to
make out a case of unavoidable circumstances so as to claim
benefit of Rule 6DD(j).

- T.G. Mutha Vs ITO (ITAT, Pune) 54 ITD 460

Assessee had bank account in the same place of customers —
No reason to issue bearer cheques - Not merely genuineness
of transaction, but existence of circumstances warranting

cash payment to be proved.

Associated Engg. Enterprise Vs CIT (Gau) 216 ITR 366
Late Smt. Jyoti Chellaram Vs CIT (AP) 173 ITR 358
Evershine Platers Vs CIT (All) 295 ITR 349

Aggarwal Steel Traders Vs CIT (P & H) 250 ITR 738

Even if transaction is entered in the books of other party,

unavoidable circumstances to be proven.
CIT Vs Assam Tribune (Gauhati) 221 ITR 488

Running account for commission in the books — Payments
made out of them in excess of Rs. 2,500 in cash at various
points — Section 40A(3) applies.
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Porwal Udhyog (India) Vs CIT (MP) 135 ITR 591

In a place where banking facilities are available, exemption
cannot be granted merely because recipient had not opened
bank account — Addition under Section 40A(3) upheld.

ITO Vs Kenaram Saha & Subhash Saha (ITAT,SB-Kol)
116 ITD 1

13.Provisions of Section 40A(3) will apply to transactions
outside the books of accounts

Where income from an undisclosed business is brought to
tax, provisions of Section 40A(3) will come into play. It
was necessary to bear in mind that even if an exceptional
or unavoidable circumstance was pleaded, the revenue must
have data with it to verify the genuineness of the transaction
and the identity of the recipient of the cash payment. If
what the Tribunal stated was correct, the entire provision
would be rendered otiose and that interpretation could never
be placed on a provision. This case also held that Section
40A(3) would apply to Block Assessments.

In this case reasoning given by the ITAT while granting
relief to the assessee in 48 ITD 202 (Ahd.) also included
the rationale that provisions of Section 40A(3) would be
inapplicable where income of assessee is estimated by
invoking proviso to Section 145(1) on basis of gross profit
by using comparative instances. While reversing this order,
the Hon’ble High Court has impliedly also overruled this
finding of the ITAT.

CIT Vs Hynoup Food and Oil Ind. P. Ltd. (Guj) 290 ITR
702

After considering the non obstante clause in s. 40A (1), we
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hold that certain payments and expenses which would be
otherwise deductible under Sections 28 to 43, would not be
deductible if the conditions of Section 40A (3) of the Act,
are satisfied. Thus, we reverse the conclusion of the CIT(A)
on this legal proposition and hold that a disallowance under
s. 40A (3) is permitted even in a case where the net profit
has been estimated at a flat rate on the receipts.

ITO vs. D. D. HAZARE 45 ITD 595 (Bombay)

As regards Section 40A(3) not being taken into account
where assessment is by estimation basis on GP rate, the
principle invoked in the judgments relied upon is not of
universal application. If the estimated income impliedly
takes into consideration the expenditure incurred, the said
principle may apply. If the expenditures which are legally
not permissible has been taken into account, the same can
certainly be disallowed. The judgments relied upon on behalf
of the assessee did not discuss the issue of impermissible
expenditure. Rule 6DD of the Rules allows cash expenditure
to be taken into account if circumstances in which the
expenditure is incurred can reasonably explained. In the
present case, the assessee has not been able to cover its
case under rule 6DD. In the circumstances, the Assessing
Officer was justified in disallowing expenditures incurred in
contravention of Section 40A(3). This case also held that
Section 40A(3) would apply to Block Assessments.

CIT vs. Sai Metal Works 241 CTR 377 (P & H)

Section 40A(3), read with Section 40(b), of the Income-
tax Act, 1961 - Business disallowance - Cash payment
exceeding prescribed limit - Assessment year 1989-90 -
While computing total income of assessee-firm, Assessing
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Officer disallowed an amount of Rs. 5,15,000 under
Section 40A(3) being amount of interest paid in cash to
minor daughter of a partner - Facts revealed that there
were no exigencies warranting payment in cash; that
interest of Rs. 5,15,000 was paid on Rs. 10 lakhs for
a period of four months showing that transaction was of
a colourable nature; and that interest received by minor
from firm actually represented amount received by partner
and, thus, transaction was also hit by provisions of Section
40(b) - Whether on facts, Assessing Officer was justified in
disallowing payment of interest - Held, yes.

CIT vs. Muthoot M. George Bankers 220 CTR 517 (Ker.)
14.Rule 6DD

The scope and applicability of certain exceptional situations
spelt out in rule 6DD have been explained in CBDT circulars/
judicial decisions, and these are briefly summarised below:

Clause (a)- Payment made to institutions like RBI, SBI etc.

Rule 6DD(a) applies only for payments to institutions referred
to therein and not for payment made to any party’s account
maintained in such institutions — Payments made in cash to
the account of the suppliers maintained with banks did not
qualify for deduction.

CIT Vs K. Abdu & Co. (Ker) 170 Taxman 297

Clause (b) — Payments made to Government under the rules
requiring that such payment be made in legal tender. The
CBDT have clarified that payments made to the Railways
on account of freight charges or for booking of wagons, and
payments towards sales tax/excise duty are to be considered
under this clause.
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- Circular No. 34, dated 5-3-1970

Clause (d)- Payments made by way of adjustment against
the amount of any liability incurred by the payee for any
goods supplied or services rendered by the assessee to such
payee. This exemption is held to operate only when the
adjustment is made directly in the payee’s account, and that
the prohibition in Section 40A(3) is attracted to cases where
book adjustments are not so directly made.

CIT v. Kishan Chand Maheshwari Dass [1980] 121 ITR
232 (Punj. & Har.).

Clause (e) - Payments for agricultural produce - Under this
sub-clause, payments for the purchase of agricultural or
forest produce is excluded, only where the payments are to
be made to the cultivator/grower/producer. If the produce
undergoes change and then sold, the exclusion will operate.
For example, payments made to a grower or producer
of kapas ginned by him, or to a grower of paddy which has
been converted by him into rice and then sold, the exclusion

will still operate.
Press Note, dated 2-5-1969

Payments to middlemen for the purchase of agricultural
produce do not as such come under this sub-clause.

Letter F. No. 1/22/69-TPL (Pt.), dated, 18-4-1969

Similarly, payments to arhativas do not fall for exclusion
under this sub-clause. Similarly, payments to arhatiyas do

not fall for exclusion under this sub-clause - Circular No. 34,
dated 5-3-1970.

Circular No. 34, dated 5-3-1970
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Rule 6DD(e)(ii) provides relief from the operation of Section
40A(3), inter alia, where the payment exceeding a sum of
Rs. 2,500 is made for the purchase of produce of animal
husbandry to the producers of such articles. Where, however,
the purchases were of hides and skins and the assessee had
failed to establish that the payments were made to the
producer, the aforesaid relief would not be available.

Ideal Tannery v. CIT [1979] 117 ITR 34 (All.).

Words ‘cultivator, grower or producer’ occurring at the
end of Rule 6DD(e) qualify the words occurring in all the
preceding four sub-clauses and not only in sub-clause (iv).
Thus, the exemption is confined to grower or producer of
forest produce and not available for purchases made from
others.

CIT v.Pehlaj Rai Daryanmal [1991] 190 ITR 242 (All.).

Hoshiarpur District Co-operative Milk Producers Union
Ltd. cannot be considered to be a producer of milk as its
constitution does not permit individual producers to be its
members and consequently, payment made by the assessee
to the said union cannot be treated as payment made to
producer of milk.

Chanchal Dogra Vs ITO (HP) 67 DTR 108

Clause (j)- When bank is on holiday or on strike - This clause
was inserted with effect from 1-12-1995, so as to exclude
payments required to be made on a day on which the banks
were closed either on account of holiday or strike. Prior to
1-12-1995 also, the exclusion was available under executive
instructions - Circular No. 250, dated 11-1-1979 and Letter
F. No. 142(14)/70-TPL, dated 28-9-1970.
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15.

16.

Clause (k)- payment made to agent
Employee is not ‘agent’

Dy. CIT v. Vijay Kumar Ramesh Chand & Co. [2007] 108
ITD 626 (Pune - Trib.)

Return of paid cheques

In order to facilitate the production of paid cheques to the
assessing authorities in order to prove that the payments
have been made in the manner laid down in Section 40A(3),
the CBDT have clarified that the banks must return the
paid cheques to their constituents (i.e., the assessee) after
obtaining a formal undertaking from them to the effect that
they would retain the paid cheques for a period of 8 years,
and produce them before the ITO whenever called upon to
do so -Circular No. 33, dated 29-12-1969.

Documents /Information to be collected by the A.O.

i.  Whether the payment of the cash is made directly
to the farmer/ cultivator/ grower/ producer etc. or
Brokers/Adhatiyas? This can be done from the actual

verification of vouchers.
ii. Whether the Goods were purchased through APMC?

iii. In some cases depending upon the facts, cash book
can be called for verification to ascertain the quantum
of cash payment.

iv. Recipients’ location and availability of Banks at the
place of transaction.

v. Details of the actual account in which the cheques have
been cleared can be obtained from Bank.
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B Section 40A(2)
Section 40A(2) was introduced by the Finance Act 1968 and

has more or less continued in the same form since then.

Scheme of Disallowance in Respect of Payments Made to
Connected Persons

Payment to connected persons as defined in Section 40A(2)
(b) and AO is of the opinion that such expenditure is excessive

or unreasonable having regard to

e the fair market value of the goods or services or facilities
for which the payment is made, or

e the legitimate needs of the business or profession, or
e the benefit derived by or accruing there from

Then such excessive or unreasonable expenditure will not be
allowed as deduction.

The disallowance under Section 40A(2) are relevant for
computation of income under the head “income from
business or profession” and by virtue of Section 58(2) these
provisions also apply to computation of income under the

head “income from other sources”.
2. Applicable Rule of Statutory Interpretation

Being a provision specifically designed to counter evasion
of tax the principle of strict literal interpretation generally
applicable to Taxing Statutes shall not apply. A provision or
statute designed to prevent fraud upon the revenue is more
properly a statute against fraud rather than a taxing statute
and for this reason is liable for liberal construction in favour

of revenue.

State of Tamil Nadu vs Kandaswamy AIR 1975 SC 1871
154

www.taxguru.in



Expenses or Payments not deductible under
Chapter - 7 certain circumstances - Section 40A

(para 26) & Hotel Balaji vs State of AP, AIR 1993 SC
1048.

3. Burden of proof

Payment to relatives — Reasonableness has to be proved by
assessee and not by Department.

Nund & Samonta Co. P. Ltd. Vs CIT (SC) 78 ITR 268
CIT Vs NEPC India Ltd. (Mad) 303 ITR 271
CIT Vs Shatrunjay Diamonds (Bom) 261 ITR 258

3.1 One of the three requirements alone sufficient :

Section 40A(2) of the Income-tax Act, 1961 - Business
disallowance - Excessive or unreasonable payments -
Assessment year 1988-89 - Whether for making disallowance
under Section 40A(2) Assessing Officer is required to
record a finding as to whether expenditure is excessive or
unreasonable in relation to any one of three requirements
prescribed in section which are independent and alternative
to each other; for making disallowance, all three requirements
need not exist simultaneously - Held, yes - Whether where
Assessing Officer held a part of expenditure on account of
repair and maintenance to be excessive having regard to
legitimate needs of business and for recording such a finding
cogent reasons were assigned by him, he was justified in
disallowing such excess payment under Section 40A(2) and
there was no need to record a finding on market value of
services - Held,

Coronation Flour Mills Vs ACIT (Guj) 314 ITR 1

Commission paid to wife of partner having 50% share in the
firm on sales effected by the firm — Wife neither educated
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nor trained to carry on such business — Test of commercial
expediency not satisfied — Part of commission disallowed.

Ganesh Soap Works Vs CIT (MP) 161 ITR 876

Anandji Shah Vs CIT (Ker) 181 ITR 171 — interest payment
@ 24%

K.R. Motilal Vs CIT (Mad) 240 ITR 810 — salary to relative

Expenses incurred on account of transportation of bricks
through outside agencies was very low when compared to
that of Director’s trucks — Section 40A(2) rightly invoked.

ITO Vs Mansi Sales (P) Ltd. (ITAT, Jp) 54 ITD 346

Where assessee received brokerage from various companies
on account of investments made by various investors including
his family members in mutual fund and out of total brokerage
received it had made payment of certain brokerage only to
his family members, provisions of Section 40A(2)(b) would
be applicable.

Shanti Lal Jain vs. CIT [2012] 21 taxmann.com 261 (Raj.)

3.21Items not covered by Section 40(b) are alone
covered -

Section 40A(2) applies in the case of firms only to payments
made in lieu of goods, services and facilities to partners which
are not covered by Section 40(b), and to all payments made
for the goods, services and facilities to members of the family
of a partner, or any relative of a partner. If has to be held
that the overriding effect given to Section 40A(2) is only in
respect of matters not covered by Section 40(b).

N.M. Anniah & Co. v. CIT [1975] 101 ITR 348 (Kar.).
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3.3 Allowance of discount cannot result in any
‘expenditure’ -

Where the assessee-firm sold goods to another firm in which
the close relatives of the partners of the assessee-firm were
partners, and on the bills raised for such goods the assessee
allowed discount of 6 per cent and raised demands for the net
amount of the bills, there was no ‘expenditure’ which could
be disallowed under Section 40A(2)(a), since the assessee
had charged only the net price and had not parted with any
portion of the sale price or its income.

CIT v. A.K. Subbaraya Chetty & Sons [1980] 123 ITR 592
(Mad.).

Assessee company doubling director’s remuneration -
Increased Remuneration claimed as expense - The hike
in remuneration disallowed by Assessing Officer holding
the same to be excessive and unreasonable under Section
40A(2)(b) - CIT(Appeals) upheld AO’s order stating there is
negligible business activity in relevant year and assessee is
passing through lull phase of business - No justification for

doubling director’s remuneration.

Shar-Lee Filtorites Private Ltd Vs ACIT 2008-TIOL-500-
ITAT-DEL

4. Documents /Information to be collected by the A.O.

i. In case of purchases, the AO can call for the copy
of invoices raised by the seller to outside parties and
compare these with the invoices raised to related parties.
Invoices of related parties and the outside parties should
be of similar product and preferably affected on same

time or nearest to the time.
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ii. For services also, similar exercise can be done as

mentioned above.

iii. For interest payment, look for the details whether the
assessee has paid lesser interest rate to any outside
parties within the category of unsecured loan. Otherwise
also, whether the assessee has paid higher interest rate
as per the market rate.

iv. Any sharp rise in Salary / Remuneration should be
correlated with the increased Turn Over / higher
profitability to the concern.

v. Whether the assessee has paid higher
remuneration (in the case of companies) to
director-Shareholders in lieu of Dividend? The
A.O can call for the details of dividend payment by
the company. In case the assessee-company has not
paid dividend, a case can be made out in assessment
order that the assessee-company has paid higher salary/
remuneration to avoid payment of dividend distribution
tax. The disallowances can be made Under Section
40A(2) as having paid excessively.
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3 Treatment of Cessation of Liabilities
- Section 41

M Mathivanan
Add! CIT (I &CI), Ahmedabad

Introduction :

Section 41(1) provides for taxing any amount benefit which
was obtained by a person with respect to any loss, expenditure
or trading liability incurred in any earlier Assessment Years. The

Section is re-produced as under:-

“ Where an allowance or deduction has been made in the
assessment for any year in respect of loss, expenditure or trading
liability incurred by the assessee (hereinafter referred to as the
first-mentioned person) and subsequently during any previous
year,-

(@) the first-mentioned person has obtained, whether in cash or
in any other manner whatsoever, any amount in respect of
such loss or expenditure or some benefit in respect of such
trading liability by way of remission or cessation thereof,
the amount obtained by such profits and gains of business
or profession and accordingly chargeable to income-tax as
the income of that previous year, whether the business or
profession in respect of which the allowance or deduction

has been made is in existence in that year or not; or

(b) the successor in business has obtained, whether in cash or
in any other manner whatsoever, any amount in respect of
which loss or expenditure was incurred by the first-mentioned
person or some benefit in respect of the trading liability
referred to in clause (a) by way of remission or cessation

thereof, the amount obtained by the successor in business
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or the value of benefit accruing to the successor in business
shall be deemed to be profits and gains of the business or
profession, and accordingly chargeable to income tax as the
income of that previous year.

[Explantion-1 :- For the purposes of this sub-section, the
expression “loss or expenditure or some benefit in respect
of any such trading liability by way of remission or cessation
thereof shall include the remission or cessation of any liability
by a unilateral act by the first mentioned person under clause
(a) or the successor in business under clause (b) of that sub-
section by way of writing off such liability in his accounts.]

[Explantion-2:- For the purposes of this sub-section,

“successor in business” means:-

i)  where there has been an amalgamation of a company
with another company, the amalgamated company;

i) where the first-mentioned person is succeeded by any
other person in that business or profession, the other

persons;
iii) where a firm carrying on a business or profession is
succeeded by another firm, the other firm;
iv) where there has been a demerger, the resulting
company.”
2. Loss, Expenditure and trading liability:

2.1 In order to invoke Section 41(1), it is not sufficient
that an allowance or deduction have been granted
in assessment to the assessee in an earlier year, it
is also necessary that the allowance or deduction so
granted should relate to a “loss expenditure or trading
liability.”
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2.2

2.3

2.4

Treatment of Cessation of liabilities - Section 41

Loss:

The expression ‘loss’ is normally used to denote the
minus figure resulting in the trading and reflected in the
Profit & Loss A/c. However, even in a case of profit,
there may be individual items of losses which may be
embedded in the P&L A/c. These losses are called
‘itemized’ losses, for eg. Loss of stocking trade by fire,
loss of capital or money by embedment etc. Section
41(1) of the I.T. Act deals with losses of such itemized
losses.

Expenditure:

Section 41(1) of the I.T. Act does not concern itself with
the validity or otherwise of an expenditure. It comes into
operation the moment that the assessee obtains some
amount in respect of any expenditure which have been
allowed as deduction in an earlier year. What is material
is the allowance or deduction in an earlier year and not
the validity or the nature of expenditure. In the case
of Nectar Beverages Pvt. Ltd. Vs. DCIT (2004)
267ITR 385(BOM) the assessee company deriving
income from sale of soft drinks had purchased bottles
and crates and had been allowed 100% depreciation
under Section 32(1)(ii) and then sold those bottled
and crates as scrap in the accounting year relevant to
Assessment Year 1991-92. It was held that amount
obtained was deemed profits and gains of business
under Section 41(1) and was chargeable to tax.

Trading liability:

The concept of trading liability is relevant and arises
only where the assessee follows mercantile system of
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accounting in so far as the provisions of Section 41(1)
are concerned. As regards the other 2 items namely
viz. “Loss” and “expenditure”, the section would apply
irrespective of the method of counting followed.

3. Allowance or Deduction :

3.1 Allowance in earlier year:

Section 41(1) would not be attracted unless deduction
or allowances has been made in the assessment of
an earlier year . In the case of Swan Ltd. Vs. CIT
(1995) 215 ITR 1 (BOM), assessee was allowed
gratuity liability on accrual basis. Later on he switched
over to cash system and wrote back the liability to P&L
A/c. Cessation of liability was held to be chargeable
under Section 41(1). According to the decision in the
case of Mysore Thermo Electric Pvt. Ltd. Vs.
CIT (1996) 221 ITR 504 (KAR), provisions of
Section 41(1) can be invoked to tax the refunds of
Excise Duty received even when the part of Excise
Duty was not claimed as expenditure in the P & L
A/c. of earlier years and the applicant had kept a
separate account in respect of collection and demand
of excise duty.

3.2 Actual Allowance:

One of the conditions for invoking Section 41(1), is
that the allowance or deduction should have been
actually allowed in the earlier assessment years.
Section 41(1) envisages actual allowance or deduction
are not a notional one. In the case of CIT Vs. AVM
Ltd. (1984) 146 ITR 355 (MAD) , the transfer
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3.3.

Treatment of Cessation of liabilities - Section 41

of unclaimed security deposits in a later year to P&L
A/c. was held not to attract Section 41(1) since no
actual allowance or deduction was earlier granted.

Burden of proof:

3.3.1 The burden lies on the Department to prove

that such allowance or deduction has been made
(Steel & General Mills Co. Ltd. Vs. CIT -
96 ITR 438) The section does not warrant a
detailed enquiry whereby an assessee is called up
on to produce his books of accounts and other
documents to establish his case. Any direction to
the assessee to produce his accounts and other
documents related to the years in which the
allowance was supposed to have been granted
is not justified. [CIT Vs. ANCHERRY PAVOO
KAKKU (1986) 160 ITR 88 (KER)]. Hence
it is suggested that the Assessing Officers would
verify the records available with the department
in order to prove the allowance or deduction in

any earlier assessment year.

3.3.2 However, the burden of proving that the

liability did not cease and still subsists lies on
the assessee [CIT Vs. Haryana Co-operative
Sugar Mills Ltd.(1985) 154 ITR 751(P&H)
Kesoram Industries & Cotton Mills Ltd.
Vs. CIT (1992) 196 ITR 845 (CAL)].

4. Nexus between amount obtained and loss etc. allowed:

One of the conditions for attracting Section 41(1) of the L.T.
Act is that the assessee should have obtained some amount in
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respect of the loss or expenditure or some benefit in respect
of the trading liability by way of remission or cessation. The
word “Such” appearing in the second part of Section 41(1)
signifies that the amount of compensation or other amount
must have been received in respect of the loss, expenditure
or trading liability mentioned in the first part of Section
41(1) and there should be nexus between them. So long
as the assessee obtains a refund of the amount for which
deduction or allowance was granted earlier, the provisions
of Section 41 (1) stand attracted and it is not necessary
that amount refunded should be of the same nature as the
amount earlier paid. In Panyam Cements and Mineral
Industries Vs. AddL.CIT (1979) 117 ITR 770 (AP),
the State Government granted subsidy in respect of power
tariff as a result of which the assessee obtained refunds of
certain amount in respect of Electricity charges paid earlier
to Electricity Board and it was held that the amounts so
received back was taxable under Section 41(1). In CIT Vs.
Sahney Steel & Press Works Ltd. (1985) 152 ITR
39 (AP), the Sales Tax paid by the assessee was allowed as
deduction. Part of it was refunded under G.O. issued by the
Government with a view to speed up industrial development
of the State and the amount of refund was required to be
used specifically for the development of industry. It was held
that the words “any amounts” and “ in respect of” indicated
that it was not necessary that Sales Tax paid by assessee
should be refunded as sales tax only and it was immaterial
that refund was made under an altogether different scheme of
a different Department of Government. What was necessary
was that the refund should represent “amount obtained in
respect of expenditure” which was allowed as deduction.
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This view was subsequently affirmed by the Supreme Court
in Sahney Steel & Press Works Ltd. Vs. CIT (1997)
142 CTR (SC) 261.

5. Treatment of refund of Sales Tax, Excise Duty etc:
5.1 Trading receipt:

It is now well settled that sales tax collected by the trader
is his trading receipt irrespective of the fact whether there
is liability for payment under the relevant Sales Tax Act.
Refund of sales tax in a subsequent year which was paid
in the earlier year to the Government and allowed as
deduction would be deemed to be income under Section
41(1). [CIT Vs. Taj Gas Service (1980) 122 ITR
1034 (ALL)]. On the same principle refund of Excise
Duty would be deemed as income under Section 41(1) [
D.V. Aswathiah & Bros. Vs. CIT (1993) 201 ITR
711 (ALL)].

5.2 Pending appeals:

The controversy on the question of taxability of refund
of excise duty obtained by the assessee when appeal
against refund by Excise Department is pending, has
been settled by hon’ble Supreme Court in Poly Flex
(India)(P) Ltd. Vs. CIT (2002) 257 ITR 343 (SC).
It was held that where the assessee obtained refund of
excise duty during the relevant previous year, the amount
of refund was taxable irrespective of the fact that the
Special Leave Petition filed by Excise Department against
the grant of refund is pending. Following the above
decision it was held that refund of sales tax received by
assessee during the relevant year is chargeable to tax
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irrespective of the fact that the Dept. of Revenue has
filed an appeal against the decision of the High Court
[CIT Vs. Kwality Ice-cream (2008) 304 ITR 384
(DEL)].

5.3 Unpaid Sales Tax :

In the case of CIT Vs. Markanda Vanspati Mill Ltd.
(2009) 311 ITR 306 (P & H)], it has been held that
amount collected towards Sales Tax which remained
unpaid and unpayable to the Department, which was
also not refunded to the customers, was liable to be

treated as income in the hands of the assessee under
Section 41(1).

5.4 Liability towards customers:

In some cases, submissions have been made to
contend that at the time of receipt of refund from
the Government, the liability to pass on the refund
to the customers subsists. Hence the amount of
refund cannot be treated as deemed income under
Section 41(1). The High Courts have given different
decisions both in favour and against this view. In the
case of CIT Vs. Saraswati Industrial Syndicate
Ltd. (1973) 91 ITR 501 (PUN), the High Court
held that the amount collected as Sales Tax was a
trading receipt and chargeable to tax. If and when the
purchaser demanded the amount of refund and the
assessee made actual payment, it would be open to
him to claim relief in subsequent years. The Supreme
Court, in Tirumalai Swami & Sons (1998) 146
CTR (SC) 529, held that the entire amount of sales
turnover of the assessee inclusive of the amount of
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tax collected was clearly includible in the assessee’s
taxable income. If any deduction was given from that
income and later the same was refunded back to
the assessee, the refund will have the character of
revenue receipt. It has to be treated as a receipt on
the revenue account and had to be assessed as such
. The position has been placed beyond doubt by the
express provisions of Section 41(1). Admitted, the
assessee had not refunded any part of this amount to
any one of its customers in the year of account. As
and when such refund is made, the assessee will be
entitled to claim deduction.

5.5 Refund of Excise Duty:

Refund of Excise Duty received during the relevant
assessment year would be taxable in that year and
mere show cause notice to dispute such refund can
not be interpreted to mean that income is not taxable
during said year. The assessee shall be entitled to claim
expenditure of such excise duty, if it is found payable
in pursuance of the show cause notices during the
Assessment Year in which such liability is discharged.
CIT Vs. Agarwal Steel Rolling Mills (2010) 321
ITR 290 (P&H), following the decision in Poly Flex
India P. Ltd. Vs. CIT (2002) 257 ITR 343 (SC).

6. Remission or Cessation of Trading Liability:

6.1 The remission of the liability arises when the creditor
voluntarily gives up the claim . It is a positive act of
the creditor. The cessation of the liability arises only
when such liability ceases to exist in the eye of law for
all intents and purposes.
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6.2 Liability shown in the Balance Sheet:

In some cases the assessee may be showing certain liability
in the Balance Sheet year after year. However, Section
41(1) cannot be applied in each such cases, just because
the liability is existing for so many years. In the case
of CIT Vs. Tamil Nadu Warehousing Corporation
(2007) 212 CTR (MAD) 228, an amount representing
liability was being shown year after year. It was held
that unless and until there is cessation of said liability,
Section 41 (1) was not applicable. Since there was no
evidence of cessation of liability, the amount was held
not assessable as income. In the case of CIT Vs. Smt.
Sitadevi Juneja (2010) 325 ITR 593 (P&H), it was
held that assessee having shown the impugned liabilities
in its balance sheet and filed copies of account of sundry
creditors signed by the concerned creditor, such liabilities
cannot be treated to have ceased merely because they
are outstanding for six years and therefore, the addition
made by invoking Section 41(1) cannot be sustained.

6.3 In the case of CIT Vs. Modern Farm Services (2007)
207 CTR (P&H) 466, it was held that the amount
credited in the Post Warranty Service Scheme Account
for more than 3 years from the date of credit has to be
treated as income. Any refund claimed by any purchaser
would be a permissible deduction in the subsequent
years. The plea of the assessee that the amount had
not be transferred to P & L A/c., did not make a
difference on principle. Considering the terms of the
Post Warranty Service Contract , the amount remaining
credited in the account for more than 3 years from the
date of credit has to be treated as income for the year.
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6.4 Remission or Cessation by Unilateral Act:
The Finance Act, 1997 w.e.f. 1/4/1997 has inserted
Explanation-I, which provides for inclusion of remission
or cessation of any liability by any Unilateral Act of
the assessee. This explanation is applicable to A.Y.
1997-98 and subsequent assessment years but not the
earlier assessment year. Hence, as far as earlier years
are concerned, the legal position is that Unilateral
entry in the accounts transferring amounts representing

unclaimed balances to P & L A/c. would not attract

Section 41(1) of the I.T. Act.
7. Treatment of loans and Interest:

Assessee transferred the credit entries to the partner’s Capital
Accounts thereby neutralizing the liability towards creditors.
The assessee’s explanation was that the creditors who were
relatives, gifted these amounts to the partners. The Court
held that on such transfer, the assessee ceased to be liable
for the interest liability which was claimed as deduction in
the previous years. Therefore the cessation of liability in
respect of interest credited to the account of the creditors
was assessable under Section 41(1). [Shree Hanuman
Trading Co. Vs. ITO (2010) 328 ITR 662 (KAR)].

8. Penalty for concealment :

When the assessee does not show the amount taxable
under Section 41(1) in its return of income, penalty would
be leviable under Section 271(1)(c) for concealment. Once
the income has accrued, whether it has actually accrued or
deemed to have accrued will not make any difference. As
per the provisions of Section 5 (1) of the I.T. Act, 1961,
the total income of the previous year, includes all income
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received or deemed to be received or accrued in India.
[CIT Vs. Shri Sai Prakash (1990) 83 CTR (P&H)
181].

9. Method of accounting:

The provisions of Section 41(1) can be invoked both in
the case of assessee following the mercantile system of
accounting as well as those having the cash system of
accounting. For invoking Section 41(1) the system of
accounting is not relevant. [ Visnagar Taluka Audyogik
Sahakari Mandali Ltd. Vs. CIT (2000) 242 ITR
627 (GUJ)].

10. Applicability of the section in BIFR cases:

10.1CBDT originally issued Circular No. 523 dated
5/10/1988. As per the circular, if BIFR sanctions
a scheme under Section 17(3) of the Sick Industrial
Companies (Special Provisions) Act, 1985,
specifically excluding the application of Section
41(1) of the Act, then the Assessing Officer will
have to take due cognizance of this order and give
effect to the same. Subsequently the above circular

was withdrawn by another Circular No.683 dated
8/6/1994 (208 ITR St. 98).

10.2In view of the last circular on the subject as above,
the BIFR makes only recommendation, which may
or may not be accepted by the CBDT. According
to Section 19 (2) of Sick Industrial Companies
(Special Provisions) Act, 1985, all parties concerned
with giving financial assistance for the rehabilitation
scheme should give their “consent”. Each individual
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case will be considered on merits for the purpose of
‘consent’ as contemplated in Section 19(2) of the
Sick Industrial Companies (Special Provisions) Act,
1985 and consent or denial will be contemplated to
the BIFR by the Central Government. In view of the
above, Section 41(1) is applicable even in BIFR cases,
unle