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	1.1 With a view to support and encourage certain industrial activities in different sectors/areas, under the Income-tax Act, 1961 (the Act), various incentives are provided as per the priorities decided by the Government from time to time. One such incentive is provided in S. 80-IB, which deals with the deduction in respect of profits and gains from certain Industrial Undertakings other than infrastructure development undertakings. S. 80-IB(1) provides for deduction in cases where the assessee’s gross total income includes any profits and gains derived from any business specified in the provisions contained in S. 80-IB (Eligible Business).

1.2 One such Eligible Business for claiming such deduction is Industrial Undertaking, which fulfils the specified conditions. The amount of such deduction is required to be determined at the specified percentage of the profits and gains derived from such Industrial Undertaking and the deduction is available for the specified period subject to certain conditions with which we are not concerned in this write-up.

1.3 Since the quantum of deduction is required to be determined on the basis of specified percentage of ‘the profits and the gains derived from such Industrial Undertaking’ (Eligible Profits), there was a debate with regard to computation of Eligible Profits in a case where the Industrial Undertaking exports the goods manufactured by it and as a result, becomes entitled to certain export incentives from the Government. The Apex Court in the case of Sterling Foods (237 ITR 579), while dealing with similar issue in the context of deduction u/s.80HH, has held that sale proceeds of the import entitlement/REP licence granted by the Government on the basis of exports made cannot be considered as part of Eligible Profits as the source of such export incentives could not be said to be an Industrial Undertaking. The source of such export incentives could only be said to be the Export Promotion Scheme of the Government and hence the same cannot form part of the Eligible Profits. The words ‘derived from’ are narrower in connotation as compared to the words, ‘attributable trade’. For the application of the words ‘derived from’ there must be a direct nexus between the profits and gains and the Industrial Undertaking.

1.4 Subsequent to the judgment of the Apex Court in the case of Sterling Foods (supra), the issue was under debate as to whether the amount of duty drawback (DBK) received by the assessee under the Duty Drawback Scheme and the profits from the Duty Entitlement Pass Book (DEPB) could be regarded as part of the Eligible Profits of the Industrial Undertaking, which is otherwise eligible for deduction u/s.80-IB. Different views were available on this issue, especially in the context of DBK and accordingly, the issue was under debate in the context of determining the quantum of deduction u/s. 80-IB in such cases.

1.5 Recently, the Apex Court in the case of Liberty India had an occasion to consider the issue referred to in Para 1.4 above and accordingly, for the time being, the issue is finally settled. Considering the importance of the issue in question, it was thought fit to consider the said judgment in this column.

Liberty India v. CIT, 293 ITR 520 (P&H) :

2.1 In the above case, the appellant was a partnership firm engaged in the business of manufacturing of fabrics out of yarns and also various textile items such as cushion covers, pillow covers, etc. For the A.Y. 2001-02, the appellant had claimed deduction u/s.80-IB. For this purpose, the appellant included the amount of DEPB and DBK in the Eligible Profit. The Assessing Officer (AO), relying on the judgment of the Apex Court in the case of Sterling Foods (supra), took a view that the amount of DEPB/DBK cannot be regarded as profit derived from the Industrial Undertaking (i.e. Eligible Profit) and hence did not consider the same for the purpose of quantifying the amount of deduction u/s.80-IB. When the matter came-up before the first Appellate Authority, the CIT(A) took a view that the DBK received by the appellant was inextricably linked to the production cost of goods manufactured; the DBK was a trading receipt of the Industrial Undertaking having direct nexus with the activity of the Industrial Undertaking and consequently, the appellant is entitled to include the same in the Eligible Profits. The CIT(A) also took a view that the DEPB scheme was different from the DBK scheme for the reasons explained in the order and held that the same is not to be regarded as part of the Eligible Profits. When the matter came-up before the Tribunal, at the instance of the Revenue with regard to the issue relating to DBK, the Tribunal held that the same was not an income derived from the business of Industrial Undertaking and hence, is not to be regarded as part of the Eligible Profits for the purpose of determining the amount of deduction u/s.80-IB. For this, the Tribunal followed the judgment of the Delhi High Court in the case of Ritesh Industries Ltd. (274 ITR 324) in which also similar view is taken. Accordingly, an issue referred to in para 1.4 came-up before the High Court at the instance of the assessee.

2.2 Before the High Court, on behalf of the appellant, reliance was placed on the judgment of the Gujarat High Court in the case of India Gelatine & Chemicals Ltd. (275 ITR 284). On the other hand, on behalf of the Revenue, reliance was placed on judgment of the Apex Court in the case of Sterling Foods (supra), which was followed by the Punjab & Haryana High Court in other cases.

2.3 After considering the contentions raised by both the sides, the Court referred to the following passage from the judgment of the Apex Court in the case of Sterling Foods (supra) :

"We do not think that the source of the import entitlement can be said to be the industrial undertaking of the assessee. The source of the import entitlement can, in the circumstances, only be said to be the Export Promotion Scheme of the Central Government where-under the export entitlements become available. There must be, for the application of the words ‘derived from’, a direct nexus between the profits and gains and the industrial undertaking. In the instant case, the nexus is not direct but only incidental. The industrial undertaking exports processed sea food. By reason of such export, the Export Promotion Scheme applies. Thereunder, the assessee is entitled to import entitlements, which it can sell. The sale consideration therefrom cannot, in our view, be held to constitute a profit and gain derived from the assessee’s industrial undertaking".

2.4 After referring to the above, the Court took a view that in view of the same no substantial question of flow arises in the appeal under consideration and stated as under : [Page 523]

"We are of the view that for the reasoning adopted by the hon’ble Supreme Court, income of the assessee from duty drawback cannot be held to be income ‘derived from’ specified business".

2.5 Similar view is also taken by the same High Court in many other cases and also by the Madras High Court (317 ITR 199), Rajasthan High Court for DEPB (317 ITR 202), etc. 

CIT v. Eltek SGS P. Ltd., 300 ITR 6 (Del.) :

3.1 The issue referred to in Para 1.4 above again came-up before the Delhi High Court in the context of the eligibility of the amount of DBK (i.e. Duty Drawback) for computing deduction u/s.80-IB. In this case also, the AO denied the claim of the assessee for the deduction with regard to DBK relying on the judgment of the Apex Court in the case of Sterling Foods (supra). In this case, the CIT(A) had decided the issue in favour of the assessee on the ground that the language of S. 80-IB is materially different compared to the language used in S. 80HH with which the Apex Court was concerned in the case of Sterling Foods (supra). The order of the CIT(A) was confirmed by the Tribunal. Accordingly, the issue came-up before the Delhi High Court at the instance of the Revenue.

3.2 At the outset, the Court noted that in the case of Sterling Foods (supra), the assessee was engaged in processing prawns and other sea foods which they had exported and as a result, the assessee earned certain import entitlements. In that case, the assessee has sold the import entitlements (which was permissible under the scheme) to some third party and the income therefrom (i.e. sale proceeds) was treated as a part of profits derived from the Industrial Undertaking for the purpose of claiming deduction u/s.80HH.

3.3 The Court, then, proceeded to decide the issue and noted the provisions of S. 75 of the Customs Act, 1962, under which the assessee becomes entitled to DBK (i.e. Duty Drawback) subject to other procedural aspects. After referring to the same, the Court expressed the following view (Page 9) :

"A perusal of the above provision shows that an exporter is entitled to drawback on the duty of customs chargeable under this act on any imported material if those imported materials have been used in the manufacture or processing of goods for export. Of course, this is subject to a notification issued by the Central Government with respect to the goods of any class or description.

In other words, duty drawback is in the nature of reimbursement of the customs duty that an exporter has paid on imported goods, which are subjected to a manufacturing process and then exported. In that sense, the export has a direct nexus with the industrial undertaking itself".

3.4 For the purpose of taking the above view, the Court drew support from the judgment of the Gujarat High Court in the case of India Gelatine & Chemicals Ltd. (supra). For this, the Court further stated as under (Page 10) :

"While considering the object of the duty drawback scheme, the Gujarat High Court explained it in the following terms (Page 291) :

"The object of the duty drawback scheme is to reimburse exporters for tariffs paid on the imported raw materials and intermediates and Central excise duties paid on domestically produced inputs which enter into export production. Customs duties and excise duties on inputs raise the cost of production in industries and thereby affect the competitiveness of exports. Therefore, exporters need to be assisted for neutralising the escalation in their costs attributable to such customs and excise duties. Duty drawback is, therefore, intended to reduce the cost of production. Hence, duty drawback is an integral part of the pricing of the goods, and, therefore, part of the cost of production of the industrial undertaking and, therefore duty drawback has to be treated as ‘derived from’ the industrial undertaking".

We have no reason to disagree with the interpretation given by the Gujarat High Court to the object of the duty drawback scheme".

3.5 After taking the above view, the Court further stated that, apart from the above, the language used in S. 80HH/80-I is materially different. S. 80-IB does not use the expression ‘profits and gains derived from the industrial undertaking’ as used in S. 80HH/80-I but uses the expression ‘profits and gains derived from any business referred to in sub-section’. For that purpose, the Court noted the provisions of S. 80HH as well as S. 80-IB. The Court, then, stated as under (Page 10) :

"A perusal of the above would show that there is a material difference between the language used in S. 80HH of the Act and S. 80-IB of the Act. While S. 80HH requires that the profits and gains should be derived from the industrial undertaking, S. 80-IB of the Act requires that the profits and gains should be derived from any business of the industrial undertaking. In other words, there need not necessarily be a direct nexus between the activity of an industrial undertaking and the profits and gains".

3.6 The Court, then, referred to the judgment of the same Court in the case of Ritesh Industries (supra) and took a view that the same is not applicable in the case under consideration for the following reasons (Page 11) :

" We are of the view that the decision in Ritesh Industries (2005) 274 ITR 324 (Delhi) is distinguishable since it concerns S. 80-I of the Act which again uses the expression ‘profits and gains derived from an industrial undertaking’.

It is crucial to appreciate the difference in language in S. 80HH, S. 80-I and S. 80-IB of the Act. While the language used in S. 80HH of the Act and the S. 80-I of the Act is similar, there is a clear departure in the language used in S. 80-IB of the Act and it is this choice of words that makes all the difference that we are concerned with".

3.7 After explaining the difference between the language of the above two provisions, the Court expressed the following view (Page 11) :

"We are of the opinion that it is not necessary for us to go as far as the Gujarat High Court has done in coming to the conclusion that duty drawback is profit or gain derived from an industrial undertaking. It is sufficient if we stick to the language used in S. 80-IB of the Act and come to the conclusion that duty drawback is profit or gain derived from the business of an industrial undertaking. The language used in S. 80-IB of the Act is not as broad as the expression ‘attributable to’ referred by the Supreme Court in Sterling Foods (1999) 237 ITR 579 and Cambay Electric (1978) 113 ITR 84 (SC) nor is it as narrow as the expression ‘derived from’. The expression ‘derived from the business of an industrial undertaking’ is somewhere in between".

3.8 While deciding the issue in favour of the assessee, the Court finally held as under : (Page 12)

"Consequently, we are of the view that the source of the duty drawback is the business of the industrial undertaking which is to manufacture and export goods out of raw material that is imported and on which customs duty is paid. The entitlement for duty drawback arises from S. 75(1) of the Customs Act, 1962 read with the relevant notification issued by the Central Government in that regard".

Liberty India v. CIT, 317 ITR 218 (SC) :

4.1 A batch of appeals involving the issue referred to in Para 1.4 above came-up before the Apex Court including the appeal in the above referred case. The Court decided to dispose of the same by taking the facts of the above case as the base. Accordingly, along with the other appeals, the judgment of the Punjab and Haryana High Court referred to in Para 2 above came-up for consideration before the Apex Court. After referring to the brief facts of the above case (which are already given in Para 2.1 above), the Apex Court stated that the issue for consideration is (Page 222) :

"Whether profit from the Duty Entitlement Passbook Scheme (DEPB) and the Duty Drawback Scheme could be said to be profit derived from the business of the industrial undertaking eligible for deduction u/s.80-IB of the Income-tax Act, 1961 (1961 Act)"?

4.2 On behalf of the assessee, various contentions were raised, such as : the amount of DBK/DEPB was intended to neutralise the incidence of duty on inputs consumed/utilised in the manufacture of exported goods resulting in increased profits derived from the business of industrial undertaking which qualifies for deduction u/s.80-IB and since no excise/customs duty was payable on raw materials consumed/utilised in manufactured goods exported out of India, the duty stood refunded under the relevant provisions of the Central Excise Act, 1944/Customs Act, 1962 read with the relevant rules. So far as the DEPB is concerned, it was granted under the Exim Policy issued in terms of Foreign Trade (Development and Regulation) Act, 1992. The DEPB scheme is a duty remission scheme which allows drawback of import charges paid on inputs used in the export products; the object being to neutralise the incidence of duty on the export products by way of grant of duty credit. The DBK/DEPB benefit received had to be credited against the cost of manufacture of goods/purchases and such credit was not independent source of profit. For this, reliance was placed on the Accounting Standard (AS)- 2 issued by ICAI on ‘valuation of inventories’. Based on this, it was further contended that where the excise duty paid was subsequently recoverable by way of drawback, the same would not form part of manufacturing cost and accordingly, it was inextricably linked to manufacturing operations of the eligible industrial undertaking. Therefore, the duty paid in the first instance and which had direct nexus to the manufacturing activities when received back, has the first degree nexus with the manufacturing activity of such undertaking and consequently, the reimbursement of the said amount cannot be treated as income of the assessee de hors the expense originally incurred by way of payment of duty. Referring to the judgment of the Apex Court in the case of Sterling Foods (supra), it was stated that it has no applicability to the issue under consideration as it dealt with the case of import entitlement/REP licence granted by the Government on the basis of exports made which were granted gratuitously without antecedent cost having been incurred by the industrial undertaking. In the case of DEPB/DBK, it has a direct link to the cost incurred by the industrial undertaking by way of payment of customs/excise duty in respect of inputs used in the manufacture of goods. Accordingly, the said case has no applicability. Reliance was also placed on the judgment of the Gujarat High Court in the case of India Gelatine & Chemicals Ltd. (supra). It was further contended that there is no difference between the advance licence scheme and DBK/DEBP Schemes. If the assessee avails of advance licence scheme and imports inputs to be used for manufacture of goods meant for export without payment of duty, then, industrial undertaking gets the benefits of deduction u/s.80-IB in that respect and if, similar benefit is not granted in the case of DBK/DEPB to the otherwise similarly placed assessee, then it would be incorrect. In support of the claim, the difference in the language of S. 80HH/80-I and S. 80-IB was also pointed out. Based on the same, it was contended that the language used in S. 80-IB being wider, the Legislature intended to give the benefit of deduction not only to the profits derived from the undertaking, but also to income having direct nexus with the profits of the undertaking. Accordingly, all incomes arose during the course of running of the Eligible Business should be eligible for such deduction, which would include income arising on sale of DEPB at premium.

4.3 On behalf of Revenue, it was, interalia, contended that for application of words ‘derived from’, there must be a direct nexus between the profits and the industrial undertaking; merely because under the Scheme, to encourage the export certain amount was repaid as a duty drawback, it cannot be regarded as profit ‘derived from’ the industrial undertaking; the immediate and proximate source of DBK/DEPB was not the industrial undertaking, but the scheme for export promotion and accordingly, the same cannot be treated as a part of Eligible Profits. For this, reliance was placed on the judgment in the case of Sterling Foods (supra) as well as on the judgment of the Apex Court in the case of Pandian Chemicals Ltd. (262 ITR 278). While dealing with the language of S. 80-IB, it was pointed out that for all practical purposes, the section has used words ‘eligible business’ and ‘industrial undertaking’ interchangeably and, therefore, there is no material difference between S. 80-I and S. 80-IB and in both the cases, profits have to be derived from the industrial undertaking.

4.4 After considering the contentions raised by both the sides, the Court noted the relevant portions of the provisions of S. 80-I, S. 80-IA and S. 80-IB. The Court then stated that before analysing S. 80-IB, it needs to be mentioned that the Act broadly provides for two types of tax incentives, namely, investment-linked incentives and profit-linked incentives. S. 80-IA and S. 80-IB refer to profit-linked tax incentives. Therefore, the Parliament has confined the deduction to the profits derived from eligible business mentioned in the sections. It is also worth noting that each Eligible Business constitutes a stand alone item in the matter of computation of profits. That is the reason why the concept of ‘Segment Reporting’ stands introduced in the Indian Accounting Standard by the ICAI.

4.5 The Court then proceeded to consider the provisions of S. 80-IB and pointed out that the words ‘derived from’ are narrower as compared to the words, ‘attributable to’. Since the expression used in the section is ‘derived from’, according to the Court, the Parliament intended to cover sources not beyond the first degree. Therefore, In this batch of cases, the controversy that arises for determination is : Whether DBK/DEPB receipt come within the first degree source ? Hence, it is necessary to examine the eligible business of industrial undertaking and to trace the source of the profits to manufacture. After considering the scheme of S. 80-IB and other provisions, the Court took the view that S. 80-I, S. 80-IA and S. 80-IB have a common scheme. The Court then observed as under (Page 233) :

". . . . On an analysis of S. 80-IA and S. 80-IB it becomes clear that any industrial undertaking, which becomes eligible on satisfying Ss.(2), would be entitled to deduction under Ss.(1) only to the extent of profits derived from such industrial undertaking after specified date(s). Hence, apart from eligibility, Ss.(1) purports to restrict the quantum of deduction to a specified percentage of profits. This is the importance of the words ‘derived from industrial undertaking’ as against ‘profits attributable to industrial undertaking’.

4.6 The Court then stated that the DEPB is an incentive granted under Duty Exemption Remission Scheme. Essentially, it is an export incentive. Explaining the scheme of granting deduction and computing such export incentives, the Court stated that DEPB/DBK are incentives, which flow from the relevant scheme framed by the Government and hence, such incentives are not profits derived from the Eligible Business u/s.80-IB. They belong to the category of ancillary profits of such undertaking. The Court then also dealt with the provisions of the Customs Act and the Central Excise Act under which the DBK is granted and took the view that basically the source of DBK receipt lies in the relevant provisions of those Acts.

4.7 Having concluded on source of DBK/DEPB referred to hereinbefore, the Court finally held as under (Page 234) :

"Analysing the concept of remission of duty drawback and DEPB, we are satisfied that the remission of duty is on account of the statutory/policy provisions in the Customs Act/Scheme(s) framed by the Government of India. In the circumstances, we hold that profits derived by way of such incentives do not fall within the expression ‘profits derived from industrial undertaking’ in S. 80-IB".

4.8 Having taken the above-referred view, the Court also mentioned that since reliance was placed on AS-2, the same needs analysis. After considering the scheme of AS-2 and the definition of ‘inventory’ contained therein, the Court observed as under (Pages 234-235) :

"The cost of purchase includes duties and taxes (other than those subsequently recoverable by the enterprise from the taxing authorities), freight inwards and other expenditure directly attributable to the acquisition. Hence, trade discounts, rebate, duty drawback, and such similar items are deducted in determining the cost of purchase. Therefore, duty drawback, rebate, etc., should not be treated as adjustment (credited) to the cost of purchase or manufacture of goods. They should be treated as separate items of revenue or income and accounted for accordingly (see page 44 of the Indian Accounting Standards and GAAP by Dolphy D’Souza) . . . ."

4.9 The Court then also referred to the guidance note issued by the ICAI on the accounting treatment of Cenvat/Modvat and noted that the inventory of inputs should be valued on the basis of purchase cost net of specified duty on inputs (i.e., duty recoverable from the department at a later stage). After considering this and the effect of AS-2 referred to in Para 4.8 above in the context of DBK/DEPB, the Court further held as under (Page 235) :

" . . . . Therefore, we are of the view that the duty drawback, DEPB benefits, rebates etc., cannot be credited against the cost of manufacture of goods debited in the profit and loss account for purpose of S. 80-IA/80-IB as such remissions (credits) would constitute independent source of income beyond the first degree nexus between profits and the industrial undertaking".

Conclusion :

5.1 In view of the above judgment of the Apex Court, DEPB/DBK amounts are not to be considered as part of Eligible Profits for the purpose of computing deduction u/s.80-IB.

5.2 Somehow, unfortunately, the Court had to deal with the issue relating to DEPB and DBK, both together. Atleast, in the context of DBK, especially considering its nature and the reasoning explained by the Delhi High Court in the case of Eltek SGS P. Ltd. referred to in Para 3 above, perhaps a different view was possible. Unfortunately, this judgment of the Delhi High Court does not seem to have been referred to as the same finds no mention in the list of cases considered. The judgment of the Gujarat High Court in the case of India Gelatine & Chemicals Ltd. (supra) was cited on behalf of the assessee, but that has not been specifically dealt with by the Apex Court. Therefore, for the time being, these judgments are also to be treated as impliedly overruled.

5.3 Even one of the contentions raised in the context of DBK and the advance licence scheme (referred to in para 4.2 above) has not been specifically dealt with in the above judgment. On this account, as well as on account of the detailed reasonings given in the judgment of Delhi High Court referred to in Para 3 above, in the context of DBK, the above judgment of the Apex Court may need reconsideration.

5.4 In any case, the above judgment will not have any impact on the interpretation of the provisions of S. 80HHC, which provided for deduction in respect of the profits derived from the export of goods or merchandise.


