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APPENDIX TO DIRECT TAX LAWS  

- T.N.MANOHARAN M.Com., B.L., F.C.A.
RECENT CASE LAW

Basis of charge

Diversion of Income by overriding title :

1. Where an outgoing partner has not received his capital in full and the firm uses his capital for running the business, the outgoing partner under section 37 of the Indian Partnership Act, 1932 has a right to such share of profits made since he ceased to be a partner.  The profits attributable to the use of his share of property in the firm or interest @ 6% per annum could be claimed by the outgoing partner.  So far as the firm is concerned, the amount so paid to the ex-partner as per section 37 of the Indian Partnership Act, 1932 is diversion of income by overriding title. - CIT vs. Varanashi Nagar Vikas (2005) 275 ITR 140 (All).   

Income which do not form part of total income

Education Institution : 

2. Interest income earned by educational institutions which are eligible for exemption u/s. 10(23C)(iiiad), is also exempt from tax. Trustees of Vanita Vishram vs. CIT (2006) 280 ITR 345 (Bom.). 

Profits and gains from Business or Profession

Business Income  - Chargeability

3. Where a firm engaged in real estate business, receives amount from 
co-developers and deposits the money in fixed deposits, the interest income from fixed deposit is directly related to business activity.  Hence, taxable as business income. CIT vs. Dalmia Promoters Developers (P) Ltd (2006) 281 ITR 346 (Del.).
Revenue Expenditure 

4. In the case of textile mills, entire mill has to be treated as one single plant and the machines are to be treated as part of such plant. Any replacement of cards, blow room machinery and combing machinery has to be treated as revenue expenditure, as no new asset is created upon replacement of worn out machines. The court held that ring frames and draw frames cannot work independently and does not have intermediate marketable produce at any stage of production - CIT vs. Janakiram Mills Ltd (2005) 275 ITR 403(Mad.)  

Depreciation

5. Where a partnership firm upon dissolution allots a factory building to a partner towards the sum due to him, he is eligible to claim depreciation on factory building even though the property is not registered in his name. - Universal Radiators Ltd vs. CIT (2006) 281 ITR 261 (Mad.).
Bad Debts

6. The assessee accepted the award of the arbitrator and wrote off the irrecoverable portion of the debt.  The Assessing Officer rejected the claim on the ground that the assessee could not establish that the debt became irrecoverable.  The court held that the assessee had made an attempt to recover the debt and only upon the short recovery consequent to arbitration award, the deficiency was written off as bad debt.  The court held that this would not amount to waiver or forgoing of claim by the assessee and hence is allowable as bad debt.- CIT vs. Janakiram Mills Ltd (2005) 275 ITR 403(Mad.)  

7. In order to claim a deduction under section 36(1)(vii) the debt should be written off in the books of account of the assessee.  A mere provision in the books of account is not sufficient for allowance of deduction.- Kerala State Industrial Development Corporation Ltd vs. CIT (2006) 281 ITR 413 (Ker.).

General deduction u/s. 37 (1)

8. Purchase of bus by the assessee and donating the same to a school where the children of its employees were studying was held as employee welfare expenditure eligible for deduction under section 37.  The expenditure to be eligible for deduction as business expenditure need not result in the expenditure being wholly and exclusively for the purpose of business and the assessee need not be the sole beneficiary of the expenditure.- CIT vs. Rajasthan Spinning & Weaving Mills Ltd (2006) 281 ITR 408 (Raj.).

Capital gains

Transfer 

9. Land held by a partnership firm, which is not engaged in the business of trade in real estate, would be treated as fixed asset of the firm.  The transaction of sale of land by the firm is assessable to tax as capital gains and not as adventure in the nature of trade - CIT vs. Mohakampur Ice and Cold Storage (2006) 281 ITR 354 (All.).

10. Section 45(4) is concerned with capital gains arising from transfer of capital assets by way of distribution of capital assets on the dissolution of a firm or otherwise.  Where a firm consists of two partners and upon demise of one partner if the other partner continues the business of the firm without transfer of assets, Section 45(4) meant for applying market valuation of assets, will not apply. The section does not deem the date of dissolution as the date on which ‘transfer’ had taken place.  The court held that the notional transfer of capital asset is not implied in the section and the relevant year for tax is the year in which the transfer actually takes place. - CIT vs. Moped & Machines (2006) 281 ITR 52 (MP).

Period of holding

11. Where a person obtains a flat from a Co-operative housing society the date of acquisition is, the date of allotment of share in the society and not the date of delivery of possession of flat. Therefore, the period of holding shall be reckoned from the year of allotment of share in the society for determining whether the capital asset is a long term capital asset or a short term capital asset. CIT vs. Jindas Panchand Gandhi (2005) 279 ITR 552 (Guj.).

Exemption from Capital Gains

12. Capital gains on transfer of building or land appurtenant thereto is eligible for exemption u/s.54 provided the income from such property is chargeable under the head “income from house property” and the other conditions are complied with. The “land appurtenant” to the building would imply the ownership of the building and the land appurtenant thereto, by the same person. If one person owns the building and another person owns the vast land surrounding the building, the capital gain on sale of land will not be eligible for deduction u/s.54.  The land so transferred would be treated as “land adjoining” to the building and not “land appurtenant” to the building - P.K.Lahiri vs. CIT (2005) 275 ITR 17 (All.)   

13. When a building, which is subject matter of transfer, forms part of block of assets, it is possible that the sale consideration attributable to the building merely goes to reduce the written down value of the block and the block continues to exist with other buildings and depreciation is availed on the WDV. In such a situation, Sec.50 shall not get attracted, whereas the capital gain arising on transfer of land shall be liable to be computed and offered for tax subject to the deductions and exemptions as may be applicable. In case the sale consideration attributable to the building exceeds the written down value of the block there will be short term capital gains u/s.50. The issue as to whether the capital gain deemed as short term in nature on account of legal fiction created u/s.50 shall qualify for exemption u/s.54EC, 54ED and Sec.54F, if the asset transferred are otherwise long term in nature within the meaning of Sec.2(29A) read with Sec.2(42A) is persisting for a long period.

The provisions of Sec.50 contain a non obstantate clause with reference to Sec.2(42A) and requires the provisions of Sec.48 & 49 to be modified to the extent stated therein. It does not override other provisions granting exemption. Similarly, the provisions of sec.54EC / 54F donot talk about Long term Capital gain or Short term capital gains. Therefore, exemption can be claimed u/s.54EC, even if short term capital gains are invested. The only condition is that the asset should be of long term in nature - CIT vs. Ace Builders (P) Ltd (2006) 281 ITR 210 (Bom.).  

Income from other sources

Dividend 

14. Allotment of fully paid bonus of redeemable preference shares to equity shareholders is not covered by the term “dividend” u/s. 2(22)(a) or section 2(22)(b).- Briggs of Burton (India) P Ltd (2005) 274 ITR 595 (AAR).However, students may note that the allotment of bonus preference shares to preference shareholders is covered by section 2(22)(b). 
Aggregation of income and carry forward and setoff of losses

Cash credits

15. The assessee originally claims that all the cash credits as genuine deposits, representing the amounts of different set of persons. Subsequently, when the same is treated as income from the unexplained source by the Revenue, the assessee cannot claim the benefit of “peak credit” for quantifying the addition. The assessee has to own all cash credit entries in the books of account and only thereafter seek the benefit of “peak credit” - Bhaiyalal Shyam Behari vs. CIT (2005) 276 ITR 38 (All)  

Unexplained income

16. Where the gift is received by way of bank draft and the donor has confirmed the gift, the initial burden is discharged. The recipient need not prove anything further.  The amount of gift  cannot be treated as income of the donee u/s. 68. - Muralidhar Lahorimal vs. CIT (2006) 280 ITR 512 (Guj.).

Procedure for assessment

Income escaping assessment

17. The assessment of the assessee was completed under section 143(3).  After a lapse of 4 years the Assessing Officer resorted to reassessment by invoking section 147. The Assessing Officer referred the valuation of the cost of construction of hotel building to the Valuation Officer after issuing notice under section 147. The court held after having reopened the assessment, the evidence cannot be fished out through reference to a valuation Officer which is merely an opinion and not a conclusive proof to establish escapement of income unless it is supported by other supportive and corroborative evidence.  Unless there is a finding that the assessee had failed to disclose truly and correctly its income, no assessment could be made under section 147 after a lapse of 4 years.  The Assessing Officer cannot make reference to valuation officer and take that valuation report as a basis for reopening the assessment without other supportive evidences.- Hotel Mount View vs. CIT (2006) 280 ITR 51 (Cal.)   

Rectification of mistake

18. In the course of assessment expenditure towards provident fund, family pension fund, ESI and other administrative charges were allowed as expenditure. Subsequently, the Assessing Officer resorted rectification of the order by invoking section 154, for disallowance of PF, ESI and admin charges since they have been paid beyond time limit allowed u/s.43B.  The court held that only mistakes apparent from the record could be rectified by resorting to section 154 and controversial or debatable issues cannot be decided by invoking section 154. -CIT vs. Hindustan Cycles and Tubes Ltd (2006) 281 ITR 225 (Del.).

Appeals and revision

Powers of Income Tax Appellate Tribunal

19. The tribunal has the discretion to allow or not to allow a new ground raised for the first time.  When the appeal is pending before the tribunal, it is found that a non taxable item is taxed or a permissible deduction is denied, the assessee should not be prevented from raising that question before the tribunal for the first time, so long as the relevant facts are on record in respect of that item. - National Thermal Power Co Ltd vs. CIT (1998) 229 ITR 383 (SC) 

20. The assessee challenged the initiation of reassessment proceedings for the first time before the Tribunal.  The Tribunal rejected the contention for the reason that the assessee had waived the right of contention before the first appellate authority and hence cannot reagitate the same contention before the Tribunal. As this contention was entirely on a different ground, than the one raised before the CIT(A), the same shall be allowed. - Ramilaben Ratilal Shah vs. CIT (2006) 282 ITR 176 (Guj). 

21. Where an order is passed u/s. 263, the assessing officer was entitled to consider only those items which had been considered by the commissioner and was not entitled to consider any other items afresh for making additions. The assessing officer cannot expend the scope of consequential assessment. - CIT vs. D.N.Dosani (2006) 280 ITR 275 (Guj).  

Collection and recovery of tax

TDS on contractors

22. Section 194 C would not apply to contracts for sale of goods. An independent establishment engaged in the business of supplying packing material to various customers, does so in the nature of trade and not execution of ‘works contract’. - BDA Ltd vs. ITO (TDS) (2006) 281 ITR 99 (Bom). 

TDS on Commission and Brokerage

23. The licensed stamp vendors purchased stamp papers from the Treasury at a discounted price and thereafter sold the stamp papers to the public. The discount granted on sale of stamp paper to the licensed stamp vendors by the Treasury cannot be termed as “commission or brokerage” to attract TDS under section 194H.-Kerala State Stamp Vendors Association vs. Office of the Accountant-General (2006) 282 ITR 7 (Ker.)  

TDS on compensation on compulsory acqusition

24. In the case of compulsory acquisition of land, tax is deductible at source on compensation and interest on the date of payment. The liability to deduct tax at source under section 194 LA arises only on the date of payment even though the acquisition may have been made much before. - State of Kerala vs. Mariamma (2006) 280 ITR 225 (Ker.). 

Settlement commission

25. Settlement commission can grant immunity under all Central Acts including Customs and Central Excise Laws. Sales tax being levied under the state legislation, the Settlement Commission cannot intervene or grant immunity for levy of penalty and prosecution under General Sales Tax Act. Held, as the liability under GST is not a matter covered by the order of the Settlement Commission, the Sales Tax Authorities can proceed against the assessee under the respective law - P.T.Antony & Sons vs. Union of India (2005) 279 ITR 363 (Ker.).

Penalty

24. If the Assessing Officer or the Commissioner (Appeals) or the Commissioner in the course of any proceedings under the Act, is satisfied that the assessee has concealed particulars of income or furnished inaccurate particulars of income, he may levy penalty under section 271(1)(c). The basic condition is “satisfaction”.  Unless requisite satisfaction is recorded in the assessment proceedings, the jurisdiction to initiate penal proceedings could not be assumed subsequently. - CIT vs. B.R.Sharma (2005) 275 ITR 303 (Del.) 

25. The share application money though cannot be considered as a “loan” within the meaning of section 269 SS of the Act, yet it partakes the character of  “deposit”, since it is repayable upon non allotment of shares or refundable if recalled by the applicant before allotment.  Hence, it was held that share application money received in excess of the prescribed limit in cash is liable for penalty under section 271 D. - Bhalotia Engineering Works (P) Ltd vs. CIT (2005) 275 ITR 399 (Jharkhand).  

26. While completing the assessment the Assessing Officer must also record his satisfaction that there was concealment of income or furnishing of inaccurate particulars thereof. Without recording such a satisfaction, initiation of penal proceedings immediately on the same day of completion of assessment was not justified. - Shri Bhagwant Financing Co Ltd vs. CIT (2006) 280 ITR 412 (Del.).

27. The Assessing Officer in the office note recorded that penalty proceedings under section 271(1)(c) has been initiated as a safeguard against any default in payment of assessed tax by the assessee. The bare reading of the order on the office note showed that the order passed by the Assessing Officer suffers from jurisdictional error and an element of arbitrariness in forming opinion and recording satisfaction with an object, which is not permissible under the Act.  A jurisdictional error cannot be corrected subsequently and the court held that the levy of penalty as unjustified.- Shri Bhagwant Finance Co Ltd vs. CIT (2006) 280 ITR 412 (Del.).

28. Where the assessee accepts loan in the form of cash from relatives, with a mandate to safeguard the same and use it only for business  as and when required, it is not liable for penalty u/s. 269SS merely because the amount were not immediately used for assessee’s business, the same cannot be subjected to penalty.- CIT vs. T.R.Rengarajan (2005) 279 ITR 587 (Mad.).

