GB Study Circle 17th July, 2010


Disallowance u/s 14A, Income-tax Act, 1961

EMERGENCE OF THE LAW

Prior to 1st April, 2001 there was no provision under the Income Tax Act to disallow the amount of expenditure incurred on exempt income. In the case of Rajasthan State Warehousing Corporation v/s. CIT, it was held that if the expenses are incurred particularly towards exempt income, only then such expenses will not be allowed as a deduction. However, in case of any controversy in allocating the expenses, no such expenses will be disallowed. This decision became a benchmark for all the later judgements.

In 2001, a new section 14A was introduced by the Finance Act with retrospective effect from April 1, 1962, to provide that no deduction would be allowed for expenses incurred in relation to income exempt from Income Tax. 

PROVISIONS OF 14A IN A NUTSHELL

As per Income Tax Act, 1961

Expenditure incurred in relation to income which does not form part of Total Income.
(1) No deduction of Expenses shall be allowed in respect of Income not forming part of Total Income.

(2) The Assessing Officer can also determine the amount of disallowance in accordance with prescribed method if he is not satisfied with the claim of the assessee.

(3) However, the Assessing Officer cannot add to the liability of the assessee if the assessment year has ended on or before the 1st day of April, 2001

In Substance, therefore, Section 14A will apply only where :-

(1) deduction of expenses is being claimed

(2) and those expenses are in relation of exempt income

(3) Assessing Officer will determine under the prescribed method only if he is not satisfied with the assessee’s claim.
Income tax Rules prescribes the method of calculation with the insertion of Rule 8D vide Notification dated 24th March, 2008 (provided by CBDT).
Whether Prospective / Retrospective ?

As per Income Tax Rule

Notification No. 45/2008, Dated: March 24, 2008

(1) If the A.O. is dissatisfied with the ;

(a) the correctness of the claim of expenditure; or

(b) claim made that no expenditure has been incurred for Exempt Income

(2) Amount of Disallowance shall be calculated as SUM of;

(a) the amount of expenditure directly relating to Exempt Income;

(b) If Interest
 expended is not directly attributable to such income, then;

(Amount of Interest expended)  X   (Avg. value of Investments as on 1st & last day of the year)

Avg. of the Total Assets as on 1st & last day of the previous year

(Total Assets = All Assets excluding the increase on account of revaluation of assets but including the decrease on account of revaluation of assets.)

(c) 0.005 X (Avg. value of Investment on which Exempt Income is earned)
Illustration

M/s. ABC Securities Limited is in the business  of share trading. During the year, the company earned a dividend income of Rs. 1,25,000/- on the shares held by the company. Average Investments held were Rs. 43,00,000/- and Total Assets were Rs. 3,00,00,000/- and Other charges on Shares held as investments are Rs. 6,000/-. Assuming that they have paid an Interest of Rs. 17,00,000/- on Unsecured Loans, what would be the disallowance u/s. 14A?

1. Borrowed Funds / Own Funds

2. Share Trading Stock / Investments

3. Funds borrowed after making investments

4. Disallowance > Income earned.

Solution:

As per the Calculation specified under rule 8D of the Income Tax Rules the Amount of Disallowance will come to Rs. 2,71,167/-. Thus, the amount of expenditure disallowed can exceed the Amount of Exempt income earned during the year.
Working Note :
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Working Note for the Calculation of Disallowance

Net Profit as per Profit & Loss A/c 2,500,000

Exempt Incomes Earned by the Company

Dividend Income 10(34) 125,000

Demat Charges paid for Maintaining Account 2,500

STT paid on Purchase of Shares 3,500 6,000

Interest Expenditure on Borrowed Capital 1,700,000

Avg. Value of Investments 4,300,000

Total Assets 30,000,000

Statement Showing Amount of Disallowance

(1) Amount of Expenditure directly related to Exempt Income 6,000

(2) Interest Expended 243,667

(3) 0.5% of Avg. Stock of Investments 21,500

Amount of Expenditure to be disallowed TOTAL 271,167

17,00,000  X  43,00,000

3,00,00,000

0.5%  X  43,00,000


Note : The following Case laws may serve as an eye opener for the stringent provisions laid down by this provision.
SOME PROMINENT CASE LAWS IN FAVOUR OF THE ASSESSEE :

1. Shyamkamal Leasing & Finance, earlier to the decision of the Delhi Special Bench, it was held that no disallowance if no exempt income is earned during the year.

2. Jindal Saw Pipes, it was held that if there is no clear nexus of expenses incurred with earning exempt income, S.14A shall not be invoked.

3. M/s Hero Cycles Ltd., Punjab High Court has held that the onus of proving the nexus of Expenditure incurred for earning the Exempt income is on the Assessing Officer, thus disallowance cannot be invoked if the nexus is not proven.
ABSURDITY OF THE LAW

Though the rules have been laid down for the purpose of calculation, there are certain unjustified results. Rule 8D which provides the calculation brings out some weird results:

a. The insertion of Sec.14A is Retrospective w.e.f. 1st April, 1962. (refer the case of Daga Capital Management Pvt. Ltd.)
b. The amount of disallowance can exceed the amount of Exempt Income earned. For E.g. If Mr. Raj has earned Dividend Income of Rs. 2000/- and he pays an interest of Rs. 50,000/- for the funds borrowed for the purpose of investing in the dividend earning investment, Amount of disallowance will be Rs. 50,000/- and not Rs. 2,000/-.

c. Even though there is no exempt Income earned during the year, Interest expenditure can still be disallowed. (refer the case of Cheminvest Ltd vs. ITO)
d. The section is specifically focused on the exempt income but it does not account for Exempt income in the calculation.
e. 0.5% of Average Investments. For E.g. If X Ltd is not holding any investments at the beginning of the year. It purchases Shares of Y Ltd during the year, earns Dividend income and then sells the shares in the market. Thus, there will be no shares left with X Ltd. At the end of the year, making the Average Investments NIL.
CRACK YOUR BRAINS
Illustration : Suppose Mr. A holds Mutual Funds of MF Ltd. worth Rs. 22 Lacs, Shares of S Ltd Rs. 2 Lacs. Dividend of Rs. 4,000 earned on the shares of S Ltd.

Question : Should the value of investments include MF Ltd. for evaluating Average Investments even though no exempt income is earned on it ?

CONCLUSION

The section has raised many such questions which have been left unanswered. Also, there is no clarifications on the absurd results arrived at during the calculation of disallowance. However, we await proper clarifications on the subject very soon. Keep your eyes focused on the judgement of Daga Capital Management Pvt. Ltd. which is held up in the High Court.
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