Name of Article : Section 14 A and Nexus with Exempt Income

Editorial Note:

Exempt Income and the Expenses related to Exempt Income is now a days very essential to separate out from the normal Business Expenditure. In day to day Expenses, many a time it becomes very difficult to identify what are the expenses which has a direct nexus with the Exempt Income and what are the expenses which are common expenses for Taxable Income and Exempt Income. Although, it is difficult to separate both the expenses, but should not be avoided.
Introduction.

The Original Provision was introduced in 2001  and the it was as under.
“For the purpose of computing the total income under this chapter, no deduction shall be allowed in respect of expenditure incurred by the tax payer in relation to income which does not form part of the total income under this Act.”

The objective was to dis-allow the direct and indirect expenditure incurred in relation to the income which is not forming part of the total income.
Subsequently, there were amendment in by Finance Act, 2002 by inserting a proviso to restrict the reopening of cases under section 147 or 154 in respect of the assessments where the proceeding s were become final before April 1, 2001.

This section once again amended by The Finance Act, 2006 with effect from April 1, 2007 and stated that the disallowance will be done with the prescribed method. But no Method was prescribed till March 24, 2008. Because of this the Tax officers still resorted to the ad-hoc disallowance in absence of prescribed methods. 

To overcome this, Rule 8D was introduced in the Income Tax Rules, 1962 ( Rules) vide Notification No. 45/2008 with effect from Mach 24, 2008.
Section 14A and Rule 8D :

The provision of Section14A (1) can be divided into following four Lines.

a) In respect of Expenses- ( Expenes required to incur )

b) In relation to- (All expenses incurred )

c) Income

d) Which does not form part of the Total Income

Section 14A is applicable to all tax Payers i.e Individuals, HUF, AOP, Trust, Corporate etc.

Computation of Disallowance under Rule 8D

The Computation prescribed under Rule 8D is classified into three different stage and the aggregate of the amount so arrived at will be the amount that is disallowed under section 14A.
Stage :1 : Rule 8D (2) (i) : Direct Expenditure 

Expenditure directly relating to Income which is exempt from tax would get covered here.
Stage :2 : Rule 8D (2) (ii) : In- direct Expenditure 

The disallowance under this stage will come only when the tax payer has interest bearing borrowings and has income which is exempt from tax.
A
x
B/C

A= Amount of expenditure by way of interest other than the amoutn of interest included in clause (i) incurred during the year.

B=  the average value of investment, income from which does not or shall not form part of the total income, as appearing  in thet balance sheet of the tax payer, on the first day and the last day of the 
previous year.

C= the average of total assets as appearing in the balance sheet of the tax payer, on the first day and the last day of the previous year.
# Total Assets excludes the increase on account of Revaluation of assets but including the decrease in revaluation of assets.

Stage 3 : Rule 8D (iii) Value of Investments :

Disallowance of an amount equal to 0.5% of the average of Investment, income from which does not or shall not form part of the tital income as per the Balancesheet of the tax payer on the first day and the last day of the previous year.

0.5%
X 
Opening Value of Investment + Closing Value of Investment
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It will be very interesting in case where the assessee makes the Investments from internal accruals as well as from borrowed  funds and has inversted in investments income from  which is exemt from tax.

In such case, can a presumption be made that the investments is made out of the interest free own funds and not from borrowed funds?

The case of Hero Cycles Limited, decision of Punjab and Haryana High Court, East India Pharmaceuticals Works Limited ( 224 ITR 627 ) and Reliance Utilities and Power Limited ( 313 ITR 340 ) throws a light on the Investments from the Interest free Funds.

In case of Reliance Utilities and Power Limited, the High Court held that as sufficient interest free funds were available with the assessee to meet the investment and at the same time ta payer had raised a loan, it can be presumed that the investments were made from Interest free funds available. 

In case of East India Pharmaceutical Works Ltd, Supreme Court had denied as the reference was made only to the Reserves available with company and not on the interest free funds.

In Case of Hero Cycles Limited, High Court held that when the tax payer has proved that Investments were made out of non-interest  bearing funds, no disallowance under Section 14 A could be made on account of interest expenditure.

Rule 8D also has certain practical issues which are as mentioned below:

a) Will this rule apply on the partners share of profit from frim which is already taxed in the hands of Firm.

One View is that partner’s share in the post tax profit of the firm is not all together a tax free income since the amount has already suffered tax in  the hands of the firm. Another view is that the firms pays tax in its own capacity and not on behalf of the partners. The tax so paid is not availabe as credit to the partners. Further partners’ share of profit is exempt from tax and hence would be regarded as tax free inocme in the hands of partners. Hence the issue is prone to the litigation.
b) Can disallowance is made even the no income is earned.

“It was held in case of Everplus Securities and Finance Limited V DCIT 285ITR 112 that mearly because the tax payer did not earn dividend out of the investment in certain shares by itself would not prove that the provisions of section 14A are not applicable in the case”

c) Can disallowance is made if the investment is made outside India.

This is yet to evaluated as the Section does not bifurcate the Exempt Income from India or from outside India.
Conclusion:

Section 14A and its implications are very wide although a very small section and its provisions are also in less number of pages. One need to understand and see the implications on Investments made where there is an exempt income is receivable out of such Investment. Proper calculation is to be arrived as per the three stages so that the Penalty etc can be avoided.
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