


5. INCOME FROM BUSINESS OR PROFESSION

Charging Sec.28 
U/s 28, the following types of income are chargeable to tax under the head “Profits and gains of business or profession":

1. Profits and gains of any business or profession;

2. Any compensation or other payments due to/received by any person specified in Sec.28(ii);

3. It is a settled principle that excess of income over expenditure accruing to a mutual association is not income and, consequently, it is not liable to tax. To this rule, an exception is provided by this sub section. Income derived by a trade, professional or similar association from specific services (mean conferring particular benefits which would not be available to the members unless they pay the specific fees charged for such special benefits) performed for its members [Sec.28(iii)];
4. Profit on sale of import entitlement licenses, incentive by way of cash compensatory support and drawback of duty [Sec.28(iii)(a)];   

5. Any profit on transfer of the Duty Entitlement Pass Book Scheme;
6. Any profit on the transfer of the Duty Free Replenishment Certificate;
7. The value of any benefit or perquisite, whether convertible into money or not, arising from business or the exercise of a profession. Irrespective of whether the benefits or perquisites are contractual or gratuitous. For e.g., sum received by a lawyer from various liquor dealers who are not his clients, but are benefited by his professional services in a case against prohibition is taxable, as the benefit arises in the exercise of profession [Sec.28(iv)]. 
8. Any interest, salary, bonus, commission or remuneration, by what ever name called, receivable or received by the partner of a firm from such firm to the extent such interest etc., was allowed U/s.40(b) in the assessment of firm [Sec.28(v)];
9. Any sum whether received or receivable, in cash or kind, under an agreement for not carrying, out any activity in relation to any business or not to share any know-how, patent, copy right trade​mark, license, franchise or any other business or commercial right of similar nature or information or technique likely to assist in the manufacture or processing of goods or provision for service [Sec.28(va)]. If any sum is attributable to the transfer of the right to manufacture etc., the same shall be chargeable to tax under the head ‘Capital Gains’ and such amount shall not be assessable u/s.28;

10. Any sum received under a key man insurance policy (including bonus) [Sec.28(vii)]; and
11. Income from speculative transaction [Expl. 2 to Sec.28].
Detailed explanation of some of the above

Sec.28(i):The profits & gains of any business or profession, which was carried on by the assessee at any time during the previous year shall be chargeable to tax under PGBP.
a. Sec.2(13) defines Business to include trade, commerce, manufacture or adventure in the nature of trade, commerce or manufacture. This definition is not exhaustive. It covers every facet of an occupation carried on by a person with a view to earning profits.
b. Sec.2(36) defines Profession to include vocation. Distinction between business, profession or vocation, not significant.
c. Though profit motive is one of the primary requisites of business, it is not an essential ingredient of business. For instance, mutual concerns and societies do carry on business, but they seldom have profit motive [General Family Pension Fund v. CIT [1946]].
d. Carried on by the assessee during the previous year: 

· Sec.41: Discussed in detailed later.
· Sec.176(4): Any money collected after the discontinuance of the profession will be chargeable in the same manner and to the same extent as if the profession was in continuation.

· Sec.176(3A): -do- for business. 
b. In the following cases income from business is not taxable under the head “PGBP”.

· Rent of house property is taxable under the head “Income from house property” even if the recipient of rent is engaged in the business of letting properties on rent.
· Dividends on shares are taxable under head “Income from other sources” even if they are derived from shares held as S.I.T. 

· Winnings from lotteries, races etc., are taxable under the head “Income from other sources”, even if derived as a regular business activity.

What makes a transaction an adventure in the nature of trade?:
a. An adventure in the nature of trade need not be business itself. Any activity akin to business may be taken to be an adventure in the nature of trade.

b. A single transaction may also constitute an adventure in the nature of trade. There need not be regularity or repetitiveness in the activity.

c. Whether a transaction is in the nature of trade and commerce must be decided on the facts and circumstances of each case.

d. The active alleged/claimed to be an adventure in the nature of trade need not be allied to the already existing activity of the assessee. 

e. The activity or the transaction said to be an adventure in the nature of trade must be with the object of earning profit.
Sec.28(ii) - Compensation: 

a. Compensation received by any person managing the affairs of a company in connection with the termination or modification of the management.

b. Compensation received by any person, holding an agency in India, in connection with the termination or modification of the terms & conditions of the agency. For e.g. B was the distributor of a company for entire Northern India. Later, the company has modified the contract of agency limiting the coverage only for Delhi. For that, company compensated B with Rs.5,00,000. Such amount shall be taxable as business income

c. Compensation received by any person in connection with the vesting to the Government or any corporation owned/controlled by Government of the management of business.

Q. Compensation means normally a capital receipt but there are certain receipts by way of compensation, which are taxable under PGBP.  What are they?: Ans.: The above.
Sec.28(vii):Any sum received under a key man insurance policy.

E.g.: Compensation Received - 10,00,000.
Case 1: Assessee (employer) retains the entire money. Then it is chargeable U/s.28(vii)  

Case 2: Assessee (employer) gives 1,00,000 to the employee, 9 lakhs chargeable as business income of the employer. 1 lakh chargeable as salary in the hands of employee.  

Case 3: As the employee died, 1,00,000 was given to his legal heirs. This will be chargeable in the hands of legal heirs under the head “income from other sources”.

Speculation Business: 
a. If an assessee carries on a speculative transaction of such a nature as to constitute a business, such business should be deemed distinct and separate from any other business. This provision has been incorporated to make the operation of section 73 effective which lays down that loss in a speculative business can be set-off only against profits from speculative business.
b. For this purpose the business expenditure incurred should be allocated between speculative business activities and non-speculative business activities on a reasonable basis - Sind National Super Mills Pvt. Ltd., Vs. CIT. (1980).

c. As per Sec.43(5), "speculative transaction" means a transaction in which a contract for the purchase or sale of any commodity, including shares and securities, is settled, otherwise than by the actual delivery or transfer of the commodity or shares/securities.
d. If a contract is ultimately settled otherwise than by actual delivery or transfer of commodity, it would be speculative transaction even if at the time of entering into the contract there was no intention to do it. On the other hand, if actual delivery of commodity takes place the transaction would be a non speculative transaction even if it is highly speculative otherwise [Davenport & Co. (P.) Ltd. v. CIT [1975]]. 

e. Even ‘Blank transfer' of shares amounts to 'actual delivery' within the meaning of the term used in Sec.43(5) if shares are delivered along with blank transfer forms [CIT Vs. Mangal Chand Banrwarlal & Co. [2001]]. 

f. Sec.43(5) has been amended with effect from the assessment year 2006-07. After the amendment, any eligible transaction in respect of trading in derivative will not be treated as a speculative business transaction [Proviso to Sec.43(5)].

Method of accounting
a. As per Sec.145, an assesse could follow either cash system or mercantile system of accounting, as opted by the assesse, for this head of income. Up to assessment year 1996-97, an assessee could also follow hybrid system.

b. There are certain provisions, which apply, independent of the method of accounting followed by the assessee. For example, depreciation u/s 32. 

c. Even if the assessee follows accrual system of accounting, certain expenses falling within the purview of section 43B shall be allowed only if payment is made within the stipulated time limit. Deductions u/s.35D, 35DDA etc. are allowed over a period of 5 years irrespective of the method of accounting. 

Mode of income computation - Sec.29
Income under this head shall be computed in accordance with Sec.30 to Sec.43 D.

EXPENSES RELATING TO BUILDING - SEC.30
a. If the assessee is occupying the premises as a:
· Tenant - rent paid is deductible. Further if he undertakes to do the repairs (other than capital in nature), the cost of such repairs is also deductible. 

· Owner - current repairs is deductible.

b. Any land revenue, local taxes are deductible (Subject to Sec.43B).
c. Insurance premium in respect of the property is deductible.

Note:

a. Sec.43(2) says that the meaning for the word 'paid' can be given only after considering the method of accounting followed by the assessee. In case the assessee follows mercantile system, then the word paid includes payable. (This interpretation is restricted to Business or Profession only)

b. If the assessee has occupied the property otherwise than as a tenant (for instance, when the assesseee uses his own property for the purpose of his own business), nothing would be deductible on account of rent of the property.

c. If a firm has taken on rent premises belonging to one of its partners and pays rent to the partner, rent would be deductible u/s 30 - Heastie Vs. Veitch & Co. [1934]

d. If an existing asset is restored to its normal or original condition by incurring certain expenditure without changing the capacity or enhancing the efficiency beyond its original efficiency, then such expenditure can be regarded as current repairs. On the contrary, consequent to the incurring of expenditure, if a new or additional enduring advantage is created in the asset or the capacity or efficiency is enhanced beyond original ability to perform, then the expenditure can’t be allowed as current repairs.
e. Where a part of the business premises taken on rent is used and occupied by the assessee as his dwelling house, a proportion of rent attributable towards the use of the premises as dwelling house is not allowed as deduction [Sec. 38].
f. Sec.105 of the Transfer of Property Act makes a distinction between rent and premium. Amount allowed as deduction under this section is rent for premises taken on lease and not premium

EXPENSES RELATING TO P&M, Furniture - Sec.31
Repairs (other than capital in nature) and insurance of plant & machinery, furniture is allowable as expenditure. 
DEPRECIATION - SEC.32
Basic concepts for computation of depreciation allowance:
	Method of depreciation
	32 Written down value method [“straight line method” in the case of power sector.]

	Rates of depreciation 
	Appendix 1 & 1A to the Income-tax Rules

	Block of assets
	2(11)

	Actual cost 
	43(1)

	Written down value 
	43(6)

	Sale of depreciable assets
	50 - short term capital gains.


In respect of Buildings, Plant & Machinery, or Furniture being tangible assets and in respect of intangible assets such as know-how, patents etc. depreciation shall be allowed. 
Is it compulsory to claim depreciation: The Supreme Court in case of Mahendra Mills held that claiming depreciation is optional. To nullify the judgment Explanation 5 to Sec.32 has been inserted to clarify that depreciation provisions shall apply. It is allowed even if the books are maintained on cash basis.
Types: Usual depreciation, reduced depreciation & Additional dep.

Definitions: No where defined in the Act. One has to depend upon natural meaning and decided cases.
a. Buildings: It includes Roads, Bridges, and Wells. Does not include Land.
b. Furniture: any asset used for convenience and decoration is treated as furniture. E.g.: Partition work and false ceiling in the building.

c. Plant & Machinery: It includes vehicles, ships, books, scientific apparatus, surgical equipment, etc. but it does not include live stock, tea bushes. 

Note: 
· The term ‘Plant’ is defined as residuary one so as to include any asset not falling under other classifications but which is essential to carry on the business or profession.
· ‘Motor vans’ are akin to ‘motor Lorries’ or ‘motor buses’ vide CBDT Circular No. 609 dated 29-7-1991. Jeeps are treated at par with cars under the Motor Vehicles Act. 
· Mobile crane used in quarrying operations is not road transport vehicle but an item of machinery and hence the assessee would be entitled to additional depreciation-CIT v. Shriram Transport Finance Co. Ltd. [2003].

RULES REGARDING DEPRECIATION:
1. Assessee must be the owner of the Asset.
Exceptions:

a. Expl.1 to Sec. 32: If the assessee is occupying any building as a tenant, any capital expenditure incurred towards renovation, extension etc. on such building can be treated as the building belonging to him & depreciation can be claimed.

b. Property acquired on hire purchase basis (circular issued in 1943). This situation is prevailing not withstanding the fact that under civil Law the ownership does not pass to the hire-purchaser until the last installment is received.

c. Joint/fractional ownership is also recognised for the claim of depreciation. 
d. Registered ownership is not necessary (Sec.53A of transfer of property act).

e. In the case of partnership firm, the firm is entitled to claim depreciation, even if such assets are not registered in the name of the firm.

2. The assessee must use the asset for the purpose of carrying on the business or profession. It is not necessary that the asst should have been used for the purpose of business or profession throughout the previous year. It is clarified that quarters given to the employees is considered to have been used for the employer’s business. Similarly, fans, refrigerators etc. provided by the employer shall be considered to have been used for the employer’s business.
3. In the year in which the asset is acquired, if the asset is put to use for less than 180 days assessee can claim only 50 % of the eligible depreciation for such year.

E.g.:

a. If a new asset is purchased on 15.12.2008, assessee can claim only 50 % of the eligible depreciation for such year.

b. If an asset is purchased on 15.4.08 but put to use on 28.2.09, assessee can claim only 50 % of the dep. for such year, as the asset was put to use for < 180 days.

Note: 

a. The restriction of 180 days is applicable only for the year in which such asset is acquired and not in next years. In the subsequent years even if the asset is used for less than 180 days full depreciation is allowed for those years. (E.g.: If the new machinery is purchased on 20.3.2008 and put to use only on 28.12.2008, depreciation would be allowable at ordinary rates for the previous year 2008-2009, because the asset has not been acquired during the previous year 08-09 but acquired in previous year 07-08).
b. Assessee carried out the trial run in May 1992. During the trial run  assessee found out certain defects and carried out repairs. Regular commercial production was from October 1992. It was held that since the assessee had carried out the trial run in May 1992 itself, it is entitled to 100% of the normal depreciation and not 50% thereof. CIT Vs. Vindhyachal Distilleries P Ltd (2004). 
c. Whether usage required is active usage or passive usage?: Usage is interpreted to include ‘passive use’' or ‘potential use’ and not necessarily ‘active use’, i.e. it is sufficient if the asset is kept ready for use. It has been held in CIT Vs. Pepsu Road Transport Corporation, (2002) that spare engine kept in store to be used in case of need shall be entitled to depreciation.
d. If the assessee’s factory remained under lock out and none of the assets in question were at all used during any part of the previous year(s) depreciation cannot be claimed-CIT Vs. Oriental Coal Co. Ltd. (1994).

QUANTUM/AMOUNT OF DEPRECIATION: 
Depreciation can be claimed as a % of WDV of the block of Assets on the basis of WDV method. (From the assessment year 1988-89 depreciation is admissible on the basis of block of assets). Undertakings engaged in the business of generation or generation and distribution of power can depreciate their capital assets under Straight Line Method on individual asset basis. The percentage of depreciation allowable asset wise is prescribed in Appendix IA of the Income-tax Rules. It is open to such an undertaking to opt for claiming depreciation under the written down value method.
Block of assets: It means a group of assets falling within the same category of assets comprising:
a. Tangible assets being building, plant & machinery or furniture and 

b. Intangible assets being know - how, patents, copyrights, trade marks etc.
in respect of which the same % of depreciation is prescribed.

Each such group of assets falling under same classification and having same rate of deprecation will be identified as a block of assets. 
How to compute WDV of the Block of Assets - Sec.43(6):
	Opening WDV of the block
Add: Actual cost of additions - Sec.43(1)
Less: Money receivable in respect of assets sold, 
demolished, discarded and destroyed.
Amount on which dep. can be claimed

Less: Current year depreciation
Closing WDV
	XXX
XXX

XXX

XXX

XXX

XXX


Remember that assets which do not qualify for depreciation such as land, personal assets etc., will not form part of any block - CIT Vs. ALPS theater (1967). 
Destruction can be either voluntary or involuntary - Otis Elevator Co. (India) Ltd., Vs. CIT. 

Meaning of the words “Money receivable” (Actual word is payable): It includes:

a. Where the building, plant or furniture is sold, the price for which it is sold &

b. Any insurance salvage or compensation money receivable in case of destruction etc. 
The  expression “money payable” has to interpreted only as actual money payable in cash or by cheque/draft  and not any other thing or benefit which can be converted in money- CIT Vs. Kasturi& Sons Ltd.[ 1999].

Explanation 2A - W.D.V of the block of assets in the hands of demerged company:  Where any asset forming part of the block of assets is transferred by a demerged company to the resulting company, the WDV of the block of the assets of the demerged co. shall be reduced by the written down value of the assets transferred to the resulting company.

Explanation 2B - W.D.V of the block of assets in the hands of resulting company: Where any asset forming part of the block of assets is transferred by a demerged company to the resulting company, the WDV in the case of the resulting co. shall be the WDV of the transferred assets as appearing in the books of the demerged company.
ACTUAL COST - SEC.43(1): (Applicable for 'individual' assets)
	Total cost of the asset

Less: Amount of subsidy or grant received
Add: 
Int. on borrowed money for acquiring the asset up to the commencement of Commercial Production (Challappalli sugars Ltd., V/s. CIT)
Expenses incurred for acquiring the  asset (E.g. Freight)

Expenses incurred in connection with the installation 
                                                                          Actual cost of the Asset
	X X X
X X X
X X X
X X X
X X X
X X X
X X X


EXPLANATIONS TO SEC.43(1):
	Expl. 
	Mode of acquisition
	Actual cost

	1
	Asset acquired for scientific research subsequently brought into business use.
	Actual cost less deduction availed u/s.35.

	2
	Acquired by way of gift or inheritance
	WDV to the previous owner.

	3
	Second hand assets: Asset acquired from any other person using the asset for his business/profession with a view to claim enhanced depreciation.
	Actual cost to be determined by the Assessing Officer with the prior approval of Deputy Commissioner.

	4
	Reacquisition of Assets: Asset transferred by the assessee and reacquired by him.
	The WDV at the time of original transfer or the price paid for reacquiring the asset, whichever is less.

	4 A
	Sale and Lease back: Asset acquired by an assessee from another person given on lease to the same person who had earlier claimed depreciation on such asset.
	The WDV of the asset to the transferor at the time of transfer to the assesse.

	5


	Private assets to business purpose: Building used for private purpose subsequently brought into business use.
	The cost of the building as reduced by the notional depreciation calculated up to the year of bringing the asset to business at the rate applicable to that year.

	6
	Asset transferred by a holding Co. to its subsidiary co. or vice versa if the following 2 conditions are satisfied: 

a. 100% subsidiary co. 

b. Transferee co. is Indian company.
	WDV to the transferor company will be adopted as the actual cost to the transferee company.



	7
	Transfer of asset in a scheme of amalgamation by amalgamating co. to amalgamated Indian co.
	WDV to the amalgamating co. will be taken as the actual cost to the amalgamated company.



	7A
	Asset transferred by a demerged company to the Resulting Indian company.
	Actual cost shall be the written down Value in the hands of demerged company.

	8


	Asset acquired out of borrowed funds.

	Interest up to the date of commencing the commercial production shall be added to the cost of acquisition.

	9
	Asset acquired subject to levy of excise duty or customs duty.
	So much of the duty in respect of which cenvat credit was allowed, shall not form part of the actual cost.

	10
	Subsidy or grant or reimbursement received from govt.
	Such subsidy etc. shall be reduced from cost.

	11
	Asset brought in to India by a non-resident assessee for use in his business or profession
	Actual cost as reduced by the amount of Depreciation notionally calculated at the rate in force as if the asset was used in India since the date of acquisition.

	12
	Any capital asset acquired under a scheme for corporatisation of a recognized stock exchange in India, approved by SEBI
	The amount, which would have been regarded as actual cost, had there been no such coporatisation shall be deemed to be the actual cost


Points not covered by Sec.43(1):
a. It does not provide as to what will be the "actual cost" of assets acquired by a    person in a slump sale.

b. There is no specific provision for finding out "actual cost" in case an asset is acquired by a company on conversion of a firm into company or conversion of a sole proprietary concern into company. In such a case, the Assessing Officer can invoke Explanation 3.

GENERAL CONSIDERATIONS ON COST/DEPRECIATION:
a. Composite Subsidy: When subsidy received cannot be directly related to the Asset acquired, proportionate amount calculated by considering all assets shall be excluded. 

b. 'A' Ltd. started an industry in a backward area for which it received a subsidy of 1 crore from the CG. Should it be reduced from the cost?: Ans.: It need not be reduced because this subsidy so received is directly related to the location but not to the asset.
c. Salaries, guest house expenses paid for erection staff will form part of the actual cost. 
d. Staff training expenses paid will form part of actual cost.
e. Foundation stone laying ceremony expenses forms part of the actual cost. 

f. Expenditure on traveling incurred for acquiring depreciable assets is part of actual cost

g. Depreciation is allowed to lessor not to lessee (Against to AS 19) - Circular No. 2 of 2001, dated February 9th, 2001.

h. Consequences if depreciable assets are sold: Sec.50 becomes applicable.  

i. While claiming dep. for building, the cost of the land should be excluded, since the land is a non depreciable asset.

j. If any asset is partly used for business and partly for personnel purposes, only proportionate expenses and depreciation can be claimed - Sec.38. 

k. Imported cars: No depreciation will be allowed if it is acquired before 1.4.2001.
l. Depreciation in the case of Amalgamation etc.: Where in any previous year, there is:

· Succession of a partnership firm by a company as per Sec.47, or

· Succession of a proprietary concern by a company as per Sec.47, or

· Amalgamation of companies, or Demerger of any company.

In all the above cases, depreciation shall be apportioned between the predecessor and the successor, or the amalgamating company and the amalgamated company, or the demerged company and the resulting company, in the ratio of number of days for which the assets were used by them - Fifth proviso to Sec.32.

DEPRECIATION RATES (APPENDIX 1 TO INCOME TAX RULES):
TANGIBLE ASSETS
	BUILDINGS:

· Buildings which are used mainly for residential purposes

· Building which are not used mainly for residential purposes

· Purely temporary erections such as wooden structures

FURNITURE AND FITTINGS:
Furniture and fittings including electrical fittings
PLANT & MACHINERY:

· Motor cars, other than those used in a business of running them on hire.
· Motor buses, Motor lorries and Motor taxis used in a business of running them on hire. 

· Aero plane & Aero engines 

· Moulds used in rubber and plastic goods factories.
· Life saving medical equipments.

· Containers made of glass or plastic used as refills.

· Computes including computer software. 

· Air & Water pollution control equipment.

· Solid waste recycling systems.

· Energy saving devices.

· Gas Cylinders including value and regulators.

· Books owned by assessee carrying on a profession being annual publications and books owned by assessee carrying on business in running lending libraries. 

· Books other than those mentioned above.
· Ships.
· Machinery and plant, used in weaving, processing and garment sector of textile industry, which is purchased under Technology Up gradation Fund Scheme (TUFS) on or after the 1-4-2001 but before the 1-4-2004 and is put to use before 1-4-2004. 

· Machinery and plant, acquired and installed on or after 1-9-2002 in a water supply project or a water treatment system and which is put to use for business for providing infrastructure facility under 80-IA.
· Other plant and machinery

	5%

10%

100%

10%

15%

30%

40%

30%

40%

50%

60%

100%

100%

80%

60%

100%

60%

20%

50%
100%

15%


INTANGIBLE ASSETS
	Know how, patents, copy rights, trade marks, licenses, franchises etc.
	25%


Note: Appendix IA to the Income-tax Rules contains percentage of depreciation prescribed for power sector following straight line method on individual asset basis. Those rates are not given here since it is considered as not important from academic point of view.

ADDITIONAL DEPRECIATION ON NEW PLANT & MACHINERY: With a view to give a boost to the manufacturing sector this is allowed in addition to the normal depreciation.

1. Eligible Assesse’s: An assessee which is an industrial undertaking engaged in the business of manufacture or production of any article or thing. It is allowable even for existing business. 

2. Eligible Asset’s: Any new machinery which has been acquired and installed by the above assessee after 31-3-2005. 
3. Non eligible Asset’s: However, it shall not be allowed for the following assets:

a. Any Plant & Machinery which, before its use by the assessee was used either within or outside India by any other person.

b. Any Plant & Machinery, the whole of the actual cost of which is allowed as a deduction (whether by way of dep. or otherwise) one previous year only.



c. Any P&M installed in any office premises or any residential accommodation.

d. Ships and aircraft.

e. Any office appliances or road transport vehicles.

4. Rate: It is allowed @ 20%. However if such asset is acquired and put to use for less than 180 days, it is allowed @ 10%, in the year of acquisition.

Problem 1: X Ltd. Is engaged in the business of manufacture of computer hardware since 1995. During the previous year 2008-09, the following assets are acquired and put to use:                                                 

                                                                                                               (Rs.in thousand)

	Particulars
	Block 1
	Block 2
	Block 3

	Rate of depreciation
	15%
	30%
	60%

	Number of assets in the block
	11
	12
	17

	Depreciated value of the block on April 1, 2008
	1800
	2500
	500

	Additions of plants (new) during the P. Y. 2008-09

Plant A

Plant B

Plant C
	
	
	

	
	5700
	---
	---

	
	---
	400
	---

	
	---
	---
	1700

	Sale of old plants (one plant in each block)
	8
	2870
	4200


Plants A, B and C are acquired during May 2008 and put to use during September 2008. However, Plant B is put to use in the last week of March 2009. Find out the amount of depreciation, additional depreciation and capital gains.

PROVISION FOR UNABSORBED DEPRECIATION - SEC.32(2):
Where in any year, depreciation can’t be absorbed in full, because of:

a. There being no profits or gains chargeable for that previous year Or

b. The profits or gains chargeable being less than the depreciation allowance.

It is deductible from income chargeable under other heads of income (Except Income from salaries) for the same assessment year.

Carry forward:

a. If depreciation is still unabsorbed, it can be carried forward to the subsequent assessment year(s) by the same assesse. 

b. Such unabsorbed depreciation can be carried forward indefinitely. 

c. The business or profession need not be in continuance, during the previous year in which set off is claimed.

Set off in subsequent years: It can be set off, in the following order of priority:
a. Current year depreciation.

b. Brought forward business loss.

c. Unabsorbed depreciation *.

* It shall be treated as current year depreciation. With the result, such unabsorbed depreciation can be set off from income chargeable under other heads of income (Except Income from salaries). 
SALE OF ASSETS BY POWER SECTOR – SEC.50A
Where any asset is sold in such a case, the following three provisions exclusively apply:

1. Where sale value or money payable is less than WDV: Sec.32 provides that where any such asset in respect of which straight line method of depreciation has been claimed is sold, discarded, demolished or destroyed in the previous year, the short fall, if any, in the money payable in respect of any such asset as compared to the written down value shall be allowed as "Terminal Depreciation" in that year. This treatment shall not apply if the asset is sold etc. in the same previous year in which it is first brought into use. In such a situation, the difference is treated as short term capital gain or loss, as the case may be.

2. Where sale value or money realisable is more than WDV: Sec.41(2) provides that where any such asset used in the business in respect of which depreciation has been claimed is sold, discarded, demolished or destroyed and the money realisable thereof together with the amount of scrap value, if any, exceeds the written down value then -

a. The excess to the extent of the depreciation already allowed shall be assessable as balancing charge under the head `Profits and Gains of Business or Profession';

b. The surplus over and above the actual cost if any, shall be assessed as `Capital gains'.

3. Capital Gains: For the computation of capital gains in respect of the above mentioned depreciable assets, the actual cost shall be taken as cost of acquisition.
Problem 2: A Ltd., engaged in the business of generation and distribution of power has claimed depreciation on straight line method for income-tax purposes. You are informed that Diesel Electric and Gas Plant was acquired for Rs.60,00,000 and depreciation at 8.24%  was claimed for 2 years on straight line method. Assuming that the said Plant is sold for a consideration of (i) Rs.48,00,000; or (ii) Rs.55,00,000; or (iii) Rs.62,00,000 during the previous year 2008-09 examine the treatment under tax law.

TEA OR COFFEE OR RUBBER DEVELOPMENT ACCOUNT – SEC.33AB

1. Eligible Assesse: Any assesse carrying on the business of growing and manufacturing tea or coffee or rubber in India can deposit with the National Bank for Agriculture and Rural Development in a scheme approved by Tea, Coffee or Rubber Board or in Deposit Account in accordance with scheme approved by the Board with the previous approval of the Central Government as the case may be, within 6 months from the end of the previous year or before the due date of filing the return of income, whichever is earlier and avail deduction.

2. Deduction shall be allowed to the extent of profit utilised as above or 40% of the profit computed under the head PGBP, whichever is less.

3. Any amount withdrawn form the special account shall be utilised in accordance with the purpose specified in the scheme or under the relevant deposit scheme. 

4. The amount standing  in the special account or deposit account is allowed to be withdrawn on happening of any of the following:

a. Closure of business.

b. Death of assesse.

c. Partition of H.U.F.

d. Dissolution of partnership firm.

e. Liquidation of company.

5. Incase an assesse utilises the above said amount, towards the purchase of non-eligible items, then the whole of such amount utilised shall be chargeable to tax in the year in which such utilisation is done. 

6. Non-eligible assets are as follows:

a. Plant and Machinery installed and used in any office premises or residential accommodation including guest house.

b. Office appliances excluding computers.

c. Any new machinery installed in an industrial undertaking for the purpose of business of construction, manufacture or production of any article or thing specified in the Eleventh Schedule.

d. Any machinery in respect of which the cost is allowed to be written off in one year.

7. The amount withdrawn at any point of time shall be taken as income of the year of withdrawal, unless it is utilised for the specified purposes. But, the amount withdrawn will not be taxed even if it is not so utilised in the following cases:

a. Withdrawal on account of death of the assesse.

b. Withdrawal on account of partition of H. U.F.

c. Withdrawal on account of liquidation of company.

8. The asset in respect of which deduction is claimed should not be transferred for a period of 8 years from the end of the previous year in which it was acquired. However, the following transfers are exceptions:

a. Transfer to Government/Government Company/Local Authority etc.

b. Transfer at the time of takeover of a firm/proprietary concern by a company. In this case the following conditions to be fulfilled:

· All the properties and liabilities of the firm before succession shall become the properties and liabilities of the company;

· All the shareholders of the company were partners of the firm immediately before the succession 

9. The accounts of the assesse shall be audited by a Chartered Accountant and the report in Form 3AC shall be furnished along with the return of income.

SITE RESTORATION FUND - SEC.33ABA

1. Eligible Assesse: In the case of an assesse carrying on business consisting of the prospecting for, or extraction or production of, petroleum or natural gas or both in India and in relation to which the Central Government has entered into an agreement with such assesse for such business, a deduction shall be allowed. 

2. The deduction shall depend upon the assesse making a deposit with the State Bank of India in a special account under a scheme approved by the Government of India or in an account called  ‘Site Restoration Account’ opened under a scheme framed by the Ministry of oil and gas.

3. The amount of deduction shall be a sum equal to the amount so deposited or 20% of the profits (before set off of loss brought forward u/s.72) of such business, whichever is less. The amount of interest credited in the special account or site restoration account shall be deemed to be a deposit.
4. Audit of accounts and submission of audit report in the Form 3AD is necessary to avail the deduction.

5. Where any amount standing to the credit of the assesse in this special account or in the Site Restoration Account is withdrawn on closure of the account during any previous year by the assesse, the amount so withdrawn (reduced by any amount that may be payable to the Government by way of profit as per Sec.42 or production share) shall be deemed to be the income chargeable in that year. 

6. Where any amount standing to credit of the assesse in any of the above mentioned accounts in utilized for the purpose of any expenditure in accordance with the scheme such expenditure shall not be allowed as deduction. 
7. On the other hand, if the amount so withdrawn is not utilized in accordance with the scheme, the amount which is not so utilized shall be deemed to be the business income in that year.

8. Where any asset acquired in accordance with the scheme is sold or otherwise transferred before the expiry of 8 years from the end of the previous year in which it was acquired, the cost of the asset relatable to the deduction allowed shall be deemed to be the business income of the year in which the asset is sold or otherwise transferred and shall accordingly be charged to tax.

9. The exceptions and conditions relating to transfers are similar to sec.33AB.

SEC.35 SERIES
Expenditure on Scientific Research - Sec.35:
A. Revenue Expenditure: 
a. All revenue expenses incurred during the previous year for the purpose of scientific research will be fully allowed as a deduction. E.g.’s: Salaries to Research Staff.
b. Prior period expenses: Expenses incurred on Scientific Research, within 3 years before the commencement of the business shall be aggregated and allowed as deduction in the year of commencement of business. 
c. The expenses incurred must be relating to the business carried on by the assessee. 
Illustration: X Ltd. started a business on 21.5.08. Research expenditure incurred by it from 21.5.2008 to 31.3.2009 is allowed as deduction for the A.Y. 2009-10. Further, research expenditure incurred by X Ltd. during 21.5.2005 to 20.5.2008 will be allowed.

B. Capital Expenditure: 

a. Similar to revenue expenditure. 
b. Similar to revenue expenditure.

c. Similar to revenue expenditure.

d. No deduction shall be allowed in respect of any expenditure incurred on the acquisition of land, whether the land is acquired as such or as part of any property.

e. No depreciation U/s 32 will be allowed in respect of this expenditure.

C. In House Research - Sec.35(2AB):
a. Eligible assessee: Any company engaged in the business of manufacture of any pharmaceuticals, electronic equipment, computers, bio-technology & tele-communication equipments.

b. Deduction: 150% of the expenditure (Cap + Rev) incurred on scientific research.

c. Expenditure does not include cost of Building or land.
d. Deduction allowed in respect of expenditure incurred on or before 31.3.2012. 
e. The expenses incurred must be relating to the business carried on by the assessee. 

D. Contributions - Sec.35(2AA):

a. In respect of donations given for the purpose of research in social science or statistical research or any other research, deduction can be claimed even if the research is not connected to the assessee’s business. 
b. Donations contributed to laboratory owned or financed by the Government, approved university, college or institution, National Laboratory or to Indian Institute of Technology will also qualify for deduction.
c. Donations to an approved Indian company to be used for scientific research provided the main object of the company is to carry on scientific research.

d. Deduction: 125% of the contributions made.

E. Unabsorbed capital expenditure: If full deduction cannot be given in a previous year because of the absence or insufficiency of profits, then such expenditure, which could not be claimed, shall be known as unabsorbed capital expenditure on scientific research and its treatment shall be same as of unabsorbed depreciation.

F. Other points:

a. The eligible institutions seeking approval shall make an application to the Central Government. This is one time approval and therefore, not required to be renewed periodically.

b. Application seeking approval shall be disposed of within twelve months from the end of the month in which the application is received by the Central Government 

c. Institution, association, University or College approved u/s. 35 are required to file their return of income – Sec. 139(4D).

d. According to Sec. 43(4), “Scientific Research” means any activities for the extension of knowledge in the fields of natural or applied science including agriculture, animal husbandry or fisheries.

Problem 3: The following are the details of Orchid India Ltd. engaged in the business of pharmaceuticals products for the year ending 31-03-2009: (Rs. In lakhs)
	1. Sales for the year

2. Manufacturing & Administration Expenses (includes dep. on research equipments - Rs.5L)

3. Charges paid for acquiring know-how-10.04.07
4. Research & Development for in-house training

a. Research Equipments acquired during the year

b. Remuneration to Scientists

c. Expenses for research & development

d. Contribution - approved research institution
	500

105

25

60

10

30

10


Compute the taxable income of the company.
Acquisition of copyright or Patent(Sec.35A) & Know how (Sec.35ab): With effect from 01-04-1998, the assessee is required to constitute such intangible assets as a separate block of assets and avail depreciation at the rate of 25 % on WDV method.

license for telecommunication services - Sec.35ABB:
a. Any licence fees paid for operating telecommunication services is allowed as deduction in equal installments during the number of years for which the license will be in force.

b. Where the payment was made, before the commencement of the business, the deduction shall be allowed starting from year of commencement of the business. In other cases, it will be allowed commencing from the year of payment.

c. Any expenditure which is allowed as deduction, depreciation is not allowed.
d. Part of the License sold: If part of the license is sold for a consideration which is less than the amount remaining to be allowed (WDV) then the balance shall be allowed as deduction during the remaining number of years in equal installments. 
e. Entire licence is sold: If the entire license is sold for a consideration, which is less than the amount remaining to be allowed as deduction, then the balance shall be allowed as deduction in the year of transfer. 
f. If part or the entire license is transferred for a consideration which is more than the amount remaining to be allowed then:
· No further deduction shall be allowed.
· Surplus to the extent of deduction already claimed is taxable as business income.
· The remaining surplus, if any is taxed as capital gain.

g. Amalgamation or de-merger: Where the undertaking which is entitled to the deduction is transferred within the specified period in a scheme of de-merger/Amalgamation, deduction will be allowed to the resulting co./Amalgamated company in the same manner as allowable to the de-merged/Amalgamating company.
Expenditure on Eligible projects/ Schemes - Sec.35AC:
1. Where an assessee incurs any expenditure by way of payment of any sum to a public sector company or a local authority or to an association or institution approved by the National Committee for carrying out any eligible project/scheme it will be allowed as deduction.

2. In the case of a company assessee, expenditure can be incurred either by way of contribution to the approved entities or directly on the eligible project or scheme.

3. In order to avail the deduction, the assessee should furnish with his return of income a certificate from the concerned entity in respect of contribution made and where the expenditure is directly incurred, a certificate from the Chartered Accountant.

4. Where an assessee has contributed any sum to the above mentioned entities the assessee shall not be denied of deduction, when subsequent to his contribution if the approval for the entities has been withdrawn under this section. (E.g.: on 01.01.09, M/s. A Ltd., contributes Rs.10 lakhs to a public charitable institution towards eligible project u/s.35AC. On 01.02.09 the approval for the public charitable institution is withdrawn by the National Committee. The fact that the approval is withdrawn form 01.02.2008 will not affect the deduction   available to M/s. A Ltd..)

5. Deduction for this payment will not be allowed again under any other provisions of this act.

6. National Committee is empowered to withdraw any such approval granted if the committee is satisfied that:

a. The project or scheme is not being carried on in accordance with all or any of the conditions subject to which the approval was granted Or 

b. The prescribed report has not been furnished after the end of each financial year. 

c. Such withdrawal of the approval shall be done after giving a reasonable opportunity.

7. Where the approval of the National Committee is withdrawn or the notification for approval of the eligible project or scheme is withdrawn due to violation of any of the conditions thereof, the amount of contribution received by the public sector company or the local authority or the association or the institution shall be deemed to be the income of the year in which the approval is withdrawn.
8. “Eligible project or scheme” means such project or scheme for promoting the social and economic welfare of, or the uplift of, the public as the Central Government may, by notification in the Official Gazette, specify in this behalf based on the recommendations of the National Committee.

CONTRIBUTIONS TO RURAL DEVELOPMENT PROGRAMMES - SEC.35CCA:Contributions made to approved institutions for implementation of rural development programmes and contributions to National Fund for rural development will be allowed as deduction. Contributions to the National Urban Poverty Eradication Fund also deductible.

WITHDRAWAL OF APPROVAL: Institutions, Associations, University or College which are granted approval for Scientific research - Sec. 35: Eligible projects or schemes - Sec 35 AC; and Rural development programmes - Sec. 35CCA are eligible to receive donations from the public incase where the approval to such institutions etc. is withdrawn subsequently, the deduction available for the donations/contributions made by any assesse shall not be denied, merely on the ground that the approval is withdrawn.

Amortisation of preliminary expenditure - Sec.35D:
1. Eligible Assessee’s: Indian companies and resident non-corporate assessee’s. 
2. Preliminary expenses incurred for the following purposes can qualify for amortization:
a. Commencement of New Business.

b. After the commencement of business, in connection with: 

· The extension of existing under taking.

· Setting up of new unit.
3. Examples: Incorporation fee, Survey Expenses, Legal Expenditure, Expenses related to prospectus & Cost of printing the Memorandum & articles.
4. Ceiling Prescribed:
a. Company Assessee’s: 5 % of cost of project Or 5 % of capital employed (↑).       {Capital Employed - means the aggregate of issued capital, debentures & long term borrowings (repayable during a period of not less than 7 years) as on the date of 31st March of the relevant previous year}.

b. Non-corporate Assessee’s: 5% of cost of the project as on the date of 31st March of the relevant previous year.

5. Deduction: In 5 equal Annual Installments.

6. Audit: Audit of accounts is necessary for claiming deduction.
7. Amalgamation etc.: Where the undertaking which is entitled to the deduction is transferred within the specified period in a scheme of de-merger/Amalgamation, deduction will be allowed to the resulting co./Amalgamated company in the same manner as allowable to the de-merged/Amalgamating company.

Problem 4: Jardine Ltd. incurs the following expenditure in connection with the new unit:
	Preparation of project report

Market Survey

Legal and other charges for issue of additional capital required for the new unit

The following further data is given:

Cost of project

Capital employed in the new unit
	4,00,000

5,00,000

2,00,000

30,00,000

40,00,000


What is the deduction admissible to the company u/s. 35D for A.Y. 2009-10?
expenditure in case of amalgamation or demerger - Sec.35DD: Where an Indian company incurs any expenditure for the purposes of amalgamation/demerger, the assessee shall be allowed a deduction over 5 equal installments starting from the year in which the amalgamation/demerger takes place. A similar provision is applicable in the case of amalgamation or demerger of co-operative banks 

VRS compensation - Sec.35DDA: 
1. Where an expenditure is incurred by way of VRS compensation, the deduction shall be allowed in 5 equal installments starting from the year of payment. 
2. Where an assessee pays the compensation in installments, each installment is independently eligible for deduction over a period of 5 years. 
3. Amalgamation etc.: 
a. Where the undertaking of an Indian Co. which is entitled to the deduction is transferred within the specified period in a scheme of de-merger/Amalgamation, deduction will be allowed to the resulting co./Amalgamated company in the same manner as allowable to the de-merged co./Amalgamating company.

b. Similarly, in case of re-organisation of a firm or a proprietary concern into company, the deduction shall continue to be available to the successor company. 
Expenditure on prospecting for certain minerals - Sec.35E: 

1. In the case of an Indian company and non-corporate resident assessee the expenditure incurred on prospecting for development of certain minerals listed in Seventh Schedule to the Income-tax Act, can be claimed as deduction provided it is incurred during the period of 5 years ending with the year of commencement of commercial production.

2. The deduction is allowable over a period of 10 years in equal installments.

3. Where the undertaking of an Indian company which is entitled to the deduction under this provision is transferred within the specified period for which deduction is available in a scheme of demerger/amalgamation, deduction will be allowed to the resulting company/amalgamated company in the same manner as allowable to the demerged company / amalgamating company.
4. Capital expenditure and expenditure on acquisition of deposits of minerals will not qualify for deduction.

5. Audit of accounts is necessary to claim deduction.

Other deductions - Sec.36(1)
a. Insurance premium paid in respect of stocks, stores, etc - Sec. 36(1) (i).
b. Insurance premium paid by federal milk co-operative society for insuring on the life of cattle, owned by a member of primary co-operative society - Sec. 36(1) (ia).
c. Insurance premium paid by any mode of payment other than cash for insuring the health of employees under an approved insurance scheme (with GIC or other insurer approved by IRDA) - Sec. 36(1) (ib). 
d. Bonus or commission paid to employees, for services rendered, subject to Sec.43B - Sec.36(1)(ii).
e. Interest paid in respect of capital borrowed for the purpose of business or profession- Sec.36(1)(iii). 
Issue 1: X ltd. takes a loan of 20 lakhs to purchase machinery. Interest paid on such borrowings is 2,00,000.  What is the treatment of interest? 
Ans.: Up to the date of commencement of commercial production - capitalised (See Sec.43(1) explanations) after that it will be allowed as Revenue expenditure u/s. 36(1).
Issue 2: Interest on own capital.  Is it allowable or not?
Ans.: It is not allowable.  In other words interest that is claimed as expenditure must be paid to another person. But interest paid by a firm to its partner is allowable as a deduction to such firm upto 12% per annum (Sec.40(b)).

Issue 3: Interest paid to spouse - Is it an allowable exp., or Not?
Ans.: Yes, but subject to Sec.40A (2), which will be discussed latter.
Decided cases/ Notes:

· Where the borrowed money is used for meeting personal expenses of the assessee, the claim for interest is not allowable. 

· Even where the assessee has sufficient funds of own, it was held that the department has no right to question the need for the borrowing - CIT Vs. Bombay Samachar Ltd. [1969].

· In case of genuine borrowing, the ITO can’t object even if the interest rate is high. Test of reasonableness is wholly absent East India Industries (Madras) Ltd. Vs. CIT.
· It is not necessary that investment made out of borrowed funds should yield any profit. 
· Brokerage or commission paid for arranging a loan is not allowed.
· Interest includes commitment charges.
· Interest paid by one unit of the assessee to another unit is not deductible.

· Non-charging of interest on loans given by an assessee cannot itself be a sufficient ground for disallowing interest paid by an assessee on loans taken by it in the absence of any nexus between borrowed capital and interest-free advances -Meenakshi Synthetics (P.)Ltd. Vs. CIT [2003].
· Interest on money borrowed to incur any non allowable expenditure say income-tax is not allowable as deduction

· Any interest paid on delayed payments to Small Scale and Ancillary Industrial undertakings shall not be allowed as deduction - “Interest on Delayed Payments to Small Scale and Ancillary Industrial Undertakings Act, 1993”.

· If the assessee maintains books on the basis of “cash” system of accounting interest is deductible on “payment” basis. If books are kept on the basis of mercantile system of accounting, interest on borrowed capital is deductible on “accrual” basis.
· In some cases allowability of interest is subject to Sec.40(a), Sec.43B.
f. Discount on Zero coupon bonds on pro rata basis having regard to the period of life of such bonds (Interest) - Sec.36(1)(iiia).
g. Contribution to Recognised PF or to Recognised Super Annuity Fund (Subject to 43B) - Sec.36(1)(iv)..
h. Contribution to an approved gratuity fund (Subject to 43B) - Sec.36(1)(v).
i. Any sum received from employees towards their contribution to the welfare fund accounts, if such sum is remitted on or before the relevant due date - Sec.36(1)(va)..
j. Bad debts: Deduction is allowable subject to the following conditions- Sec.36(1)(vii):


· The debt should be incidental to the business or profession.

· It should have been taken into account in computing the income of the assessee Or it should represent money lent in the course of banking or money lending. 
· Mere provision is not sufficient but actual write off of account is required.

· The business or profession must be in continuation.




Note: The successor of a business or profession is entitled to claim deduction in respect of debt created by the predecessor - CIT Vs. T.Veerabhadra Rao, K.Koteswara Rao & Co.
k. In respect of any provision for bad and doubtful debts made by - Sec.36(1)(viia).:
· A scheduled/Non-scheduled bank/a co-operative bank other than a primary agricultural co-operative society or a primary co-operative agricultural and rural development bank - An amount not exceeding 7.5% of GTI & 10% of the aggregate advances made by the rural branches of such bank.

· A public financial institution or a state financial institution, or a state industrial investment corporation, an amount not exceeding 5 % of the gross total income.
· Option: Further, the above entities may claim deduction in respect of any provision for any doubtful/loss assets to the extent of 10% of the amount of such assets.

· For a foreign bank - Not exceeding 5 % of the Gross total income.

Note: No deduction shall be allowed as bad debt (j point) if the actual bad debt during the current year is equal to or less than the PBD created during the preceding year. However, if the actual bad debt in the relevant previous year is more than the provision for bad and doubtful debt, the balance is allowed as deduction as bad debt. 

l. Expenditure incurred on the purchase of animals (other than SIT) which are used for the purpose of business or profession is a capital expenditure. This will be allowed as deduction in the year in which such animals die or become permanently useless. Sale proceeds of carcasses/animals, will be deducted from the capital exp. However, no deprecation is allowed on such capital expenditure - Sec.36(1)(vi)..

m. Special reserve A/c. - Sec.36(1)(viii) - In the case of:
· Deduction: Deduction under this section is allowed to a specified entity up to a maximum of 20 % (F’07) of the profits derived from eligible business or profession carried to a special reserve a/c.
· Twice: Where the aggregate of the amount carried to such reserve a/c exceeds twice the amount of paid up capital (excluding bonus share capital), no deduction shall be allowed in respect of such excess.

· Specified entity and eligible business: 
	SPECIFIED ENTITY
	ELIGIBLE BUSINESS

	(A) (i)  A Finance Corporation specified in   

          Sec.4A of the Companies Act.

     (ii) A Finance Corporation which is a      

          public sector company.

     (iii) A banking company.

     (iv) A co-operative bank other than a 

          primary agricultural credit society         

          or a co-operative agricultural &     

          rural development bank.
	The business of providing long term finance for industrial or agricultural development or development of infrastructure facility in India or              construction or purchase of houses in India for residential purposes.

	(B) A housing finance company.
	The business of providing long-term finance for the construction or purchase of houses in India for residential purpose.

	(C) Any other financial corporation including a public company.
	The business of providing long-term finance for development of infrastructure facility in India.


n. Family planning expenditure - Sec.36(1)(ix).: 
· Any revenue expenditure incurred by a company for promoting family planning among employees shall be allowed as deduction. 
· Any capital expenditure incurred by the company for promoting family planning among the employees shall be allowed in 5 equal annual installments. 
· Unabsorbed: Where the profits of the business are not sufficient to absorb any expenditure (Whether revenue or capital), the balance shall be treated as unabsorbed expenditure and its treatment is same as of unabsorbed depreciation.
o. Any amount of banking cash transaction tax (BCTT), STT, CTT paid- Sec.36(1)(xvi).
p. Any expenditure incurred by a statutory corporation is allowed as deduction if the following conditions are satisfied - Sec.36(1)(xii):

· The tax payer is a corporation or a body corporate constituted or established by a central, State of Provincial Act.

· The above mentioned corporation is notified by the Government having regard to the objects and purposes of the Act under which it is constituted or established.

· The expenditure is incurred for the objects and purposes of the Act under which it is constituted or established.

· The expenditure is not capital expenditure.

q. Contribution to Credit Guarantee Fund Trust for small industries - Sec.36(1)(xiv).: Any sum paid by a public financial institution by way of contribution to such credit guarantee fund trust for small industries shall be eligible for deduction.

Sec.37 - Residuary section
The law makers, having experiencing the impracticability of listing out all the admissible expenses in the computation of taxable business income, introduced Sec.37. 
The following conditions are to be satisfied for claiming any expenditure u/s.37 (1)

a. Not being an expenditure referred to in Sec.30 to Sec.36.

b. Not being a capital expenditure.

c. Not being a personal expenditure like for e.g. Life Insurance premium on Assessee’s life.

d. Expended wholly (quantum of exp) & exclusively (intention of the exp.) for the purposes of business or profession. 

E.g.: Salary paid to employees is allowable though specifically no where provided in the act.
Note: 

a. Deduction U/s 37(1), is subject to overriding provisions like 37(2B), 43B.

b. The assessee can claim deduction u/s 37 (1), even though there  is no compelling necessity to incur such expenditure - Sassoon J. David & Co.(P) Ltd. Vs. CIT

c. Any expenditure incurred by an assessee for any purpose which is an offence or which is prohibited by law shall not be allowed as a deduction.

d. Penalties paid to customs authorities, etc for infringement/infraction of law are not allowed. 

e. Compounding of an Offence: The assessee was a builder, and he built the 8th floor in an apartment without there being any sanctioned plan, in contravention of the provisions of the Municipal Corporation Act. The assessee paid the compounding fee. Not allowed as deduction.

f. Compensatory penalty: Penalty is normally levied for breach of law and therefore, generally not allowable as deduction. However, at times an amount though termed as penalty, is purely compensatory in nature. It is allowed as expenditure (For e.g., Penalty or interest paid for delay in completion of a contract, though termed as penalty are really in the nature of a compensatory and are allowable as a deduction. Take another example, interest on the arrears of sales tax is compensatory in nature - Lakshmandas Mathuradas Vs. CIT (1997)). 

g. Composite: If the penalty is composite, that portion which is compensatory is allowable and that portion which is penal is to be disallowed. 

h. The judicial outlook in viewing a particular expenditure as revenue expenditure is gaining new dimensions with the passage of time. To illustrate, an assessee company, engaged in the promotion of residential colonies, claimed deduction of the expenses incurred in the construction of a school as revenue expenditure. It was held that the construction of the school building has been made with a view to persuade buyers to purchase plots in the colony promoted by the assessee. Therefore it is revenue in nature and deductible as such.

<

CAPITAL VS. REVENUE EXP.: To decide whether an expenditure is capital or revenue in nature, the following points of distinction should also be kept in mind  – Schenectady Beck India Ltd. Vs. CIT (2004):
a. Acquisition of fixed assets Vs. Routine expenditure: Capital expenditure is incurred in acquiring, extending or improving a fixed asset, whereas revenue expenditure is incurred in the normal course of business as a routine business expenditure.

b. Several previous years Vs. One previous year: Capital expenditure produces benefits for several previous years, whereas revenue exp. is consumed within a previous year.

c. Improvements Vs. Maintenance: Capital expenditure makes improvements in earning capacity of a business. Revenue expenditure, on the other hand, maintains the profit-making capacity of a business.

d. Non-recurring Vs. Recurring: Usually capital expenditure is a non-recurring outlay, whereas revenue expenditure is normally a recurring outlay.

e. Lump sum payment Vs. Periodic payment: In order to determine whether an expenditure is of capital or revenue in nature, the fact that it is a lump sum payment or periodic payment is not important. 

f. Expenditure out of capital Vs. Expenditure out of revenue: For determining whether expenditure is of capital or revenue nature, it is immaterial whether expenditure is made out of money withdrawn from capital or out of profits

SOME ISSUES & CITATIONS - FOR THE OWN REFERENCE OF STUDENTS
1. Expenses incurred for a bypass surgery by a lawyer.  It is not an allowable expenditure since primary objective - Personal survive i.e. to live.

2. Plastic surgery expenses for a TV/News reader allowable as a revenue expenses.

3. Subscription to Gym by an actress allowable as revenue expense.

4. Expenditure on advertisements will qualify for deduction. 

5. Expenditure on electricity, telephone and postage will be allowed as expenditure.

6. Expenditure incurred by the employer on training of apprentices allowable as expense.

7. Profession tax paid by a person carrying on a business allowable as expense.

8. Sales tax is a tax on the sale of goods and not on profits, hence deductible expense.

9. Audit fees paid is allowed as expenditure.

10. Premium paid on loss of profit policies allowable as expense.

11. Entertainment expenses incurred allowable as expense.

12. Cash shortage found in business at the end of day allowable as expense.

13. Share of profit given by debtor to creditor besides interest allowable as expense.

14. Annual listing fees paid to stock exchanges allowable as expense.

15. Expenditure on temple in factory for recreating of employees allowable as expense.

16. Royalty paid by the assessee for use of another’s trade mark allowable as expense.

17. Legal expenses to defend or maintain the title to an asset of the assesse’s business are allowable, but expenses to acquire a title are not allowable.

18. Legal and court expenditure spent for income-tax/sales tax appeals are allowable.

19. Legal expenses for making agreements, various deeds, etc are allowed.

20. Expenses incurred on Diwali, New year etc. are allowed.

21. Compensation paid to an employee for injury during duty is allowed.

22. Expenditure incurred on employees welfare is allowed.

23. Expenses incurred on issue of shares are not allowed. 

24. Stock exchange membership fee is allowed - Paresh B. Gandhi Vs. CIT [2005]

25. ISO Certification expenditure is allowable -CIT Vs. Tirupati Microtech (P.) Ltd. [2007]

26. Compensation on account of negligence is allowable  - Alexander Von Glehn & Co. Ltd. 

27. Contribution paid to the Government in order to repaid the road up to the taxpayer’s factory even if the road does not belong to him – CIT Vs. Hindustan Motors Ltd. [1968].

28. Compensation paid to directors on account of loss of office Copper Corpn. Ltd. Vs. CIT.

29. Sums paid to competitor in order not to bid at auction sale to enable to secure stock-in- trade at an advantageous price - Damodaran Vs. CIT [1967].

30. Expenditure incurred in the nature of interest on overdraft for payment of Income-tax is not deductible u/s. 37(1) as it cannot be treated as an expenditure incurred wholly and exclusively for purpose of business – East India Pharmaceutical Works Ltd.
31. The expenses incurred on raising finance through borrowings either by issue of debentures or otherwise is deductible as revenue expenditure in view of  the decision of the Supreme Court in India Cements Ltd. Vs. CIT, (1966) 60 ITR 52.

32. If compensation is paid to labourers upon closure of entire business it is capital expenditure - CIT Vs. Gemini Cashew (1967)
33. The Supreme Court in the case of CIT Vs. Gannon Dunkerley (1987) held that the question whether expenditure  incurred by the assessee by way of secret commission is deductible u/s. 37(1) of the Income Tax Act, in computing the business income of the assessee is a question of law.

34. In CIT Vs. Arumugham Chettiar (1980), the Madras High Court in the case of assessee carrying on business as stevedoring contractors, allowed payments towards commission and ‘mamool’ to the crew of the various ships, calling at the port to obtain ‘no-damage’ certificate from the captain of the ship for getting payment of bills and for which proof of payment could not be obtained. The High Court took the view that such expenditure was inevitable and customary in this line of business and payments are also not illegal. The Bombay High Court in two other decisions, namely, CIT Vs. Hoechest Dyes and Chemicals Ltd. (1984) and CIT Vs. Mill Stores Trading Co. India (P.) Ltd. (1984) has allowed the claims for secret commission without insisting on proof of payment.
35. Payment of secret commission, which could not be established by evidence, is not eligible for deduction - CIT Vs. Transport Corporation of India Ltd (2002).
36. As per Explanation to Sec. 37(1) inserted with retrospective effect from 01-04-1962 it is clear that any expenditure incurred for an offence or which is prohibited by law is not an admissible deduction. CIT Vs. Taraporvala Sons Co (P) Ltd (1999). Hence, secret commission it is not an allowable expenditure.

37. Directors of the company were allowed to use the vehicles belonging to the company for their personal use as per the terms and conditions of service. Expenditure incurred on maintenance of vehicles shall not be disallowed in the hands of company. Sayaji Iron & Engg. Co. Vs. CIT (2001).
38. Expenditure relating to the shifting of the machinery while shifting the whole factory is a capital expenditure and expenditure relating to transportation of raw materials, employees, are revenue expenditure. CIT Vs. Bimetal Bearings Ltd (1994)

39. Expenses on shifting of administrative office is more for convenience and increasing the efficiency in operation. Merely because it was done consequent to amalgamation does not make it capital expenditure in nature. It is revenue expenditure, since such shifting enables mere improvement in convenience and efficiency and not an enduring advantage - CIT Vs. Madura Coats Ltd. (2001).

40. Watches were presented to the employees with a view to encourage their timely attendance to work and the presentation helped in keeping good relations with them. It also earned their goodwill towards the assessee. Hence the expenditure was deductible. CIT Vs. Heyward Waldia Refinery Ltd. (1992).
41. Assessee incurred expenditure for the purpose of bringing drinking water to the locality and for aiding the local school. It was held that these expenses are for gaining goodwill of the local community and allowable as business deduction- Madras Refineries Limited.
42. 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 u/s 37.

43. In case the assessee has made the claim for deduction of warranty and free service charges in respect of the cars sold during the previous year, which has been calculated on the basis of the actual figures available for the earlier 3 years. Therefore, the deduction claimed is not an adhoc amount nor it can be said to be wholly contingent in nature. The sale price accounted for during the year includes the sum collected to meet the expenses to be incurred in the future on the basis of warranty claims and free service commitment. On the principle of matching costs and revenue, a well recognised accounting and commercial principle, the claim of the assessee company is justified. Investments Ltd. Vs. CIT (1970).

44. Insurance premium paid by a firm in respect of insurance policies taken out by the firm on lives of the partners cannot be allowed as deduction either u/s.36(1) or u/s.37(1). Even if the firm has undertaken to pay the legal heirs of the deceased partner and continue the business without interruption, when the share of the deceased partner is paid off, the shares of the surviving partners in the assets of the firm would be augmented. Hence what is sought to be acquired from the insurance company is a capital asset. Therefore, it is a capital expenditure and not deductible - CIT Vs. Khodidas Motiram Panchal (1985).

45. Assessee company incurred expenditure to provide water pipelines and electricity facilities on behalf of the municipality in consideration of which the company was exempted from payment of municipal taxes for 15 years. In this case, the assessee company does not acquire any asset by incurring the expenditure. It only acquires a benefit of enduring nature. Therefore, the entire expenditure is a revenue expenditure and hence admissible. CIT Vs. Associated Cement Cos. Ltd. (1988).

46. Assessee company incurred expenditure in sending some employees to USA for practical training and experience in running factory for gaining optimum production. In this case, the assessee company does not acquire any asset by incurring the expenditure. It only acquires a benefit of enduring nature. Therefore, the entire expenditure is a revenue expenditure and hence admissible.

47. Inauguration expenses have got to be considered to be part of the normal business expenses of the assessee and are to be allowed- Srinivasa Ultrasound Scanning Centre Vs. Asstt. CIT [1998].
48. Expenditure on market survey about readership of the assessee’s publications is revenue expenditure - CIT Vs. Ananda Bazar Patrika (P.) Ltd. [1989].

49. Expenditure incurred after manufacture of a product but before marketing it in order to test its suitability for marketing, is revenue expenditure-Gujarat Small Scale Industries Corpn. Ltd. Vs. CIT.

50. Expenses incurred for purchase of software are in the nature of rent or royalty and, therefore, have to be allowed as business expenditure-ITC Classic Finance Ltd. Vs. CIT[2000).

51. Expenditure for stamp and registration charges for agreement with bank for overdraft facilities is allowable-Ishwari Khetan Sugar Mills (P.) Ltd. Vs. CIT[1967].

52. Expenditure incurred on negotiating for overdraft facilities is an admissible deduction-Jeewanlal (1929) Ltd. Vs. CIT.

53. Interest on delayed payment of provident fund is an allowable deduction-CIT Vs. Ishwari Khetan Sugar Mills (P.) Ltd. [2004].

54. Expenditure on repair and maintenance of quarters built for employees is allowable as deduction- Jamshedpur Engg. & Machine Mfg. Co. Ltd. Vs. CIT [1957].

55. Payment to school where children of its employees are getting education is deductible-CIT Vs. Travancore Cochin Chemicals Ltd. [2000].

56. Contribution to a hospital for providing medical treatment to employees is a permissible deduction-India United Mills Ltd. Vs. CIT [1975]

57. Salary paid to receiver appointed by a court is deductible- Sachindra Mohan Ghosh.
58. Remuneration paid to directors is allowable even if there is no provision for it in company’s Article Of  Association-Sagar Automotives (P.) Ltd.Vs. CIT[1984).

59. Damages paid to a worker in order to dismiss him in the interest of business are deductible Noble Ltd. Vs. Mitchel [1926].

60. Compensation paid by the assessee for breach of contract would be allowable as deduction-CIT Vs. Todi Tea Co. Ltd. [1999].

61. Damages for failure to fulfil the contract in time are deductible: Central Trading Agency Vs. CIT [1965].

62. Damages on termination of agreement prematurely are deductible CIT Vs. J&S.P. Ltd.

63. Compensation paid to sole selling agents on termination of agency in accordance with the provisions of the Companies Act, 1956 is an allowable deduction-CIT Vs. Sales Magnesite (P.) Ltd [1995]

64. If payment is made for warding off competition and to acquire competitioner’s business, the same is capital expenditure-Blaze & Central (P.) Ltd. Vs. CIT [1979].

65. Amounts paid to rival forest contractors to persuade them not to bid at auction of forest coupe are a business expenditure- Damodarn Vs. CIT [1967].

66. Expenditure incurred in connection with annual day celebrations is an allowable expenditure - CIT Vs. Mehsana Distt. Co-operative Milk Producers Union Ltd [1994].

67. Expenditure on advertisements in souvenir published by charitable institutions is a deductible expenditure- British Electrical & Pumps (P.) Ltd. v. CIT [1977].

68. Expenditure incurred by a film distributor on silver jubilee celebration of a film, is deductible-Amarjothi Pictures v. CIT [1968].

69. Expenditure on removal of overburden in open cast mining is revenue expenditure-CIT Vs. KIatras Jharia Coal Co. Ltd. [1979].

70. Tender money for obtaining right to exploit mines is capital expenditure-CIT v. Ramlal & Sons [1965].

71. Where cost of borrowing is a portion of profits, and borrowing is necessary for earning the profits, the payment of share of profit is deductible-Dharamvir Dhir Vs. CIT.

72. Remuneration based on profits does not amount to division of profits and is deductible-CIT v. Bombay Burma Trading Corpn. Ltd. [1941].

73. Share in profits in lieu of interest on borrowings is a permissible deduction-JamshedpurMotor Accessories Stores Vs. CIT [1974].

74. Amount spent on distribution of gift articles to dealers by assesse - CIT Vs. Avery Cycle Inds. Ltd. 
75. Customary pooja expenditure at the time of opening the assessee’s books of account is an allowable deduction - Brijraman Das & Sons Vs. CIT [1983].

76. Entrance fee paid by the assessee-Company for getting membership of sports club is allowable as a revenue expenditure-Gujarat State Export Corporation Limited Vs. CIT.

77. Legal expenses on defending the employee against criminal prosecution in the interest of the business are allowable-CIT v. National Rayon Corpn. Ltd.[1985]. 

78. Expenditure incurred for the preservation or protection of the asset is deductible - CIT Vs. R.B. Bansilal Abirchand Firm [1971].

79. Litigation expenses incurred for terminating inconvenient business relationship are deductible - G.Scammel & Nephew Ltd. Vs. Rowles [1940].

80. Legal charges for obtaining a loan from a financial institution are deductible-Orissa Cement Ltd. Vs. CIT [1969).

81. Expenditure incurred for income-tax proceedings is an allowable expenditure-Binodiram Balchand Vs. CIT [1963].

82. Litigation expenses regardless of the result of legal proceedings are deductible- CIT Vs. H. Hirjee [1953].

83. Penalty or interest or fine under direct taxes is not deductible. For example, interest levied on the assessee for delay in filing return will not be allowable as a business expenditure-Bharat Commerce & Industries Ltd. Vs. CIT[1998].

84. Penalty paid by the assessee-contractor for non-completion of contract within a stipulated time is allowable- CIT Vs. R.D. Sharma & Co. [1982].

85. Payment made for not importing certain goods as it was not profitable in view of commercial expendiency is an allowable business expenditure-CIT v. Maneklal Harila Spg. & Mfg. Co. Ltd. [1983]. 

86. Penalty or fine paid by the assessee to customs authorities in lieu of confiscation of certain goods imported by the assessee without a valid import licence, is not deductible-Rohit Pulp & Paper Mills Ltd. Vs. CIT [1995].

87. Professional tax paid by a person carrying on business or trade is deductible-Circular No.16, dated September 18, 1969.

88. Contribution by a company towards construction of a building of a chamber of commerce is deductible-CIT v. Chemical & Plastic India [2007].

89. Contribution to an association, which does not serve any business purpose, is not deductible-Iron Traders (P.) Ltd. Vs. CIT [1974].

90. It is now well-settled that a parent company cannot be allowed to claim deduction in respect of a loss or expenditure incurred by it for the purpose of a subsidiary company-CIT Vs. Amalgamation (P.) Ltd. [1977].

91. Distribution of profits of an insurance company among policy holders is not a deductible expenditure - Bharat Insurance Co.Ltd. Vs. CIT (1934].

92. Amount paid by the assessee-firm to outgoing partners for relinquishing their interest/ rights in goodwill of firm is a capital expenditure- CIT Vs. Puran Das Ranchoddas & Sons.

93. Provision made by an assessee at 2 per cent of sale price for post-sales customer services in nature of claims within warranty period, is allowable as deduction-Infosys Technologies Ltd. v. CIT [2007].

94. Expenditure incurred by author for attending seminar to generate knowledge which is a part of input of book, is to be allowed-G.S. Ramaswamy Vs. CIT[2002].

95. Where assessee, a chartered accountant, while carrying out his profession, proceeded to USA for doing MBA since there is a nexus of CA degree of assessee with MBA degree, expenditure in question is to be allowed as business expenditure-ITO Vs. Apurva P. Patel.

96. Expenditure incurred by assessee for obtaining ISO-9002 certificate is allowable-CIT v. Upper India Steel Mfg. & Engg. Co. [2006).

97. Amount paid to Electricity Board on account of allegation of theft of electricity is deductible-Adhunik Chemicals Pvt. Ltd. v. CIT [2004].

98. Amount paid by an assessee for obtaining a new telephone connection under the “Tatkal Telephone Deposit Scheme”, can be allowed as revenue expenditure in the year of payment. The refund of the said amount, if any, will be taxed under section 41 (1)-Circular: No, 671, dated October 27, 1963.

Advertisement - Sec. 37 (2B) 

No expenditure incurred by an assessee on advertisement in any souvenir, brochure, pamphlet or the like published by a political party will be allowed as deduction.

Disallowances in the case of all the assessee’s - Sec.40(a)
In the case of any assessee, the following expenses are disallowed under Sec.40(a):

1. Income tax including DDT- Sec.40(a)(ii), Wealth tax, & Fringe benefit tax - Sec.40(a)(ic) paid is not deductible, whether paid with in India or outside India.
2. Tax actually paid by any employer on behalf of the employee in respect of non monetary perquisites provided to such employee, which is exempt for the employee U/s 10(10CC) - Sec.40(a)(v). 

3. Interest, Royalty, Fees for technical services [Sec.40(a)(i)]: Such expenses paid/payable to a non resident either in or outside India shall not be allowed as deduction, unless T.D.S. is made or tax is duly paid.
4. Interest, Commission, brokerage, Fees for technical services, Fees for professional services, Payment to contractors, Royalty & Rent [(Sec.40(a)(ia))]: Such expenses paid/payable to a resident in India shall not be allowed as deduction, unless - do -. 
5. Salary paid/payable outside India (to any person resident or non-resident) or in India (to a resident) shall not be allowed as deduction, unless T.D.S. is made or tax is duly paid - Sec. 40(a)(iii).
Note:
a. If the above expenditure is not allowed in the current year, deduction will be available while computing the business income of a subsequent previous year in which such tax will be paid (i.e. in the year in which tax deducted by the assessee will be paid).

b. In Thailand business tax, is not on income. It is on turnover. Consequently, Sec.40(a) has no application to business tax paid by an assesse.

c. Interest u/s 234A, 234B or 234C which has to be regarded as accretion to tax cannot also be allowed as deduction.

d. Interest-tax paid/payable by a “credit institution” under Interest tax Act is deductible.

e. Only defaults specified above are covered by Sec.40(a)(ia). For instance, Sec.40(a)(ia) is not applicable in respect of delay in filing of TDS return.

f. The provisions of Sec.40(a)(ia) are applicable only in respect of expenses claimed as deduction under the head “Profits and gains of business or profession”. Expenses claimed under any other head are not covered..

g. Sec.40(a)(ia) is applicable even in respect of bona fide mistakes committed by a deductor. 

h. There is no specific provision u/s 40(a)(ia) to cover cases of short deduction. However, proportionate expenditure may be disallowed keeping in view the intention of Legislature.

ASSESSMENT OF FIRMS

TAX RATES: 30% Flat rate + 10 % surcharge.

SEC.40(b): Interest (on capital & loan) & Remuneration paid to partners is allowed subject to the conditions given in this section.  

INTEREST: Interest paid to a partner is allowed on satisfaction of the following conditions:

a. It should be authorised by and in accordance with the partnership deed.

b. Prospective only i.e., it could be paid to a period falling after the date of partnership deed.

c. Should not exceed 12 % simple interest.

The following two explanations are also to be considered:
Expl.1: If a person is a partner in his representative capacity in the firm and if he received interest in his individual capacity from the firm, such interest should not be disallowed. E.g.: In the partnership firm `X' & Co. the following are the partners A, B, & HUF.  Mr. C is representing the HUF i.e., he is acting in a representative capacity.  Mr. C out of his own earnings given a loan to the firm and he is receiving Interest on such loan i.e., he is receiving the interest in his individual capacity. Such interest should not be disallowed.

Expl.2.: If a person who is a partner in his individual capacity, receives interest for and on behalf of some one else from the firm in which he is a partner, such interest should not be disallowed. E.g.: Mr. A is a partner in AB & Co., Mr. A is receiving interest on behalf of his friend C, who has given a loan to the firm. Such interest should not be disallowed.

REMUNERATION: Any amount paid by way of salary, bonus, commission or remuneration by a firm to a partner is allowed on satisfaction of the following conditions:

a. It should be authorised and in accordance with the partnership deed.

b. Prospective only i.e., it could be paid to a period falling after the date of partnership deed.
c. It should be paid to working partner (Full/Part time).

d. It should be within the limits prescribed as below:

Case 1 - Professional firms

	Book profit
	Remuneration as a % of Book Profit

	On the first One lakh

Next One lakh

On the balance
	50,000 or 90% of Book Profit, Which ever is higher.

60%

40%


Case 2 - Business Firms

	On the first 75,000

Next 75,000

On the balance
	50,000 or 90% of Book Profit, Which ever is higher.

60%

40%


Note: In case of loss the remuneration payable - Rs.50,000.

Book profit (Expl. 3): It means the net profit/loss, as shown in the Profit & Loss a/c for the relevant previous year, computed in the manner laid down in the chapter IV D (i.e. PGBP) as increased by the aggregate amount of the remuneration paid or payable to all the partners, if such amount has been deducted while computing the Net Profit/loss.   

The deductible amount of Interest and salary shall be the amount payable as per partnership deed Or amount calculated U/s.40(b) ↓.

Illustration: Net Profit of a firm- 5,00,000 (Includes a CG of 1,00,000) and no remuneration is paid to partners. Brought forward business losses from Previous year-4,00,000. Unabsorbed Depreciation of Previous year - 25,000. Compute Book Profit.

ALLOWABILITY IS ALSO SUBJECT TO SEC.184: The interest and remuneration will be allowed as expenditure only if the conditions given under Sec.184 are satisfied and no best judgement assessment was made against the firm. Otherwise, interest and remuneration will not be allowed.

CONDITIONS GIVEN IN SEC.184:

a. A partnership is backed by written deed. 

b. The shares of each partner are specified in such deed. 
c. A copy of partnership deed is enclosed with the return of income. 

d. Where there is a change in the constitution of the firm, the firm shall furnish a certified copy of the revised partnership deed.

e. Change in the constitution:
· If one or more partners cease to be partners or one or more new partners are admitted, in such circumstances that one or more of the partners who were partners of the firm before the change, continue as partner after the change or 

· All the partners continue with a change in their respective profit sharing ratios or in the shares of some of them.

CHARGEABILITY OF INCOME IN THE HANDS OF PARTNERS:

a. Share of profits in the hands of the partner shall be fully exempt under Sec.10(2A).

b. Any interest or remuneration, receivable or received by the partner from such firm to the extent such interest, etc., was allowed U/s.40 (b) in the hands of the firm is taxable in the hands of the partners as business income.

c. In case the conditions given in Sec.184 are not satisfied or the best judgement assessment was done against the partnership firm, the result is interest and remuneration paid by the firm will be fully disallowed and no chargeability arises in hands of the partners.

According to Sec.40(b) of the Income-tax Act, any payment by way of interest, salary, bonus, commission is allowable only if it is in accordance with the limits and conditions prescribed there under. Otherwise it shall be disallowed. In the given case commission is paid by the firm to the proprietary concern of the partner. It is as good as payment of commission to the partner himself as held in the case of CIT Vs. Angadi Bros. (1984)

Problem 5: X & Co. a partnership firm, furnishes the following P&L A/c for the previous year ending 31st March, 2009.

	To Cost of Goods Sold

To Other Expenses

To Interest to Partners

To Remuneration to Partners
	2,80,000

91,000

25,000

68,000
	BY Sales 

By Net Loss
	2,92,000

1,72,000


The other expenses debited include Rs.13,600 not allowable. Interest to partners is in excess by Rs.7,100 (not statutorily allowable). You are required to compute:

a. Book profits of the firm.

b. Permissible remuneration to partners under Sec.40(b).

c. The income of the firm.

Problem 6: A firm comprising partners A, B, C, D carrying on business, sharing profits or losses equally shows a profit of 1,00,000 in its books after deduction of following amounts for the year. Remuneration to A (not a working partner) - 48,000. Remuneration to B & C (working partners) - 60,000 & 72,000. Interest to partner ‘D’ on loan of Rs.1,50,000 - Rs.36,000. The Partnership Deed provides for the payment of above remuneration & interest. You are required to compute taxable income of firm & partners. Re compute the answer in case the partnership firm has not complied with the conditions given in Sec.184 or a best judgement assessment has been made.

Issue: Mr.X has given a building to a partnership firm X & Co. in which he is a partner.  Is rent paid to such partner will be governed by 40 (b)? Ans.: Sec.40(b) is applicable only for remuneration/interest. Rent paid to a partner is not covered. 

unreasonable expenditure - Sec.40A (2) 

If an assessee incurs expenditure towards goods supplied, services provided by specified persons the assessing officer can disallow such expenditure to the extent it is excessive or unreasonable. The extent to which the expenditure is excessive or unreasonable shall be determined having regard to the fair market value of goods or services. 
Provision of Sec.40A(2) does not apply in respect of an expenditure which is not to be claimed as deduction u/s 30 to 37. 

	ASSESSEE
	SPECIFIED PERSONS

	Individual
	Any relative of the assessee; any person in whose business or profession the assessee or his relative has a substantial interest.

	Company,

firm, AOP

Or HUF
	Any Director, partner or member or relative of such person; any person in whose business or profession the assessee or director, partner or member of the assessee or any relative of such person has a substantial interest.

	All

assessees
	Any individual who has substantial interest in assessee's business or profession 

A company, firm, AOP or HUF having a substantial interest in assessee's business or profession or any director, partner or member of any such entity or any relative of any such director, partner or member. 

A company, firm, AOP or HUF of which a director, partner or member has a substantial interest in assessee's business or any director, partner or member of any such entity or any relative of any such director, partner or member.


Substantial interest: A person is deemed to have substantial interest in the business or profession if such person is the beneficial owner of at least 20 per cent of equity capital (in the case of a company), or if such person is entitled to 20 per cent profits of a concern (in any other case), at any time during the previous year.

Illustrations:

a. X Co. Ltd, dealing in furniture, buys 100 tables at the rate of Rs.2,500 per table from R, a director of the company. The market rate of each table is Rs.2,000. In this case, the payment has been made to a specified person and is excessive. The assessing officer will disallow an amount of Rs.50,000 (Rs.500x100).

b. X, an individual carrying on business, has employed his son as the General Manager of the concern and pays him a salary of Rs.10,000 per month. Having regard to the qualifications and experience, the assessing officer feels that the appropriate salary should not be more than Rs.4,000. The assessing officer can disallow Rs.6,000 p.m.

Cash payments > 20,000 - Sec.40A(3)  

Where the assessee makes any payment towards an expenditure, in cash, for a sum exceeding Rs.20,000, 100%  of such total expenditure will be disallowed. This disallowance is not applicable when the payment is made by a A/c payee cheque/DD. 

From the assessment year 2009-10, if the aggregate payment (otherwise than by an account payee cheque / draft) to the same person during a day exceeds Rs.20,000 the provisions of Sec.40A(3) will apply and the entire amount of such payment will be disallowed.

Where deduction has been claimed earlier on due basis and payment (> 20,000) is made in the current year, the payment so made shall be deemed to be the business income of the tax payer of the previous year in which the payment is made. 

Rule 6DD - In the following cases, no disallowance shall be made u/s.40A (3):

1. Where payment is made to banks and financial institutions.

2. Where the payment is made to government.

3. Where the payment is made by way of adjustment.

4. Where the payment is made for the purpose of:

a. Agricultural or forest produce or

b. The produce of animal husbandry (including hides and skins) or diary or poultry or

c. Fish or fish products or

d. The products of horticulture or apiculture.

5. Where the payment is made for the purchase of the products manufactured without the aid of power in a cottage industry, to the producer of such products.

6. Where the payment is made in a village or town, which, on the date of such payment is not served by any bank, to person who ordinarily resides, or is carrying on any business or profession in any such village or town.

7. Where the payment is made by way of salary to an employee and when such employee:

a. Is temporarily posted for a continuous period of 15 days or more in a place other than his normal place of duty or on a ship &

b. Does not maintain any account in any bank at such place or ship.

8. Where the payment was required to be made on a day on which the banks were closed either on account of holiday or strike.

9. Where the payment is made by any person to his agent who is required to make payment in cash for goods or services on behalf of such person.

10. Where the payment is made by an authorised dealer or a money changer against purchase of foreign currency or travelers cheques in the normal course of his business.

Issues on Sec.40A (3):

a. This provision shall not apply in respect of expenditure for which no deduction will be allowed (Like donations given).  

b. This is applicable only for revenue exp. since capital exp. is not allowed as deduction.

c. If equipment is purchased for scientific research and deduction is claimed u/s.35, then the provisions of Sec.40A (3) shall apply if payment is made in cash.

d. The provisions do not apply to repayment of cash loans.

e. If an assessee makes payment of two different bills/expenditures (none of them exceeds Rs.20,000) at the same time in cash or by bearer cheque, Sec.40A(3) is not applicable even if the aggregate payment is more than Rs.20,000. This is because for applicability of Sec.40A(3) both payment & amount of each bill (or expenditure) should exceed 20,000.

f. Where the assessee made payment over Rs.20,000 at a time, partly by a/c cheque and partly in cash to some parties but the payment in cash alone did not exceed Rs.20,000, Sec.40A(3) is not attracted.

g. The provision of Sec.40A(3) are applicable only for the heads ‘Profits and Gains of Business or Profession’ and ‘income from other sources’.
h. Where the payment made is less than Rs.20,000 in respect of an invoice which is more than Rs.20,000, disallowance u/s. 40A(3) shall not be made
Provision for gratuity - Sec.40A(7)
a. No deduction shall be allowed in respect of any provision made for the payment of gratuity to his employees i.e. the amount of provision created shall be disallowed.

b. However, any provision made for the purpose of payment by way of any contribution towards an approved gratuity fund Or for the purpose of payment of any gratuity that has become payable during the previous year shall be allowed as deduction.

Contribution to unrecognised funds - Sec.40A(9) 

Any contribution made is not allowed as deduction.

Deemed profits - Sec.41

REFUND OF EXPENDITURE - SEC.41(1)

Where the deduction was allowed in respect of loss, expenditure or trading liability in any preceding years and subsequently the assessee or successor of the business has received any amount in respect of such loss or expenditure or obtained some benefit in respect of trading liability by way of remission or cessation, the amount received or the value of benefit accrued shall be deemed to be income.

Exp.1 - Recovery or remission can be by the same assessee or by any other assessee also. E.g. X Ltd., amalgamated with Y Ltd. After amalgamation Y Ltd., received refund of 1,00,000 relating to an appeal filed by X ltd. It is chargeable in the hand of Y Ltd.

Expl.2 - Sec.41(1) is applicable even if remission/cessation arises because of a unilateral act.

The ‘Successor of Business’ for this purpose, means:  

a. Where there has been an amalgamation - the amalgamated Company.

b. Where any person is succeeded by another person - such other person.

c. Where a firm is succeeded by another firm - such other firm.

d. Where there has been a demerger - the resulting company.

Note: Refund of sales tax/excise duty which the assessee is required to pass on to customers cannot be taxed u/s 41(1) - CIT Vs. East Asiatic Co. India (P.)Ltd.[1996].

Examples: 

a. Where the assessee purchased material for Rs.1,00,000 during the previous year 2007-08 and charged it to the Profit and Loss A/C of that year. In the previous year 2008-09, the assessee received a claim of Rs. 20,000 against this material as it was found to be defective. This 20,000 shall be treated as the income of the previous year 2008-09. 

b. If advertisement expenditure is incurred and claimed as deduction, but later reimbursed by the manufacturer to the assessee (Distributor), Sec.41 (1) will apply.

c. Under the Own your telephone (OYT) Scheme the assessee has paid a sum of 10,000 as deposit and it was allowed as expenditure in that year. It is chargeable to tax U/s.41 (1) in the year in which the deposit was returned by the telephone department.

d. Excise department raised a demand notice on the X Ltd., for a sum of 1 crore rupees.  Assessee, after making the payment of 1 crore has gone for an appeal. As a result of 50 lakhs of paid was refunded. Such 50 lakhs will be chargeable to tax U/s.41 (1).

e. If stock is destroyed by fire and allowed as trading loss but in the next year insurance compensation is received, the same is taxable u/s 41(1) in the next year.

f. Example for Remission (Bilateral): Commission payable provision is made by X Ltd., at 3,00,000 in the P & L a/c. & it was allowed as expenditure. Later on, the other party agreed to take 2,00,000 only. Remaining 1,00,000 is chargeable to tax u/s.41 (1). Another example, if credit purchase of raw material is made and claimed as deduction but later, a lesser amount is settled to the supplier creditor, the benefit accruing on remission of the trading liability will be deemed as income u/s. 41 (1).

g. Example for Cessation (Unilateral):  Continuation of E.g. ‘f’ - X Ltd., had not paid anything as commission to the payee as he absconded.  After three years, because of the application of limitation Act 1927, the Company is no more liable to pay such commission to the payee & as a result of that, the company has credited 3 lakhs rupees to the P & L a/c. after three years. Such 3,00,000 is chargeable to tax.

BALANCING CHARGE – SEC.41(2)
Refer to Sec.50 A.
SALE OF ASSETS USED FOR SCIENTIFIC RESEARCH - SEC.41(3)

Where any capital asset used for scientific research is sold without having been used for other purposes then, any amount realised on transfer of a capital asset used for scientific research is taxable as business income to the extent of deduction allowed u/s.35 in the year in which the transfer takes place. 

Further if the sale proceeds of the capital asset is in excess of the cost of acquisition then the excess shall be subject to provisions of capital gains.

BAD DEBTS - SEC.41 (4)

Where any bad debt has been allowed as deduction u/s. 36 & and if any amount is subsequently recovered on such bad debt it is chargeable to tax as business income in the year of recovery irrespective of continuance of business. Since Sec.41(4) does not contain any provision regarding taxability of bad debts recovered by a successor, such amount cannot be taxed in the hands of the successor in business/profession. 

SPECIAL RESERVE - SEC.41(4A)

Any amount withdrawn from the reserve, created as per Sec.36 will be charged to tax irrespective of continuance of business.

SEC.41(5) – SET OFF 

Any loss incurred in the year in which the business was discontinued by the assessee shall be allowed to set off against the deemed profits & only the balance if any shall be taxed. 

Deduction based on actual payment - Sec.43B

The deduction in respect of the below given expenditures will be allowed as deduction only in the year of actual payment irrespective of the method of accounting being followed.

a. Taxes: Any sum payable by way of Tax or Duty etc. by whatever name called.

b. Bonus: Bonus or commission payable to employees.

c. Interest: Interest on any loan or borrowings from any public financial institution or state financial corporation or state industrial investment corporation or any scheduled Bank.

d. Any sum payable by the employer as leave encashment.

e. Contribution to welfare funds: Any sum payable by an employer by way of contribution to any RPF or SPF or any other fund for the welfare of employees.

Question: When payment should be made to get the deduction?

Ans.: Payment should be made either during the relevant previous year or in a subsequent year before the expiry of time given u/s 139(1). If the payment is not made as stipulated above then no deduction shall be allowed in respect of outstanding liability while determining business income for the relevant previous year. However, the Assessee can claim the deduction in the year of payment. E.g.: X Ltd., has to pay an excise duty of 1,00,000 for the previous year 2008-2009. The same has not been paid up to 31/03/2009.  But the same has been paid on Sep 29th, 2008. Since the payment has been made on or before the due date of filing the return 30/09/2009, excise duty will be allowed as deduction for the P/Y. 2008-2009.

Suppose in the above example if the payment is made on 01-12-2009 what is the implication? - Excise duty paid will be allowed as deduction in the P.Y.2009-2010.

Note: 
a. Many State Governments have introduced sales tax deferral schemes as a part of the incentives. Under this, eligible units are permitted to collect sales tax and retain it for a prescribed period. In such case the taxes so deferred will be deemed as payment of tax. 

b. Where the interest on the loan is converted into a loan, interest so converted will not be treated as having been actually paid, and accordingly, will not be allowed as a deduction. 

c. Royalty payable to government for extraction of limestone is a tax for all purposes including Sec.43B of the Income-tax Act. Therefore, unpaid liability for royalty within the due date prescribed u/s.43B shall be disallowed - Gorelal Dubey Vs. CIT (2001).
d. In respect of payment of excise duty, etc., it is not necessary that liability to pay duty must be incurred first and only thereafter, payment of such duty is made. Therefore, deduction for tax, excise duty, etc. is allowable u/s 43B on payment basis even before incurring liability -CIT v. Glaxo Smithkline Consumer Healthcare Ltd. [2007]
Maintenance of books of accounts - Sec.44AA

Category 1 - Business assesses & Non notified professions: In the case of any assessee carrying on business or Non notified profession, the books of accounts are required to be maintained in the following cases:

a. Income criteria: If the income from such business or profession has exceeded Rs.1,20,000 in any of the three preceding previous years or is likely to exceed Rs.1,20,000 during the current previous year in case of newly set up bus/profession Or

b. Turnover criteria: If the turnover or sales or gross receipts has exceeded Rs. 10,00,000 in any of the three preceding years or is likely to exceed Rs. 10,00,000 during the current previous year in case of newly set up business or profession Or

c. Special assesse’s: In the case of assesse’s covered by Sec.44AD, Sec.44AE, Sec.44AF, Sec.44BB & Sec.44BBB books of accounts must be compulsorily maintained as required under Sec.44AA if such assessee claims that the income is lower than the prescribed amount under these provisions. 
Reasonable books: All the above types of assesses are required to maintain such books of accounts as may enable the assessing officer to compute the total income.

Category 2: Notified professions - Only turnover criteria: In the case of any assessee carrying on the profession of law, medicine, accountancy, architecture, interior decoration, film artist, engineering, technical consultancy or information technology, the following books of accounts are required to be maintained if the gross receipts have exceeded 1,50,000 in any of the  immediately 3 preceding previous years or is likely to exceed 1,50,000 during the current previous year in case of newly set up profession.

Books to be maintained: Cash book, Ledger, Journal, Bills and vouchers in respect of expenses incurred & Copies of bills issued > Rs.25, original bills of payment > 50.

In the case of a medical practitioner, some additional books are to be maintained:

a. Daily case registers.

b. Inventory as on the first and the last day of the previous year, showing the stock of         medicines (Where medicines are dispensed during the course of practice).

Place & Number of years of maintenance (For category I & II): 

a. The books of accounts are required to be maintained at the place of business and 

b. If there is more than one place of business at the principal place of business. 

c. The books are required to be kept for a period of 6 years. 

Tax audit - Sec.44AB

Who has to get his accounts audited by a C.A. on compulsory basis?

a. Business assesse’s: A person carrying on business, if the net sales in the business for the previous year exceeded 40 Lakhs Or

b. Professional assesse’s: A person carrying on profession where gross receipts exceeded 10 lakhs for the previous year Or

c. Special assesse’s: An assessee covered U/s.44AD/44AE/44AF/Sec.44BB/Sec.44BBB if they claim that the profits from such activities are lower than presumptive income.

What is the due date for getting books audited?: The persons mentioned above should obtain before the specified date an audit report in the prescribed form duly signed and verified by the C.A and file with the Income tax department.

Due date for getting books audited / submission of audit report and Form No: 

	Different taxpayer
	Audit

Form No.
	Statement

Particulars
	Due date for audited
	Due date for submission of audit report

	Person who carries on business or profession and who is required by or under any law to get his a/c’s audited
	Form No.

3CA
	Form No.

3CD
	September 30 of the assessment year
	September 30 of the assessment year

	Person who Carries on business or profession but not being a person referred to above
	Form No.

3CB
	Form No.

3CD
	September 30 of the assessment year
	September 30 of the assessment year


Audit under other law: Where any such person is required to get his accounts audited under any other law, it is sufficient if the person gets the accounts audited under such other law and furnish the report in the form prescribed under this section. 

Sec.271B - Penalty: In the case of failure to get accounts audited or furnish such report along with the return u/s.139 (1), the Penalty is 0.005 (half a percent) of total sales or turnover or gross receipts or 1,00,000, whichever is less.

PRESUMPTIVE TAX

Assessee engaged in Construction Business - Sec.44AD

a. Any assessee engaged in the business of civil construction.

b. Turnover or Gross receipts should not exceed 40 lakhs.

c. 8 % of the gross turnover or gross receipts are deemed as business income. 

d. Turnover will not include the value of material supplied by the client.

Civil Construction includes - Construction of any building, bridge, dam or road or canal & Execution of any works contract.

Assesse engaged in GOODs transport business - Sec.44AE

a. Any assessee who carries on the business of plying, hiring or leasing goods carriers

b. The assessee should not own more than 10 vehicles at any time during the previous year. For this purpose an assessee, who is in possession of a goods carrier, whether taken on hire purchase or on installments & for which the whole or part of the amount payable is still due, shall be deemed to be the owner of such vehicles.

c. The income shall be deemed to be:

	Type of goods carriage
	Estimated income

	Heavy good vehicle
	Rs.3,500 for every month (or part of a month) during which the goods carriage is owned by the assessee.

	Other than heavy good vehicle
	Rs.3,150 for every month (or part of a month) during which the goods carriage is owned by the assessee. 


Note: “Heavy goods vehicle” means any goods carriage the gross vehicle weight of which, or a tractor or a road-roller the unladed weight of either of which exceeds 12,000 kilograms.
Retail business - Sec.44AF 

a. Any assessee who is engaged in Retail Business (es).

b. The total turnover should not exceed 40 lakhs from such retail trade.

c. 5 % of the gross receipts will be treated as income.

Common Points for Sec.44 AD, AE & AF

a. The Assessee can declare higher income than the presumptive income at his option.
b. All deductions U/s. 30 to 38 shall be deemed to have been allowed.

c. WDV of the Asset used for the purposes mentioned above under relevant sections shall be reduced as if the dep., has been actually allowed.
d. In the case of an assessee which is a partnership firm to which these provisions are applicable the salary & interest paid to partners shall be deducted from the income computed under these provisions subject to the limits specified in Sec.40 (b).
e. All deductions under Chapter VI A & Rebates are available to the assessee.
f. Provisions of Sec.44AA & Sec.44 AB shall not apply to these businesses.
g. The assessee can claim that the profits & gains of the business are lower than the income deemed in these provisions, provided the assessee shall maintain books of accounts as per Sec. 44AA & furnish tax audit report U/s. 44 AB.
Problem 7: A contractor engaged in the business of civil construction work does not maintain regular books of account. The total bills submitted in respect of contracts for the period 1.4.2008 to 31.3.2009 are as under: (lakhs)
	Value of work carried out

Value of materials supplied at fixed costs by the contractee

Bills Gross

Less: Amount retained at 10% by the contractee for due performance of the contract and refundable in six months after the completion of the contract 
	25.00

8.00

	
	33.00

3.30

	Bills net                                                                                           
	29.70


How the Assessing Officer will compute the profit of the contractor? 

Problem 8: X Ltd. is engaged in the business of carriage of goods. On April 1, 2008, it owns 10 trucks (6 out of which are heavy goods vehicle).  On May 6, 2008 one of the heavy goods vehicles is sold by X Ltd. to purchase a light goods vehicle on May 10, 2008 which is put to use only from June 17, 2008. Find out the net income of X Ltd.:  

	Freight collected

Less: Operational expenses

Depreciation as per section  32

Other office expenses

Net Profit

Other income
	8,90,000

6,40,000

1,90,000

15,000

45,000

70,000


Business of non-residents – Sec.44B to 44BBA
In the case of a non-resident, special provisions have been enacted to determine income:
	Sec.
	Nature of Business
	Profit -         % on T.O.

	44B
	Shipping business
	7-1/2%

	44BB
	Business of providing services or facilities in connection with or supplying plant and machinery on hire used in the prospecting for a extraction or production of mineral oils.
	10%

	44BBA
	Business of operation of aircraft
	5%

	44BBB
	Foreign company doing civil construction business or or the business of erection of plant or machinery or testing or commissioning thereof in connection with turnkey power project approved by the Central Government and financed under any international aid programme
	10%


The amount on which the percentage shall be applied is:

a. The amount paid or payable to the assessee or to any person on his behalf on account of the above mentioned business activity carried on in India; and

b. The amount received or deemed to be received in India by or on behalf of the assessee on account of the above mentioned business activity carried on outside India.

For the purpose of Sec. 44B, such amount shall also include demurrage charges or handling charges or any other amount of similar nature.

Assesses who are covered u/s.44B and 44BBB are entitled to declare profits and gains lesser than the deemed income applicable. In such cases they are subject to the provisions of maintenance of books of account u/s.44AA and furnishing of audit reports u/s.44AB.

Problem 9: M/s. Global Airlines incorporated as a company in USA operated its flights to India and vice versa during the year 2008-09 up to March, 2009 and collected charges of Rs.125 lakhs for carriage of Passengers and cargo, out of which Rs.65 lakhs were received in U.S. dollars for the passenger fare booked from New York to Mumbai. The total expenses for the year on operation of such flights were Rs.195 lakhs. Income chargeable to tax of the Foreign Airlines may please be computed.


income by way of royalties, etc. in case of nr’s - Sec.44DA

a. The income by way of royalty or fees for technical services received from Government or an Indian concern in pursuance of an agreement made by a non-resident including a foreign company with Government or the Indian concern shall be computed under the head "profit and gains of business or profession" in accordance with the provisions of the Income-tax Act. 
b. Such non-resident should carry on business in India through a permanent establishment situated therein or perform professional services from a fixed place of profession situated therein.
c. "Permanent Establishment" includes a fixed place of business through which the business of the enterprise is wholly or partly carried on.

d. No deduction shall be allowed in respect of any expenditure or allowance which is not wholly and exclusively incurred for the business of such permanent establishment or fixed place of profession in India. 
e. No deduction shall be allowed in respect of amounts paid by the permanent establishment to its head office or to any of its other offices otherwise than towards reimbursement of actual expenses.

f. Every such non-resident or a foreign company shall keep and maintain books of account and other documents as required u/s.44AA and get the accounts audited by a CA. Such report shall be furnished along with the return of income.

BUSINESS FOR PROSPECTING OR EXTRACTION OF MINERAL OIL - SEC.42

In the case of any person carrying on the business of prospecting for or extraction or production of mineral oil with whom the Government of India has entered into an agreement for association or participation duly approved by the Parliament, certain provisions of the Income-tax Act will stand modified to the extent provided for in such agreement.
Where the business of the assessee consisting of the prospecting for or extraction or production of petroleum and natural gas is transferred wholly or partly or any interest in such business is transferred in accordance with the agreement mentioned above, the treatment of the proceeds shall be as follows:

a. Where the proceeds of the transfer are less than the expenditure incurred remaining unallowed, the balance expenditure arrived at by reducing the proceeds from the expenditure remaining unallowed shall be allowed as deduction in the previous year in which the business or interest thereof is transferred.

b. If the proceeds exceed the expenditure incurred remaining unallowed, the excess to the extent it does not exceed the amount of such expenditure already allowed shall be chargeable to tax as business income in the year in which the transfer takes place. 
c. No further deduction shall be allowed for the expenditure in the year of transfer or in the subsequent years.
d. In a scheme of amalgamation or demerger, if the amalgamating company or demerged company sells or otherwise transfers the business to the amalgamated company or the resulting company (being an Indian company), the above provisions charging the amount to tax shall not apply to the amalgamating company or demerged company but it shall apply only to the amalgamated company or resulting company.

EXCHANGE RATE FLUCTUATION - SEC.43A

Where an assessee acquires an asset from abroad and in consequence of the variation in the exchange rate, the liability of the assessee in terms of payment towards the acquisition of that asset increases or decreases, then the actual cost of that asset should also be increased or reduced only in the year in which the actual payment is made irrespective of method of accounting followed by the assessee.

Such increased or reduced cost of the asset shall be taken into consideration for the purpose of deduction u/s.32, 35, 35A, 36(i)(ix) and for the purpose of computation of capital gains u/s.48 or u/s.50 as the case may be applicable to the relevant case.
DETERMINATION OF COST OF ACQUISITION OF SIT - SEC.43C
	Sl.

No.
	Mode of acquisition
	Cost of acquisition

	1)
	Amalgamation
	1) Cost to the amalgamating Company

	
	
	2) Cost of improvement

	
	
	3) Expenses incurred for transfer

	2)
	Gift
	1) Cost to the donor

	
	
	2) Cost of improvement

	
	
	3) Expenses incurred for accepting the gift  

    and the gift tax paid by the donor.

	3)
	Partition of H.U.F
	1) Cost to the HUF

	
	
	2) Cost of improvement

	
	
	3) Expenses incurred for partition

	4)
	Will
	1) Cost to the previous owner

	
	
	2) Cost of improvement

	
	
	3) Expenses incurred for probating the 
    will

	5)
	Irrevocable trust
	1) Cost to the previous owner

	
	
	2) Cost of improvement

	
	
	3) Expenses incurred for establishing the 
    trust


,
INTEREST ON BAD AND DOUBTFUL DEBTS - SEC.43D

In the case of a public financial institution or a scheduled bank or State Financial Corporation or State Industrial Investment Corporation, interest on bad and doubtful debts as per the guidelines of Reserve Bank of India shall be chargeable to tax in the year in which it is credited to profit and loss account or in the year in which it is actually received, whichever is earlier.

The applicability of this provision is extended to a public company carrying on the business of providing long time finance for construction or purchase of houses in India for residential purposes and which is registered under the National Housing Bank Act, 1987. In the case of such a public company, this provision shall apply in respect of interest in relation to bad or doubtful debts categorised as per the guidelines issued by the National Housing Bank in relation to such debts.
.

TRADE, PROFESSIONAL OR SIMILAR ASSOCIATIONS - SEC.44A

a. In the case of the abovementioned associations if the amount received from its members by way of subscription or membership fee falls short of the expenditure incurred, such deficit will be allowed as deduction in computing the income under the head "Profits and gains of business or profession". 
b. If there is no income under that head or if the income under that head is inadequate to absorb the deficit, it can be set off against the income of the association computed under any other head of income. 

c. In any case the deduction permissible under this provision cannot exceed 50% of the total income for that previous year computed before allowing this deduction.

d. In such computation, effect shall first be given to any other provision under which any loss or allowance pertaining to any earlier assessment year is brought forward. 
HEAD OFFICE EXPENDITURE – SEC. 44C

In the case of a non-resident, deduction for the head office expenditure incurred outside India and attributable to the business or profession carried on in India cannot exceed the following limits:

a. An amount equal to 5% of adjusted total income (*) ;or

b. Actual head office expenditure attributable to the business or profession of the assessee in India

 Whichever is less.

* means the total income computed in accordance with the provisions of this Act before allowing deduction under this section or unabsorbed depreciation or brought forward losses or deductions under chapter VIA or deduction u/s 36(1)(ix). 

BUSINESS REORGANIZATION OF CO-OPERATIVE BANKS [SEC.44DB]

Where business reorganisation (amalgamation/demerger) of a co-operative bank has taken place during the financial year, the predecessor and the successor co-operative bank shall be allowed proportionate deduction (based on no. of days) in respect of the following expenses:

a. Depreciation u/s 32.

b. Amortisation of expenses u/s 35D, u/s 35DD, u/s 35DDA.
Deduction under above sections for the unexpired period available to the successor bank.
PROBLEMS

Problem 10: GP Ltd. was incorporated on 31.12.2006 for manufacture of Tyres and Tubes for motor vehicles. The manufacturing unit was set up on 30.4.2008. The company commenced its manufacturing operations on 01.05.2008. The total cost of the plant and machinery installed in the unit is Rs. 100 crores. The said plant and machinery included second hand plant and machinery bought for Rs. 10 crores and new plant and machinery for scientific research relating to the business of the assessee acquired at a cost of Rs. 10 crores. Compute the amount of depreciation allowable.

Problem 11: X Ltd. is a manufacturing company. The profit and loss account of X Ltd. for the year ending March 31, 2009 is given below:

	

	Rs.
	
	Rs.

	Sales tax

Other expenses

Net profit
	50,000

14,15,000

5,45,000
	Sales
	20,10,000

	
	20,10,000
	
	20,10,000


Other information:

1. Out of sales tax of Rs. 50,000, only Rs.47,000 is paid. The payment is made as follows:

a. Rs. 40,000 on Sep 2, 2008;

b. Rs. 4,000 on Oct 5, 2009; 

c. Rs. 3,000 on Nov 1, 2009.

2. Return of income is submitted on November 10, 2009 and evidence of sales tax payment as stated in (b) and (c) above is submitted along with the return of income.

3. During the previous year 2008-09, the following payments are made in respect of expenses pertaining to earlier years:

a. Bonus to employees pertaining to the P.Y.06-07 paid on 30.4.08 - Rs.15,000.

b. Customs duty pertaining to the previous year 2006-07 paid on Dec 1st, 2008:    25,000.

c. Electricity bill pertaining to previous year 06-07 paid on May 3, 08; Rs.35,000.

d. Excise duty pertaining to the previous year 2007-08 paid on May 20, 2008: 40,000.

e. Leave salary payable to employees pertaining to the previous year 2007-08 paid on December 2, 2008: Rs. 45,000.

These payments do not pertain to the previous year 2008-09. Consequently, these are not recorded in the profit and loss account given above. Find out the net income of X Ltd. 

Problem 12: Mr.S gives the following manufacturing, P&L a/c for the year 31-3-2009:

	Particulars
	Amount
	Particulars
	Amount

	To Stock

To Purchases

To Wages

To Factory Rent

To Depreciation 

To Gross profit
	11,000

80,000

60,000

30,000

15,000

1,14,900
	By Sales

By Stocks
	2,84,500

26,400




Profit and Loss Account

	To Office Salaries

To Establishment Expenses

To Interest on Capital

To Fire Insurance

To Bad debts

To Income tax

To Expenses on Sales tax proceedings

To Expenses on Income-tax

     proceedings

To Diwali  Expenses

To Legal Expenses

To Medical Expenses of the

       proprietor

To Staff welfare Expenses

To Repair of Staff quarters

To Security Deposit for telex

     connection

To Bonus Payable to Employees

To Provision for Sales tax & Excise 

To Municipal taxes for staff quarters

To General Reserve

To Entertainment expenses

To Net profit
	27,000

6,100

3,300

   200

7,000

6,000

2,000

13,000

 4,000

 7,000

3,000

2,000

4,000

10,000

20,000

25,000

4,000

26,000

16,000

16,300
	By Gross profit B/D

By Rent of staff quarters

built in  1989
By Refund of Income-tax

penalty

By Sale of a machinery

By Recovery of Bad debts,

not allowed to be ded. in

earlier years

By Sundry receipts
	1,14,000

19,000

2,000

25,000

6,000

35,000




You are required to compute the taxable profit:

a. Purchases include a purchase of Rs.21,000. Its payment was made by a bearer cheque.

b. Assessee has always valued the stock at cost price but since 2008-09 he has valued it at market price which was in excess of the cost price by 10%.

c. Office salaries paid include Rs. 10,400 to the proprietor of the business.

d. Diwali expenses include gifts of Rs. 1,000 made to the relatives.

e. The written down value (WDV) of the block consisting of machinery as on 1-4-2008 is Rs. 59.000. Machinery whose WDV as on 1-4-2008, was Rs. 5,000 was sold for Rs. 25,000 during the year.

f. The WDV of the block consisting of factory buildings as on 1-4-2008 is Rs. 90,000.

g. Sales Tax & Excise Duties amounting to only 20,000 were paid on or before 25-6-2009.

Problem 13: Mr.S furnishes the following income for the assessment year 2009-10.

Profit and Loss Account for the year ending 31-3-2009
	Particulars
	Amount
	Particulars
	Amount

	To Office expenses

To Audit Fees

To Legal Expenses

To Depreciation on Machinery

To Staff Salary

To Bonus to staff

To Contribution to approved

     Gratuity Fund

To O/S liability for Excise Duties

To General Expenses

To Net Profit
	12,400

12,000

8,000

11,000

21,000

15,000

16,000

18,000

21,000

1,40,900
	By Gross Profit

By Sundry Receipts

By Customs duty recovered back form Govt. (earlier not  allowed as deduction)

By bad debts recovered 

(earlier allowed as deduction)

By Gift from son


	1,98,000

19,000

15,300

3,000

40,000




Other relevant particulars:

a. Bonus to employee according to the Payment of Bonus Act, comes to Rs.4,200.

b. Depreciation on machinery shown in the profit and loss account is calculated according to the income-tax provisions.

c. General expenses include payment of Rs. 9,000 to an approved educational institute for the purpose of carrying on scientific research in natural science. The research is, however, unrelated to the business of assessee.

d. During the previous year Mr. S also made a capital expenditure of Rs. 5,000 for the purpose of carrying on a scientific research related to his business. This expenditure is, however, not recorded in the profit and loss account.

e. Outstanding liability in respect of excise duty amounting to Rs. 10,500 was paid on 10-4-2009; Rs.1,000 on 10-5-2009; Rs.2,000 on 30-6-2009; Rs.1,000 on 10-7-2009 and Rs. 3,500 is still outstanding. The return is furnished on 31-7-2009 (last date).

Determine the taxable income of Mr.S for the assessment year 2009-10.

Problem 14: Mr.Sivam, a retail trader gives the following for the year ended 31.3.09:

Trading and Profit and Loss Account for the year ended 31st March, 2009
	
	Rs.
	
	Rs.

	To Opening Stock

“    Purchases

“    Gross profit
	90,000

10,04,000

3,06,000
	By Sales

“    Income from UTI

“    Other business receipts

‘     Closing Stock
	12,11,500

2,400

6,100

1,80,000

	
	14,00,000
	
	14,00,000

	To Salary

“    Rent & rates

“    Interest on loan

“    Depreciation

“    Printing & Stationery

“    Postage & Telegram

“    Loss on sale of shares (Short-

     term)

“   Other general expenses

“    Net Profit
	60,000

36,000

15,000

1,05,000

23,200

1,640

8,100

7,060

50,000
	By Gross Profit b/d
	3,06,000


Additional Information:

a. It was found, some stocks were omitted to be included in both the Opening and Closing Stock; the values of which were: Opening stock - Rs.9,000; Closing stock - Rs. 18,000.

b. Salary include 10,000 paid to his brother, which is unreasonable to the extent of 2,000.

c. The whole amount printing and stationery was paid in cash.

d. The depreciation provided in the profit and loss account Rs. 1,05,000 was based on the following information- The written down value of plant and machinery is Rs.4,20,000. A new plant falling under the same block of depreciation of 15% was bought on 01.07.2008 for Rs.70,000. Two old plant were sold on 01.01.2009 for Rs.50,000

e. Rent and rates includes sales tax liability of Rs.3,400 paid on 07.04.2009.

f. Other business receipts include 2,200 received as refund of sales tax relating to 07-08.

g. Other general expenses include Rs.2,000 paid as donation to a public charitable trust.

Advice Mr. Sivam, whether he can offer his business income u/s 44AF. 

Problem 15: Alpha Ltd. a manufacturing company, which maintains accounts under mercantile system has disclosed a net profit of Rs.12.50 Lakhs for the year ending 31st March, 2009. You are required to compute the taxable income for the A.Y.2009-10 after considering the following information:

1. Advertisement expenditure includes the sum of Rs.60,000 paid in cash to the sister concern of a director, the market value of which is Rs.52,000.

2. Legal charges includes a sum of Rs.45,000 paid to a consultant for framing a scheme of amalgamation duly approved by the Central Government.

3. Repairs of plant and machinery includes Rs.1.80 Lakhs towards replacement of worn out parts of machineries.

4. A sum of Rs.6,000 on account of liability foregone by a creditor has been taken to general reserve. The same was charged to the Revenue Account in the A.Y.2002-2003.

5. Sale proceeds of import entitlements amounting to Rs.1.0 Lakh has been credited to profit & Loss Account which the company claims as capital receipt not chargeable to Income-tax.

6. Company engaged in the biotechnology business, incurred the following expenditure on in house research and development as approved by the prescribed authority:

a. Research equipments purchased Rs.1,50,000.

b. Remuneration paid to scientists Rs.50,000.
The total amount of Rs.2,00,000/- is debited to the Profit & Loss A/c.

Problem 16: RST Ltd. is engaged in the manufacture and sale of drugs and pharmaceuticals. Its net profit for the year ending 31-3-2009 after debit/credit of the following items to the Profit and Loss Account was Rs.28,00,000.

a. Income tax paid on non-monetary perquisites provided to the employees Rs.1,00,000.

b. Legal fees incurred in defending title to factory premises Rs.2,00,000.

c. Expenditure on Scientific Research (not in respect of cost of land or building) on in-house research and development facility approved by the prescribed authority Rs.10,00,000.

d. Interest paid on arrears of Sales tax Rs.1,00,000.

e. Cash payment of Rs.20,000 made on 10.10.2008 to a supplier towards purchase of raw material.

f. Rent received from letting out vacant land Rs. 1,00,000.

g. Arrears of rent received in respect of a house property, which was let out in the earlier years and which was not charged to tax in any earlier year Rs.2,00,000. The said property was sold during the year ending 31.3.2007.

The Company had paid royalty in India to a foreign company amounting to Rs, 3,00,000 on 1.5.2007, which was disallowed by the Assessing Officer for the assessment year 2008-09 since tax was not deducted thereon. The company deducted and paid tax at source on the said amount of royalty on 1.1.2008.

The Company has brought forward loss from property relating to the assessment year 2006-07 amounting to Rs.40,000.

Compute the total income of RST Ltd. for the assessment year 2009-10. 
Problem 17: ABC Ltd. is engaged in the manufacture and sale of textiles. Its net profit for the year ending 31.3.2009 after debit/credit of the following items to the Profit and Loss Account was Rs.75,00,000:

a. Payment to two employees of Rs.2,50,000 each in connection with their voluntary retirement.

b. Fringe benefit tax paid Rs.1,00,000.

c. Charges of Rs.2,00,000 paid for advertisement in Souvenir published by a Political Party registered with the Election Commission of India.

d. Retrenchment compensation paid to employees of one of the units closed down during the year Rs.10,00,000.

e. Capital expenditure incurred for the purpose of promoting Family Planning amongst its employees Rs.3,00,000.

f. Banking Cash transaction tax paid Rs.10,000.

g. Interest paid u/s234B for short payment of advance tax pertaining to the assessment year  2008-09 Rs.1,10,000.

h. Loss incurred in transactions of purchase and sale of shares of various companies Rs.3,00,000.

i. Compensation received from supplier for delay in supply of raw materials Rs.1,00,000. 

j. Dividend received from a foreign company Rs.2,00,000.

The total sales of ABC Ltd. for the year was Rs.30 crores out of which Export sales amounted to Rs.10 crores. Compute the total income of ABC Ltd. for the assessment year 2009-10. 
Problem 18: M/s. HIG, a firm, consisting of three partners namely, H, I and G, carried on the business of purchase and sale of television sets in wholesale and manufacture and sale of pens under a deed of partnership executed on 01.04.2004. H, I and G were partners in their individual capacity. The deed of partnership provided for payment of salary amounting to Rs. 1,25,000 each to H and G, who were the working partners. A new deed of partnership was executed on 01.10.2008 which, apart from providing for payment of salary to the two working partners as mentioned in the deed of partnership executed on 01.04.2004, for the first time provided for payment of simple interest @ 12% per annum on the balances standing to the credit of the Capital accounts of partners from 01.04.2008. The firm was dissolved on 31.03.2009 and the Capital assets of the firm were distributed among the partners on 20.04.2009. The net profit of the firm for the year ending 31.03.2009 after payment of salary to the working partners and debit/credit of the following items to the Profit and Loss Account was Rs.1,50,000:
a. Interest amounting to Rs. 1,00,000 paid to the partners on the balances standing to the credit of their capital accounts from 01.04.2007 to 31.03.2009.

b. Interest amounting to Rs. 50,000 paid to the partners on the balances standing to the credit of their Current accounts from 01.04.2007 to 31.03.2009.

c. Interest amounting to Rs. 20,000 paid to the Hindu undivided family of partner H @ 18% per annum.

d. Payment of Rs. 25,000 towards purchase of television sets made by crossed cheque on 01.11.2008.

e. Rs. 30,000 being the value of gold jewellery received as gift from a manufacturer for achieving sales  target.

f. Depreciation amounting to Rs. 15,000 on motor car bought and used exclusively for business purposes, but not registered in the name of the firm.

g. Depreciation under section 32(1)(ii) amounting to Rs. 37,500 of new machinery bought and installed for manufacture of pens on 01.11.2008 at a cost of Rs. 5,00,000. There was no increase in the installed capacity as a result of the installation of the new machinery.

h. Interest amounting to Rs. 25,000 received from bank on fixed deposits made out of surplus funds.

The firm furnishes the following information relating to it:

a. Closing stock-in-trade was valued at Rs. 60,000 as per the method of lower of cost or market rate consistently followed by it. The market value of the closing-in-trade was Rs. 65,000.

b. Brought forward business loss relating to the A.Y. 2008-09 was Rs. 50,000.

c. The fair market value of the Capital assets as on 31.3.2009 was Rs. 20,00,000 and the cost of their acquisition was Rs. 15,00,000.

Compute the total income of M/s. HIG for the assessment year 2009-10.
GENERAL DISCUSSION

1. “Certain deductions are allowed only on actual payment”. Discuss. Ans.: Sec.43B.

2. What are the exceptions to the rule that income from business can be assessed only if the business is carried on during the previous year? Ans.: Sec.41 + Sec. 176(3A) & Sec.176 (4). 
3. What are the receipts to be excluded for computing ‘actual cost’ under the Income-tax Act, 1961? Ans.: Explanations 9 & 10 to Sec.43(1).
4. A person engaged in the business of retail trade seeks your advice as to what concessions are available to him in the matter of levy of Income-tax. Please explain the concessions available to such a person. Ans.: Sec.44AF.
CASE STUDIES

X ltd. purchased a property on 31st March 2009.  But the same property is registered on the name of the Assessee on 30th Sep. 2009. The other facts of the case: 

a. Assessee paid the consideration. The contract was in writing.

b. Assessee has taken possession of the property and allotted the same to the staff as quarters. There is an intention between the both parties to complete the contract.

Discuss the allowability of the depreciation for the previous year 2008 - 09.

Ans.: Registration is not compulsory to name a transferee as owner.  For the completion of transfer it is sufficient that conditions mentioned U/s. 53A of transfer of property act are satisfied. As in this case, all of those conditions are prima-facie satisfied the transfer is completed and X ltd. can be treated as owner even though the registration is not completed for the previous year 2008-2009. Moreover, usage of the asset need not be by the assessee, it is sufficient if the asset is used for the purpose of business. Therefore, depreciation is allowable even though the buildings are not used by the assessee.

@@@

The assessee Co. that derives its income from the manufacture of cycles constructed a temple at a cost of 3 lakhs for the benefit of employees inside the factory premises. Can the assessee claim depreciation U/s. 32 on the temple building?

Ans.: For the purpose of claiming dep., in respect of any asset, it should be used in the business or profession. There is no condition that it should assist in earning income for business or profession. Just as a recreation room, it qualifies for depreciation (CIT Vs. Atlas Cycles Ltd).

@@@

“Dharmada” is customary levy by traders for charitable purposes and the amounts received under these heads are not trading receipts. The fact that the amounts collected under these heads are spent for other purposes, though amounts to breach of trust, would not effect the initial nature and the character of the receipt – CIT Vs.Chanoo lal Damodar Dass [1978]
@@@
One patient who was treated in 1995 by a surgeon was completely cured of his ailment and a sum of Rs. 20,000 was paid as professional charges. Later in 2007-08 the patient executed a deed of settlement by which he gifted an area of 33.38 acres of land indicating therein that the gift was made in order to show his feeling of gratitude to the doctor who had shown him kindness. The Assessing Officer included a sum of Rs. 1,00,000 being the value of the land gifted as income arising to the assessee out of his profession.

Ans.: Assessing Officer’s action is not justified since there is no nexus between the professional service rendered and the land received in settlement. Land is settled in appreciation of and in gratitude for the kindness shown by the doctor. Therefore, the land received has to be treated as gift and the value cannot be treated as income. CIT Vs.Dr.B.M.Sundaravadanam (1984). Sec.56 charging gifts to tax do not cover gifts in kind. 

@@@
The assessee carried on a vocation of practicing against atheism and is engaged in a movement for the spread of religion.  In the course of such vocation and for the purpose of the same he received donations from his friends in USA who believed in the cause which he sponsored. The said receipts are   sought to be taxed as business income.

Ans.: Taxable u/s 28 since the nexus between the vocation carried on by the assessee and the receipts are clearly established. Dr.K.George Thomas Vs. CIT (1985).                                             

@@@

Commissioner of Income Tax Vs. Hoogly Mills Co Ltd [2006]: The assessee entered into an agreement for the purchase of an undertaking and by the same agreement had also taken over the accrued and future liability of Rs 3.5 Crores of the  vendor for the gratuity to its employees. Supreme Court held that:

a. The sum of Rs 3.5 crores was capital expenditure as it was incurred for acquiring an asset of an enduring nature.
b. That no depreciation was allowable in respect of gratuity liability even if it was regarded as capital expenditure. Gratuity liability was neither building, machinery, plant, furniture nor an intangible asset of the kind mentioned in Sec.32(1)(ii). Even the deeming meaning given to “plant” in Sec.43(3) did not include gratuity liability. 

@@@

Where a premises is taken on lease by the assessee for expansion of business but the premises is not actually used and there is no evidence that the lease agreement is bogus or the premises has been used for other purposes, the rent paid is deductible- Vijay International Vs. CIT [2002].
@@@

Where, however, the assessee has taken a building on rent but building is not even ready to be put to use for the business of the assessee as it is under renovation, deduction of rent paid is not permissible u/s 30 - Jainsons SS Vs.CIT (2001).
@@@

In Shree Digvijay Cement Co.Ltd.v. CIT [1982] 138 ITR 45 (Guj.) the seller had to pay compensation to the purchaser for delay in delivery of the machinery but the Court held that such compensation received by the purchaser could not go to reduce the cost of machinery as it had nothing to do with the cost of machinery
@@@

Trading losses of revenue nature incurred in carrying out the business deductible, if they are incidental to the operation of business. Few instances: 

Loss of stock-in-trade due to destruction by fire-Motamal Jethumal Vs. CIT [1947].

Loss of stock-in-trade due to theft-Hopkin & Williams (Travancore) Ltd. Vs. CIT [1967].
Loss of cash, retained for business purposes, incurred due to theft after business hours -  Chhotulal Ajitsingh Vs. CIT[1973].
Loss on account of embezzlement by an employee- Badridas Daga Vs. CIT[ 1958]. 

Loss of precious stones or watches of a dealer while bringing them from business premises to his house - CIT Vs. K.T.M.S. Mahmood [1969]. 

Loss incurred on account of insolvency of banker with which current account is maintained by the asseessee -ClT Vs. Hajee Abdul Gani Ayoob [1941]. 
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* Excluding the weightage in “Total Income” problems. This chapter is also relevant for total income problems.
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Sec.43B
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Sec.44AF�
Charging Section


Depreciation


Expenditure on scientific research


Amortisation of preliminary expenditure.


Other deductions


Residuary section


Disallowances in case of all assesse’s


Assessment of partnership firm


Cash payments > 20,000


Deemed profits


Deduction based on actual payments


Maintenance of books


Tax audit


Assesse’s engaged in construction business


Assesse’s engaged in goods transportation business
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