Assessment of Partnership Firm
Tax Rates for Firm 30% + Surcharge (if TI>1crore) + EC@3%.

Section-184 – A Partnership assessed as Firm if: - 
(1) Partnership is evidenced by partnership deed.

(2) Individual share of partnership is specified in the deed.
(3) Partnership Deed shall be accompanied with first return and after that only if there is any change in the constitution.

Notes
If conditions of 184 not fulfilled, No salary, etc. paid to partners allowed u/s 40(b). Same shall not be treated as income in hands of partners. It will be assessed as firm only (and not as an AOP).

Section-185 – Assessment when Section-184 not complied with
If a Firm violates Section-184, then the Interest, Salary, Bonus, Commission, Remuneration paid to the Partners will be disallowed to the Firm. And the same will not be taxable in the hands of Partners.
Section-187 – Change in Constitution of Firm
Where at the time of making an assessment u/s-143/144 it is found that a change has occurred in the constitution of a firm, the assessment shall be made on the firm as constituted at the time of making the assessment.
Note: Section-187 shall not apply where the firm is dissolved on the death of any of its partners.
Section-188 – Succession
Separate assessment for Predecessor and Successor Firms.
Section-188A – Joint and several liability of partners for tax payable by firm.
(Even if a person was partner only for 1 month, tax etc. of whole P.Y. can be reovered from him)
Section-189 – Firm Dissolved or Business Discontinued
(1) AO shall make assessment as if no discontinuance or dissolution had taken place.
(2) Every person who was Partner at the time of such continuance shall be jointly and severally liable.
(3) Where such dissolution takes place after the commencement of any proceedings under the Act, the proceedings may be continued from the stage at which the proceedings stood at the time of dissolution.

Q. Whether AO can attach the Bank A/c of partners against demand of dissolved firm?

Ans. The AO does not have any right to attach the Bank A/c of partners as it is beyond his jurisdiction and only a Tax Recovery Officer can do so.
Section-40(b) – Salary and Interest to Partners is allowed but only to the extent given below and on Fulfilment of following conditions:-
(1) Interest – Interest on Fixed/Current Capital A/c and Loan A/c shall be allowed as deduction provided that the Partnership Deed specifically provides for payment of interest of the same.
· Interest = 12% p.a. (simple interest)
· No retrospective provision of interest in Partnership Deed Possible.
· Interest may be paid to all partners. Rate of int. to be specified in Deed.
· Novel Distributing Enterprises: Interest was disallowed on Current A/c because it was not authorised in the Partnership Deed.
(2) Salary, Bonus, Commission or Remuneration
Allowed only if paid to a Working Partner (Individual) (Full/Part time), (Thus, disallowed for non-working partner)
· Deed should specify (i) Amount of Remuneration, or (ii) Manner of quantifying such remuneration.
· No retrospective effect in deed.
· Remuneration should not exceed the following limits: - 

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 means: - 

Net Profit as per P&L A/c (As per Section-28 to 44D)



           
XXX

Add: Remuneration (If deducted while computing Net Profit)

           (XXX)
                                           Book Profit




XXX
· Thus, C.Y. and B/F Depreciation is to be deducted (Section-32).
· B/F Loss / Chapter-VIA deductions will not be deducted. (Section-72).

· Remuneration to be added back (only if debited to P&L A/c.)

· Interest Paid to Partners to the extent it is deductible shall not be added back.
Change in the constitution of Firm
· 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.
Expl.1 to Section-40(b): 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., If HUF is a member in a Firm through its Karta, then Salary Paid to:

· HUF,

· Karta in representative capacity,

· Karta in his Individual capacity

Shall be Disallowed.

Expl.1 to Section-40(b): 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.
Example
Mr. X is a Partner in a Firm his individual capacity. He is also the Karta of a HUF. The firm pays interest Rs.10,000 to Mr. X on the loan given by HUF and Rs.15,000 to Mr. X on his Capital in the Firm.
Ans. In this case, Section-40(b) will not be applicable to the interest of Rs.10,000. The said interest is deductible u/s36. subject to the provisions of Section-40A(2). The interest payment of Rs.15,000 will however be subjected to the provisions of Section-40(b).

Q. Whether Remuneration paid to the Partners within limits of Section-40(b) can be disallowed u/s-40A(2)?
Ans. Partner is a specified person referred to in Section-40A(2). Therefore, AO can disallow remuneration. (Finance Minister assured that Section-40A(2) will not be invoked for Small Firms. If it is disallowed u/s-40A(2), the same will still be taxable in hands of partners.
CHARGEABILITY OF INCOME IN THE HANDS OF PARTNERS:

(1) Share of profits in the hands of the partner shall be fully exempt under Sec.10(2A).
(2) 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.
(3) 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.
(4) In a 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.
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.: Section-40(b) is applicable only for remuneration/interest. Rent paid to a partner is not covered.
Section-78 – In case of Retirement/Death of a Partner, the Firm shall not carry forward the share of retired/deceased partner in the Accumulated Loss of the Firm.
Example:
PGBP (before following items)




8,00,000
B/F Losses of A.Y. 2005-06





3,00,000
B/F Depreciation of A.Y. 2005-06




1,00,000
There were four partners A,B,C and D sharing profits equally. On 30.6.2008, A retired from the firm. Compute the Total Income of the Firm.
Sol.) By virtue of Section-78(1), the firm shall not carry forward and set-off the following loss: - 
Share of Retired Partner in B/F Loss (3,00,000 × 25%)

= Rs.75,000
Less: Share in Current Profits (8,00,000 × 3/12 × 25%)

= Rs.50,000









   Rs.25,000
Therefore, Rs.25,000 shall not be carry forwarded by the firm.
C.Y. PGBP







  8,00,000

Less: B/F Losses (3,00,000 – 25,000)



  2,75,000

Less: B/F Depreciation





  1,00,000
 4,25,000
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