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This Study Note includes

e Different Aspects Of Direct Tax Planning

INTRODUCTION

The provisions of the Income-Tax are contained in the Income-Tax Act, 1961 (the Act), which
extends to whole of India and is operative from the 1%t day of April, 1962(the Rules). The Act
provides for determination of taxable income, tax liability, procedures for assessment, appeals,
penalties, interest levies, the tax payment schedules and its determination, refunds and pros-
ecutions.

Depending upon Government polices certain income is exempted from tax, for example SEZ
(Special Economic Zone) units income, Agriculture income, etc. and deduction are also pro-
vided on fulfillment of prescribed criteria. Provisions relating to such exemptions and deduc-
tion are also contained in the Act.

Corporate form of business is much in vogue. Therefore, certain taxes specific to companies
like Tax on Book profit (115JB), tax on Dividend Distributed (1150), are levied.

At times in Cross border transactions income earned get exposed to tax in India as well as in
some other countries. Provisions for upholding relief from double taxation are also made in the
Income Tax Act.

In respect of certain perquisites given to the employees as a group, it becomes difficult to iden-
tify income flowing from such benefits with an employee and to overcome this limitation Fringe
Benefit tax (FBT) is charged on employers. The law of FBT is also contained in the Act.

The Act also lays down the powers duties of various income-tax authorities. Being revenue
legislation, the act is amended once a year through union budgets and the finance bill is nor-
mally presented to the Parliament for approval around February. The Act has empowered the
Central Board of Direct Taxes (CBDT) to frame the rules and these rules are implemented after
necessary Gazette notifications. The CBDT also issues circulars and clarifications from time to
time for implementation by the income-tax authorities by virtue of section 119, which gives
such rule making powers to the CBDT. It is impracticable for the Act to provide exhaustively
for everything relating to limits, conditions, procedures, forms and various other aspects. There-
fore this power has been delegated to CBDT and thus periodical changes and modification by
an executive authority is facilitated. The power to frame rules is vested with the Board u/s 295
of the Act and the word ‘prescribed’ used in section 2(33) means what is prescribed by rules
made under the Act.

The Income-Tax Act gives definitions of the various terms expressions used in the Act. Unless
the context otherwise requires, these definition should be applied. The words ‘means’ ‘includes’
and ‘means and includes’ are used in these definitions and the significance of these terms
needs to be understood. When a definition uses the word ‘means’ the definition is self-explana-
tory, restrictive and in a sense exhaustive. It implies that the term or expression so defined
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means only as to what is defines as and nothing else. For example, the terms ‘agricultural
income’ ‘assessment year’ ‘capital asset’, are exhaustively defined. When the legislature wants
to widen the scope of a term or expression and where an exhaustive definition cannot be pro-
vided, it uses the word ‘includes’ in the definition. Generally an inclusive definition provides
an illustrative meaning and the definition could include what is not specifically mentioned in
the definition so long as the stipulated criteria are satisfied. To illustrate refer to the definitions
of ‘income’, ‘person’, ‘transfer’ in the Act. When the legislature intends to define a term or
expression to mean something and also intends to specify certain items to be included, other
the words * means’ as well as * includes’ are used. Such definition is not only exhaustive but
also illustrative in specifying what is intended to be included. Sometimes specific items are
included in an exhaustive definition in order to avoid ambiguity and to provide clarity. Please
refer to definitions of ‘assessee’, ‘Indian company’,’recognised provident fund’, under the Act.

Further any decision given by the Supreme Court also becomes a law on the subject and will be
binding on all the courts, tribunals, income-tax authorities as well as the taxpayers. In case of
apparent contradictions in the Supreme Court rulings, the following rules may have to be
followed:-

1. The decision of the larger bench would prevail.
2. The principle of the later decision shall prevail, where the decisions are by equal num-
ber if judges.
Decisions given by High Courts are binding on all taxpayers and It authorities, which fall
under its jurisdiction till it is overruled by higher authority.

RATES OF TAX
1. Tax Rates for Individuals/HUF/AOP/BOI :

Tax Rates for Individuals/HUF/AOP/BOI :
For A.Y. 2007-08
Income Rate (%)
Up to 100000* NIL
100001 to 150000 10
150001 to 250000 20
Above 250000 30

* Threshold limit for resident women assessees below 65 years of age and resident individuals
of 65 years and above to be increased to Rs. 1,35,000/- and Rs. 1,85,000/- respectively.

Surcharge @ 10% applicable if total income exceeds Rs. 10,00,000/-.

Marginal relief would be provided to ensure that the additional income tax payable including
surcharge, on the excess of income over Rs. 10,00,000/- is limited to the amount by which the
income is more than Rs. 10,00,000/-.

Education Cess @ 2% leviable on tax plus surcharge.
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For A.Y. 2008-09
For A.Y. 2008-09

Income Rate (%)
Up to 110000* NIL
110001 to 150000 10
150001 to 250000 20
Above 250000 30

* Threshold limit for resident women assessees below 65 years of age and resident individuals
of 65 years and above to be increased to Rs. 1,45,000/- and Rs. 1,95,000/- respectively.

Surcharge @ 10% applicable if total income exceeds Rs. 10,00,000/-.

Marginal relief would be provided to ensure that the additional income tax payable including
surcharge, on the excess of income over Rs. 10,00,000/- is limited to the amount by which the
income is more than Rs. 10,00,000/-.

Education Cess @ 2% and Secondary and Higher education cess @ 1% leviable on tax plus
surcharge.

2. Tax Rates for Firms :

Asst.Year Tax [Surcharge | Education Cess/Secondary Total
% % and Higher %
Education cess %
2007-08 30 10 2 33.66
2008-09 30 10* 3 33.99
3. Tax Rates for Domestic Companies :
Assessment Tax [Surcharge Education Total
Year % % Cess/Secondary and %
Higher Education cess
%
2007-08 30 10 2 33.66
2008-09 30 10* 3 33.99

* No surcharge will be levied on companies having total income of not more than Rs. 1 crore.
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4, Dividend Distribution Tax :

Asst.Year Tax |Surcharge Education Total
% % Cess/Secondary and %
Higher Education cess

%

2007-08 12.5 10 2 14.025
2008-09 15 10 3 16.995
5. Income Distribution Tax for Mutual Fund :
A.Y.2007-08 A.Y.2008-09
Rate If Distributed |If Distributed to| If Distributed | If Distributed to any
to Individual/ |any other person| to Individual/ other person
HUF HUF

Tax % 12.5 20 12.5 20
Surcharge % 10 10 10 10
Edn.Cess % 2 2 3 3
Total % 14.025 22.44 14.1625 22.66

Note: From A.Y. 2008-09 income distributed by a money market mutual fund or liquid fund
will be taxed @25% plus surcharge and education/Higher secondary cess.

6. Co-operative society :

Income Rate % Education Total %

Cess/Secondary and

Higher Education

cess %
Up to 10000 10 3 10.3
10001 to 20000 20 3 20.6
20001 and above 30 3 30.9

7. Special Rates :
1. Long Term Capital Gains
a. On Equity shares and units

Long term capital gain arising on transfer of equity shares in a recognized stock exchange in
India or units of an equity oriented Mutual Fund (if 65% of total proceeds of the fund are
invested in equity shares), and on which Securities Transaction tax is chargeable.

For All Assesses Nil — Exempt under section
10(38)
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b. On other assets and equity shares, units except falling in (a) above

Income Tax on Long Term Capital Gains
Resident Individual or HUF 20%
Domestic Companies 20%
Non-residents 20%
NRIs (for gains u/s 115E) 10%
Any other case 20%

Notes:

If tax payable in case of Long Term Capital Assets, being listed securities or units or zero coupon
bond, exceeds 10% of Capital gains before indexation, then such excess may be ignored.

Surcharge at the rates applicable to the assessee. Education cess @2% and Secondary and Higher
education cess @ 1% (from A.Y. 2008-09) applicable on tax inclusive of surcharge.

In case of resident individual and HUF, where tax liability arises only because of the inclusion
of long term capital gains tax to be levied at 20% or 10% as the case may be, on the excess over
the minimum exemption limit.

In case of resident individual and HUF, relief from LTCG is available in respect of the amount
by which the Taxable Income other than LTCG falls short of Basic Exemption Limit.

No deduction under Chapter VI-A (80C to 80U)

2. Short Term Capital Gains
a. On Equity shares and units

Short term capital gain arising on transfer of equity shares on recognized stock exchange in
India or units of an equity oriented Mutual Fund (if 65% of total proceeds of the fund are
invested in equity shares), and on which Securities Transaction Tax is chargeable

For All Assessees 10% plus surcharge, if applicable
plus Education Cess &
Secondary and Higher education
cess.

Notes:

1. No Deduction under Chapter VI-A (80C to 80U)

2. Incaseresidentindividual and HUF, relief from STCG available in respect of the amount
by which the taxable income other than STCG, falls short of Basic Exemption Limit

b. On Short Term Capital Gain Other than in (a) above
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8. Advance Tax

Advance Tax Obligation (If tax payable exceeds Rs. 5,000)

Due Date of Installment payable on or before

Amount Payable as a % of Tax

For Companies* | For Other Assessees
15th June 15% —
15th September 45% 30%
15th December 75% 60%
15th March Balance Balance

Advance Tax Obligation (In respect of Fringe Benefit Tax payable)

Due Date of Installment payable on or before

Amt. Payable as a % of Tax

For Companies* | For Other Assessees
15th June 15% -
15th September 45% 30%
15th December 75% 60%
15th March Balance Balance

MARGINAL RELIEF

In case of such individuals / HUFs / AOPs / BOIls having a total income exceeding
Rs.10,00,000, the additional amount of income-tax payable (together with surcharge) on
the excess of income over Rs.10,00,000 should not be more than the amount of income
exceeding Rs.10,00,000. This is called ‘marginal relief’.
Illustration : Suppose Mr. X has total income of Rs.10 lakhs.

Tax on this income = Rs.0 + 10% of Rs.50,000 + 20% of Rs.1,00,000 + 30% of

Rs.7,50,000 = Rs.2,50,000.

Surcharge is not attracted on this tax since the total income does not exceed Rs.10 lakhs.

However, if his total income is Rs.10,30,000, then

Tax on this income = Rs.0 + 10% of Rs.50,000 + 20% of Rs.100,000 + 30% of Rs.780,000

= Rs.2,59,000.
Add: Surcharge = Rs 25,900 [ 10% of Rs.2,59,000 ]
Rs 2,84,900

On comparing the two situations, it is seen that for Rs.30,000 [i.e. Rs.10,30,000 —
Rs.10,00,000] increase in the total income, the tax liability including surcharge has
increased by Rs.34,900 [ i.e. Rs.2,84,900 — Rs.2,50,000 ].

Marginal relief = Rs.34,900 — Rs.30,000 = Rs.4,900
Tax payable = Rs.2,50,000 + Rs.30,000 = Rs.2,80,000
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Certain Important Concepts

Understanding of basic concepts is necessary for tax planning. Important concepts are as
under:

1.“person” includes—

(i)
(i)
(iii)
(iv)
(v)

(Vi)
(vii)

An individual,

A Hindu undivided family,
A company,

A firm,

An association of persons or a body of individuals, whether incorporated or
not,

A local authority, and
Every artificial juridical person, not falling within any of the preceding sub-clauses

Assessment Year

“Assessment year” means the period of twelve months commencing on the 1st day of
April every year

Previous Year

For the purposes of this Act, “previous year” means the financial year immediately pre-

ceding the assessment year:

Provided that, in the case of a business or profession newly set up, or a source of income
newly coming into existence, in the said financial year, the previous year shall be the pe-
riod beginning with the date of setting up of the business or profession or, as the case may
be, the date on which the source of income newly comes into existence and ending with

the said financial year.

Income

“Income” includes—

346

(1
(i)
(iia)

Profits and gains;
Dividend;

Voluntary contributions received by a trust created wholly or partly for chari-
table or religious purposes or by an institution established wholly or partly for
such purposes [or by an association or institution referred to in clause (21) or
clause (23), or by a fund or trust or institution referred to in sub-clause (iv) or
sub-clause (v) [or by any university or other educational institution referred to in sub-
clause (iiiad) or sub-clause (vi) or by any hospital or other institution referred to in sub-
clause (iiiae) or sub-clause (via)] of clause (23C) of section 10].
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(iii)

(iiia)

(iiiib)

(iv)

(iva)

(ivb)

(v)

(va)

(vb)

(ve)

(vd)

The value of any perquisite or profit in lieu of salary taxable under clauses (2)
and (3) of section 17 ;

Any special allowance or benefit, other than perquisite included under sub-
clause Specifically granted to the assessee to meet expenses wholly, necessarily
and exclusively for the performance of the duties of an office or employment of
profit;

Any allowance granted to the assessee either to meet his personal expenses at
the place where the duties of his office or employment of profit are ordinarily
performed by him or at a place where he ordinarily resides or to compensate him
for the increased cost of living;

The value of any benefit or perquisite, whether convertible into money or not,
obtained from a company either by a director or by a person who has a substan-
tial interest in the company, or by a relative of the director or such person, and
any sum paid by any such company in respect of any obligation which, but for
such payment, would have been payable by the director or other person afore-
said;

The value of any benefit or perquisite, whether convertible into money or not,
obtained by any representative assessee mentioned in clause

of sub-section (1) of section 160 or by any person on whose behalf or for whose
benefitany income is receivable by the representative assessee (such person being
hereafter in this sub-clause referred to as the “beneficiary”) and any sum paid by
the representative assessee in respect of any obligation which, but for such
payment, would have been payable by the beneficiary.

Any sum chargeable to income-tax under clauses (ii) and (iii) of section 28 e.qg.
any compensation or income of a trade association from specific services or section
41 or section 59 e.g.; ”profits and gains of business or profession.

Any sum chargeable to income-tax under clause (iiia) of section 28 ; i.e.; profit on
sale of License under Import and Export (Control) Act, 1947

Any sum chargeable to income-tax under clause (iiib) of section 28 ; i.e.; cash
received or receivable by any person against Export

Any sum chargeable to income-tax under clause (iiic) of section 28 ; i.e. any duty
re-paid or repayable against export

the value of any benefit or perquisite taxable under clause (iv) of section 28 i.e.
any benefit or perquisite, whether convertible into money or not
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(ve) anysum chargeable to income-tax under clause (v) of section 28 ; e.g. any interest,
salary, bonus, commission or remuneration received by partner

(vi) any capital gains chargeable under section 45 i.e.; profits or gains from transfer
of capital assets.

(vii) the profits and gains of any business of insurance carried on by a mutual insur-
ance company or by a co-operative society, computed in accordance with section
44 or any surplus taken to be such profits and gains by virtue of provisions con-
tained in the First Schedule ;

(viia) the profits and gains of any business of banking (including providing credit facilities)
carried on by a co-operative society with its members;

(ix) anywinnings from lotteries, crossword puzzles, races including horse races, card
games and other games of any sort or from gambling or betting of any form or
nature whatsoever.

x) any sum received by the assessee from his employees as contributions to any
provident fund or superannuation fund or any fund set up under the provisions
of the Employees’ State Insurance Act, 1948 (34 of 1948), or any other fund for the
welfare of such employees ;

(xi)  anysum received under a Keyman insurance policy including the sum allocated
by way of bonus on such policy.

(xii) anysum referred to in [clause (va)] of section 28; e.g.; any sum received or receiv-
able for not carrying out any business

activity or not sharing any patent, copyrights, trade-mark, licence, fran-
chise or carry on any similar business.

(xiii) any sum referred to in clause (v) or (vi) of sub-section (2) of section 56 i.e. gift of
money

Definition of ‘income’ is inclusive i.e. whatever is stated in the definition is income and in
addition, what is normally considered as income is also income for the purpose of taxation.

Charge of income-tax [section 4]

The income-tax takes special cognizance of the following

1.

The period of stay in the case of an individual and the control and management of affairs
in the case of entity other than individual.

The income-tax liability under the Indian tax laws is computed not only based upon in-
come actually received but also those incomes that are constructively received. As a corol-
lary to the above, income once taxed on accrual basis, will not be taxed again on receipt.
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3.  The income-tax liability under the Indian tax laws is worked out based on the rates of
income-tax announced in each year’s Finance Act.

4. The income-tax liability is not related to the accounting treatment given to the income in
the Balance sheet of the assessee. To illustrate, if an income is included in the Balance
Sheet prepared in India it is not necessary to tax it in the same year as a constructive
income.

5. The income-tax is collected where tax is payable, either by way of deduction at the time of
payment or as advance tax in periodic installments.

6. The Act recognizes the distinction between earning of income and its apportionment and
the demarcation between a capital receipt and a revenue receipt.

7.  The word ‘income’ has not been exhaustively defined by the Indian tax Laws and what is
included under the definition clause is only illustrative and not exhaustive.

8. If a person is resident in a previous year in respect of any source of income, he shall be
deemed to be resident in respect of each of his other sources of income.

9. Indian income-tax laws are applicable irrespective of the citizenship.

Scheme of Taxation

Every person, whose total income of the previous year exceeds the maximum amount, which is
not chargeable to income tax, is an assessee and chargeable to income tax at the rate(s) pre-
scribed in the Finance Act for the assessment year. However, his total income shall be deter-
mined on the basis of his residential status in India.

RESIDENTIAL STATUS

In determining the total income, it becomes important to decide on the residential status of the
taxpayer, as the total income is different according to the residential status. The incidence of
tax shall also vary according to the residential status

For all purposes of income-tax, taxpayers are classified into three broad categories on the basis
of their residential status. Viz

(1) Resident and ordinarily resident
(2) Resident but not ordinarily resident
(3) Non-resident

The residential status of an assessee must be ascertained with reference to each previous year.
A person who is resident and ordinarily resident in one year may become non-resident or
resident but not ordinarily resident in another year or vice versa. The provisions for determin-
ing the residential status of assessees are:

INDIRECT AND DIRECT TAX MANAGMENT 349



DIFFERENT ASPECTS OF DIRECT TAX PLANNING

(1) Residential status of Individuals:

a) Resident : Under section 6(1), an individual is said to be resident in India in any previous
year, if he satisfies any one of the following conditions:

(i) He has been in India during the previous year for a total period of 182 days or more,
OR

(ii) He has been in India during the 4 years immediately preceding the previous year for a total
period of 365 days or more and has been in India for at least 60 days in the previous year.

If the individual satisfies any one of the conditions mentioned above, he is a resident. If both
the above conditions are not satisfied, the individual is a non-resident.

Note:

(@) The term “stay in India” includes stay in the territorial waters of India (i.e. 12 nautical
miles into the sea from the Indian coastline). Even the stay in a ship or boat moored in the
territorial waters of India would be sufficient to make the individual resident in India.

(b) It is not necessary that the period of stay must be continuous or active nor is it essential
that the stay should be at the usual place of residence, business or employment of the
individual.

(c) Forthe purpose of counting the number of days stayed in India, both the date of departure
as well as the date of arrival are considered to be in India.

(d) The residence of an individual for income-tax purpose has nothing to do with citizenship,
place of birth or domicile. An individual can, therefore, be resident in more countries than
one even though he can have only one domicile.

Exceptions:

The following categories of individuals will be treated as residents only if the period of their
stay during the relevant previous year amounts to al least 182 days. In other words even if such
persons were in India for 365 days during the 4 preceding years and 60 days in the relevant
previous year, they will not be treated as resident.

(1) Indian citizens, who leave India in any previous year as a member of the crew of an
Indian ship or for purposes of employment outside India, or

(2) Indian citizen or person of Indian origin* engaged outside India in an employment or a
business or profession or in any other vocation, who comes on a visit to India in any
previous year

A person is said to be of Indian origin if he or either of his parents or either of his grandparents
were born in undivided India.
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b) Not-ordinarily resident : Only individuals and HUF can be resident but not ordinarily
resident in India. All other classes of assessees can be either a resident or non-resident. A
not-ordinarily resident person is one who satisfies any one of the conditions specified
under section 6(6).

() If such individual has been non-resident in India in any 9 out of the 10 previous years
preceding the relevant previous year,

OR

(i) If such individual has during the 7 previous years proceeding the relevant previous
year been in India for a period of 729 days or less.

¢) Anindividual is classified as non-resident if:
1) He has not stayed in India for more than 181 days in the previous year.

2) He has not stayed in India for more than 59 days during the previous year and has stayed
for less than 365 days during the four previous years preceding the previous year.

3) He has not been resident in India in nine out of the 10 previous years proceeding the
previous year.

4) He has stayed for less than 730 days during the 7 previous years proceeding the previous
year.

RESIDENTIAL STATUS OF HINDU UNDIVIDED FAMILY - [Sec. 6(2)]

A Hindu undivided family (HUF) is resident in India if control and management of its affairs
is, wholly or partly, situated in India. A HUF is non-resident in India if control and manage-
ment of its affairs is wholly situated outside India.

A resident HUF is ordinarily resident in India if karta or manager of the family satisfies the
following two additional conditions-

() he has been resident in India in at least 9 out of 10 previous years (according to basic
conditions mentioned in case of individuals) preceding the relevant previous year; and

(i) he has been present in India for a period of 730 days or more during 7 years preceding the
previous year.

The HUF will be resident but not ordinarily resident in India if the karta or the manager of the
family of a resident HUF does not satisfy the above two additional conditions.

RESIDENTIAL STATUS OF A COMPANY- [Sec. 6(3)]

An Indian company is always resident in India. A foreign company is resident in India only if,
during the previous year, control and management of its affairs is situated wholly in India.
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A foreign company is treated as non-resident if, either wholly or partly situated out of India.
“Control and management” refers to “hand and brain” which directs affairs of the policy, fi-
nance, disposal of profits and other vital things concerning the management of the company.

RESIDENTIAL STATUS OF FIRM AND ASSOCIATION OF PERSONS -
[Sec. 6(4)]

A partnership firm or an association of persons is said to be resident in India if control and
management of their affairs are wholly or partly situated within India during the relevant
previous year. If control and management is situated wholly outside India, such firm or asso-
ciation of persons will be treated as non-resident in India. In case of a firm the control and
management is vested in partner whereas in case of association of persons it is vested in the
principal officer. Usually control and management is situated at a place where the hand, the
seat and the directing powers are situated.

RESIDENTIAL STATUS OF “EVERY OTHER PERSON" - [Sec. 6(4)]

Every other person is resident in India if control and management of his affairs is wholly or
partly situated within India during the relevant previous year. Every other person will be non-
resident in India if control and management of its affairs is wholly situated outside India.

STATUS AND INCIDENCE OF INCOME-TAX

The incidence of tax on a tax-payer depends on his residential status as well as on the place and
time of accrual or receipt of income. A suitable table is given below :
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Particulars of income Tax incidence in case of —

Resident Resident Non-
but not resident
ordinarily
resident

a. Income received in India whether accrued in Yes Yes Yes
India or outside India

b. Income deemed to be received in India whether Yes Yes Yes
accrued in India or outside India.

c. Income accruing or arising in India whether Yes Yes Yes
received in India or outside India.

d. Income deemed to accrue or arise in India, Yes Yes Yes
whether received in India or outside India.

e. Income received and accrued outside India from a Yes Yes No
business controlled in profession set up in India

f.  Income received and accrued outside India from Yes No No
a business controlled from outside India
or profession set up outside India.

g. Income earned and received outside India No No No
but later on remitted to India.
Total atof atoe atod

Important Paragraphs

The previous year in the following cases shall be as spelt out against each category of income or
the assessee as given hereunder:

Category of Income:

(@)
(b)
(©)

(d)
()
(f)

Unexplained cash credits — the year of credit (section 68).

Unexplained investments — the year of investment (section 69).

Unexplained money, etc — the year in which the assessee was found to be the owner

(section 69A).

Understated investment — the year in which such understatement was found (section 69B).

Unexplained expenditure — the year which such expenditure was incurred (section 69C).

Amount borrowed or repaid other than through an account payee cheque — the year of
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borrowal or repayment, whichever is earlier. The amount repaid shall include the amount
of interest paid on the amount borrowed. In case the person is assessed to tax on the
amount borrowed, he shall be liable to be assessed again in respect of repayment.

Category of assesses:

(@)

(b)
(©

(d)

()

Non-resident shipping business — will be charged to tax in the year in which the ship is
allowed to leave the Indian port (section 172).

Person leaving India — In the year of departure (section 174).

Association of persons or Body of individuals or artificial judicial person formed for asses-
see particular event or purpose — in the year in which dissolution takes place (section
174A).

Person trying to alienate his assets with a view to avoid tax — the period commencing from
the expiry of the previous till the date when the Assessing Officer commences proceed-
ings (section 175).

Discontinued business — the period commencing from the expiry of the previous year till
the date of discontinuance (section 176).

‘Average rate of tax’ is defined to mean the rate arrived at by dividing the amount of tax calcu-
lated on the total income by such total income. This definition becomes relevant in view of
rebate u/s 110 in the assessment of member of an AOP.

‘Maximum marginal rate’ is defined to mean the rate of income-tax (including surcharge on
tax, if any) applicable in relation to the highest slab of income in case of an individual, AOP or
BOP as the case may be as prescribed in the Finance Act of the relevant year. This would mean
that there will not be any exemption limit or slab rate in such cases.

‘Gross total income’ means total income computed in accordance with the provisions of the
Income-tax Act before making any deductions under chapter VI-A and total income means the
total income referred to in section 5; computed in the manner laid down in the Income-tax Act.
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Scope of total income.

Section 5 of the Act scope of income, for the purpose of taxation, depends upon location where
the income arises, accrues or is received and his residential status. The scope is as under:

Location Resident Non-Resident
and Ordinarily But not
Resident Ordinarily
Resident
Income is received or is Taxable Taxable Taxable
deemed to be received in
India
Income accrues or arises or is Taxable Taxable Taxable
deemed to accrue or arise to
him in India
Income accrues or arises to Taxable Not Taxable Not Taxable
him outside India (Refer Note)

Note : For a person ‘not ordinarily resident in India, the income which accrues or arises to him
outside India shall not taxable in India unless it is derived from a business controlled in or a
profession set up in India

Notes:

1.—Income accruing or arising outside India shall not be deemed to be received in India within
the meaning of this section by reason only of the fact that it is taken into account in a balance
sheet prepared in India

2.—Income which has been included in the total income of a person on the basis that it has
accrued or arisen or is deemed to have accrued or arisen to him shall not again be so included
on the basis that it is received or deemed to be received by him in India.

In considering what is total income under section 5, one has to exclude such income, as is
excluded from the scope of total income by reason of any other provision of the Income-tax Act
and not that the other provisions of the Income-tax Act override the provisions of section 5 -
CIT v. F.Y. Khambaty 159 ITR 203 (Bom.).

The burden of proving that an amount was taxable because it was received in the year of account
lay upon the department - CIT v. Bikaner Trading Co. Ltd. 78 ITR 12 (SC).
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Constructive Income:

Income is taxed at the point of receipt under certain circumstances. The following incomes
shall be deemed to be received in the previous year:

1.

Annual accretion in the previous year to the balance to the credit of an employee
participating in a recognized provident fund to the extent in the Act, and

The transferred balance in a recognized provident fund as provided in the Act.

In the case of dividend income, it will be taken as an income in the previous year
in which it is declared/distributed/paid as the case may be. In the case of interim
dividend, it will be taken as income in the previous year in which it is
unconditionally made available. However, under section 10(34) any corporate
dividend referred to in section 1150 is exempt from tax.

Salaries are normally taxed based on the situs of service. If the services were outside
India, it is not normally taxed.

In case of assessee liaison or branch office of a non-resident engaged in procurement
and export of Indian goods, the income earned is exempt.

In the case of assessee non-resident engaged in media publishing, news gathering
or shooting of films in India no income is deemed to accrue in India.

The tax incidence in the case of varying residential status of the assessee is explained
hereunder:-
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Resident

Not Ordinarily

Non-resident

Resident
Business Income Taxable Taxable Taxable
(Indian operations only)
Purchase of goods for Taxable Taxable Not Taxable
re-export
Collection/transmission Taxable Taxable Not Taxable
of news & services for
media
Shooting any Taxable Taxable Not Taxable
cinematography in
India
Salaries in India Taxable Taxable Taxable
Dividend paid by any Taxable Taxable Taxable

Indian company

outside India

However, Corporate Dividends are Exempt under section

10(34)

Interest Income

Taxable

Taxable where the
entire income is

earned in India

Taxable where
the entire income

is earned in India

Royalties

Taxable

Taxable where
used for earning

income in India

Taxable where
used for earning

income in India

Fees for Technical

services

Taxable

Taxable where
used for earning

income in India

Taxable where
used for earning

income in India

Pension paid outside

Not taxable based
on contract of

service
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Agricultural Income and Aggregation of Incomes

Article 270 of the Constitution of India empowers Government of India to collect tax on income
other than agricultural income. Agricultural income has been placed in the State list and as
such Parliament cannot levy tax on agricultural income.

According to sec. 2(1A), agricultural income means —

a)

b)

any rent or revenue derived from land which is situated in India and is used for agricultural
purposes.

any income derived from such land by-
i) agriculture; or

ii) the performance by a cultivator or receiver of rent-in-kind of any process ordinarily
employed by a cultivator or receiver of rent-in-kind to render the produce raised or
received by him fit to be taken to market; or

iii) the sale by a cultivator or receiver of rent in kind of the produce raised or received by
him, in respect of which no process has been raised or received by him, in respect of
which no process has been performed other than a process of the nature described in
para (ii) of the sub-clause:

any income derived from any building owned and occupied by the receiver of rent or
revenue of any such land provided the following conditions are satisfied-

i) the building should be on or in the immediate vicinity of land and is used for
agricultural purposes;

i) the cultivator or receiver of rent-in-kind uses the building as a dwelling house or a
store house; and

iii) the land is assessed to land revenue or local rate or the land is situated within the
jurisdiction of municipality/cantonment having a population of not less than 10,000
persons or within distance of not more than 8 k.m.

This definition is very wide and covers the income of not only the cultivators but also the land
holders who might have rented out the lands. Agricultural income may be received in cash or
in kind. Agricultural income may arise in any one of the following three ways:-

)

)

@)
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It may be rent or revenue derived from land situated in India and used for agricultural
purposes.

It may be income derived from such land through agriculture or the performance of a
process ordinarily employed by a cultivator or receiver of rent in kind to render the produce
fit to be taken to the market or through the sale of such agricultural produce in the market.

Lastly, agricultural income may be derived from any farm building required for agricultural
operations.
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Explanation regarding gains arising on the transfer of urban agricultural land —

The capital gains arising from the transfer of such urban agricultural land would not be treated
as agricultural income under section 10 but will be taxable under section 45. Urban area means
any area which is within the jurisdiction of a municipality or cantonment board having a
population of atleast 10,000 and any area outside the limits of such municipality or

cantonment board but within a maximum distance of 8 km. from such limits as notified by the
Central Government.

Example: Suppose Milind sells agricultural land situated in New Delhi for Rs. 10 lakhs and
makes a surplus of Rs.8 lakhs over its cost of acquisition.

This surplus will not constitute agricultural income exempt under section 10(1) and will be
taxable. It will be taxable as capital gain under section 45, if held as a capital asset and as
business income under section 28, if held as stock in trade.

If land sold was used for more than two years for ‘agriculture, by the seller or an exemption u/
s 54B can be claimed by reinvesting the proceeds in another agricultural land within the
stipulated period and subject to the satisfying the requirements of that section.

Agriculture Income and it’s Taxability :
Agricultural income [Section 10(1)] -

(i) Section 10(1) provides that agricultural income is not to be included in the total income of
the assessee. The reason for totally exempting agricultural income from the scope of central
income tax is that under the Constitution, the Parliament has no power to levy a tax on
agricultural income.

(i) Indirect way of taxing agricultural income - However, since 1973, a method has been found
out to levy tax on agricultural income in an indirect way. This concept is known as partial
integration of taxes. It is applicable to individuals, HUF, unregistered firms, AOP, BOI
and artificial persons. Two conditions which need to be satisfied for partial integration
are:

1. The net agricultural income should exceed Rs.5,000 p.a., and

2. Non-agricultural income should exceed the maximum amount not chargeable to tax. (i.e.
Rs.1,95,000 for senior citizens, Rs.1,45,000 for women assessees below 65 years of age,
Rs.1,10,000 for all other individuals A.Y. 2008-09.)

It may be noted that aggregation provisions do not apply to company; firm assessed as
such (FAS), co-operative society and local authority. The object of aggregating the net
agricultural income with non-agricultural income is to tax the non-agricultural income at
higher rates.
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Exemption for Compulsory Acquisition of Agricultural Land

Under Section 10 (37) exemption is provided for in the case of an individual or a Hindu
undivided family, any income chargeable under the head “Capital gains” arising from the
transfer of agricultural land, where—

(i) such landis situate in any area referred to in item (a) or item (b) of sub-clause (iii) of clause
(14) of section 2;

(i) such land, during the period of two years immediately preceding the date of transfer, was
being used for agricultural purposes by such Hindu undivided family or individual or a
parent of his;

(iii) such transfer is by way of compulsory acquisition under any law, or a transfer the
consideration for which is determined or approved by the Central Government or the
Reserve Bank of India;

(iv) such income has arisen from the compensation or consideration for such transfer received
by such assessee on or after the 1st day of April, 2004.

Tax calculation in such cases is as follows:

Step 1: Add non-agricultural income with net agricultural income. Compute tax on the
aggregate amount.

Step 2. Add net agricultural income and the maximum exemption limit available to the assessee
(i.e. Rs.1,10,000 / Rs.1,45,000 / Rs.1,95,000). Compute tax on the aggregate amount.

Step 3: Deduct the amount of income tax calculated in step 2 from the income tax calculated
instep 1i.e. Step 1 — Step 2.

Step 4. Deduct rebate u/s 88E from the amount of tax obtained in step 3.
Step 5: Add surcharge, if applicable, to the amount obtained in step 4 above.
Step 6: The sum so arrived at shall be increased by education & higher secondary cess @3%.

Apportionment in certain cases - Where the agricultural produce like tea, cotton, tobacco,
sugarcane etc. are subjected to a manufacturing process and the manufactured product is sold,
the profit on such sales will consist of agricultural income as well as business income. That
portion of the profit representing agricultural income will be exempted. For this purpose, the
Income-tax Rules, 1962 provides the basis of apportionment.

(@) Rule 7 - Income from growing and manufacturing of any product other than tea - Where
income is partially agricultural income and partially income chargeable to income-tax under
the head ‘profits and gains of business’, the market value of any agricultural produce
which has been raised by the assessee or received by him as rent in kind and which has
been utilised as raw material in such business or the sale receipts of which are included in
the accounts of the business shall be deducted. No further deduction shall be made in
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respect of any expenditure incurred by the assessee as a cultivator or receiver of rent in
kind.

Determination of market value - There are two possibilities:
() The agricultural produce is capable of being sold in the market either in its raw stage or

after application of any ordinary process to make it fit to be taken to the market. In such a
case, the value calculated at the average price at which it has been so sold during the
relevant previous year will be the market value.

(b) It is possible that the agricultural produce is not capable of being ordinarily sold in the
market in its raw form or after application of any ordinary process. In such case the market
value will be the total of the following:—

() The expenses of cultivation;
(i) The land revenue or rent paid for the area in which it was grown; and

(iit) Such amount as the Assessing Officer finds having regard to the circumstances in
each case to represent at reasonable profit.

Example :

Mr. B grows sugarcane and uses the same for the purpose of manufacturing sugar in his factory.
30% of sugarcane produce is sold for Rs.10 lacs, and the cost of cultivation of such sugarcane is
Rs.5 lacs. The cost of cultivation of the balance sugarcane (70%) is Rs.14 lacs and the market
value of the same is Rs.22 lacs. After incurring Rs.1.5 lacs in the manufacturing process on the
balance sugarcane, the sugar was sold for Rs.25 lacs. Compute B’s business income and
agricultural income.

Solution

Income from sale of sugarcane gives rise to agricultural income and from sale of sugar gives
rise to business income.

Business income = Sales — Market value of 70% of sugarcane produce — Manufacturing expenses
= Rs.25 lacs — Rs.22 lacs - Rs.1.5 lacs

=Rs.1.5 lacs.

Agricultural income = Market value of sugarcane produce — Cost of cultivation

= [Rs10 lacs + Rs.22 lacs] — [Rs.5 lacs + Rs.14 lacs]

= Rs.32 lacs — Rs.19 lacs

= Rs.13 lacs.
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(b) Rule 7A - Income from growing and manufacturing of rubber — This rule is applicable
when income derived from the sale of latex or cenex or latex based crepes or brown crepes
manufactured from field latex or coagulum obtained from rubber plants grown by the
seller in India. In such cases 35% profits on sale is taxable as business income under the
head profits and gains from business or profession, and the balance 65% is agricultural
income and is exempt.

Example :

Mr. C manufactures latex from the rubber plants grown by him in India. These are then sold in
the market for Rs.30 lacs. The cost of growing rubber plants is Rs.10 lacs and that of
manufacturing latex is Rs.8 lacs. Compute his total income.

Solution

The total income of Mr. C comprises of agricultural income and business income.
Total profits from the sale of latex = Rs.30 lacs — Rs.10 lacs — Rs.8 lacs.

=Rs.12 lacs.

Agricultural income = 65% of Rs.12 lacs. = Rs.7.8 lacs

Business income = 35% of Rs.12 lacs. = Rs.4.2 lacs

(¢) Rule 7B -Income from growing and manufacturing of coffee — (a) In case of income derived
from the sale of coffee grown and cured by the seller in India, 25% profits on sale is taxable
as business income under the head “Profits and gains from business or profession”, and
the balance 75% is agricultural income and is exempt. (b) In case of income derived from
the sale of coffee grown, cured, roasted and grounded by the seller in India, with or without
mixing chicory or other flavouring ingredients, 40% profits on sale is taxable as business
income under the head “Profits and gains from business or profession”, and the balance
60% is agricultural income and is exempt.

(d) Rule 8 - Income from growing and manufacturing of tea - This rule applies only in cases
where the assessee himself grows tea leaves and manufactures tea in India. In such cases
40% profits on sale is taxable as business income under the head “Profits and gains from
business or profession”, and the balance 60% is agricultural income and is exempt.
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Computation Logic

Step No. Particulars
Step 1 Determine the residential status.
Step 2 Include the income covered in the scope based on Residential status
Step 3 Classify the income on Following basis
(A) Income from salaries (salaries plus bonus plus commission plus
taxable allowances plus taxable perquisites less deductions u/s 16).
(B) Income from house property [Net annual value of the property less
deductions u/s 24 (1)].
(C) Income from business profession (Net profit as per Profit & Loss
account plus adjustments required as per the Act).
(D) Income from capital gains (short term and long term) (capital gains
less exemptions u/s 54, 54B, 54D etc.)
(E) Income from other sources (Gross income less deductions)
(F) Compute income to be clubbed e.g. minor children, spouse, etc.
(G) Income Exempt from Tax
Step 4 Aggregate the income to arrive at gross total income for the previous year.
Step 5 Arrive at Gross income after adjusting brought forward loss/set-offs.
Step 6 Compute Total Income after adjusting deductions as provided in Chapter
VI-A of the Act.
Step 7 Round off the amount arrived at as above to the nearest multiple of ten
rupees (section 288A)
Step 8 Add net agricultural income for rate purposes.
Step 9 Apply the rates of tax prescribed in the relevant Finance Act.
Step 10 Round off the tax amount to the nearest ten rupees (section 288B)
Step 11 Compute tax liability by including surcharge, if applicable, and education
cess and higher secondary education cess as per the Finance Act.
Step 12 Provide for relief u/s 86, 89 to 91 of the Act.
Step 13 Provide tax credits for advance tax/tax collected at source of payment
including those in respect of income clubbed.
Step 14 Compute interest payable for belated tax payments.
Step 15 Provide for self assessment tax paid.
Step 16 Calculate tax payable/refund due.
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TAX PLANNING VS. TAXEVASION

The word ‘tax planning’ connotes the exercise carried out by the taxpayer to meet his tax obli-
gations in proper, systematic and orderly manner availing all permissible exemptions, deduc-
tions and reliefs available under the statute as may be applicable to his case. To illustrate,
assessee software company setting up assessee software technology park in assessee notified
area to avail benefits of section 10A of the Act is assessee legally allowable course. Planning
does not necessarily mean reduction in tax liability but is also aimed at avoiding controversies
and consequential litigations.

Every taxpayer is expected to voluntarily make disclosures of his incomes and tax liabilities
through legal compliance. When a tax payer deliberately or consciously do not furnish mate-
rial particulars or furnishes inaccurate or false particulars or defrauds the State by violating
any of the legal provisions, it shall be termed as ‘tax evasion’. It is also illegal, but also unethical
and immoral. Inflation of expenditure, suppuration of income, recording of fictitious transac-
tions, claiming deductions wrongly are few examples.

Benjamin Franklin is credited with this classical statement: There are two certainties in this
world - death and taxes. This makes all tax payers in general, and the companies in particular,
realize the bitterness or hardship of taxes. Three methods of saving taxes have been developed
in most countries of the world in the past few decades: tax evasion, tax avoidance and tax
planning. A great deal of confusion prevails in corporate sector about correct connotations of
these terms. Hence, we shall attempt to explain these terms to show tax planning is absolutely
legal. The expression ‘Tax Evasion’ means illegally hiding income or concealing the particulars
of income or concealing the particular source or sources of income or in manipulating the
accounts so as to inflate the expenditure and other outgoings with a view to illegally reduce the
burden of taxation. Hence, tax evasion is illegal and unethical. It is uneconomical as well. It
deserves to be deprecated not only by the Government but by the companies as well. The next
expression is ‘Tax avoidance’ which is assessee art of dodging taxes without breaking the law.
In my opinion, tax avoidance means traveling within framework of the law or acting as per
language of the law only in form, but murdering the very spirit of the law and defeating the
purpose of the particular legal enactment. If, by adopting an artifice or device against the in-
tension of the legislature but apparently on the face of it acting within the framework of the
law, a company is able to dodge income tax, it would be a clear case of tax avoidance. In
contrast, ‘Tax Planning’ takes maximum advantages of the exemptions, deductions, rebates,
reliefs, and other tax concessions allowed by taxation statutes, leading to the reduction of the
tax liability of the tax payer. Tax planning has been contrasted with the expression tax avoid-
ance and has the legal sanction of the Supreme Court as well. In recent years the sentiments in
favor of tax avoidance have changed and the courts view tax avoidance with displeasure. For
example, Lord Summer in IRC Vs Fisher’s Executors ac 395, 412 had earlier as per the ratio of
Westminister’s case said:

“My Lords, the highest authorities have always recognized that the subject is entitled so to
arrange his affairs as not to attract taxes imposed by the Crown, so far as he can do so with the
law, and that he may legitimately claim the advantage of any express terms or any omissions
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that he could find in this favor in taxing Acts. In so doing, he neither comes under liability nor
incurs blame.”

The significance of Ramsay as assessee turning point in the interpretation of tax laws in En-
gland and the departure from the principle of Westminister’s case were explained in TRC Vs.
Burmah QOil Co. Ltd., STC 30 where Lord Diplok said:

“It would be disingenuous to suggest and dangerous on the part of those who advise on elabo-
rate tax-avoidance scheme to assume, that Ramsay ‘s case did not mark assessee significant
change in the approach adopted by this House its judicial role to assessee pre-ordained series
of transactions into which they were inserted steps that have no commercial purpose apart
from the avoidance of tax liability, which in the absence of those particular steps would have
been payable. The difference is in approach.”

Commenting on this judgment the Supreme Court of India in the McDowell Co. Ltd., Vs. CTO
154 ITR 148(SC) said:

“It is neither fair nor desirable to except the legislature to intervene and take care of every
device and scheme to avoid taxation, it is up to the court to determine the nature of new and
sophisticated legal devices to avoid tax and consider whether the situation created by the de-
vices for what they really are and to refuse to give judicial benediction.”

In the same judgment, Supreme Court Judges made a clear distinction between tax avoidance
and tax planning. This is what the judges of the Supreme Court have said in the same case:

“Tax Planning may be legitimate provided it is within the framework of law. Colorable devises
cannot be part of tax planning and it is wrong to encourage or entertain the belief that it is
honorable to avoid the payment of tax by resorting to dubious methods. It is the obligation of
every citizen to pay the taxes honestly without resorting to subterfuges.”

Form the above it is very clear that tax planning by Assessee Company cannot be called a crime
or an illegal activity or an immoral action as is wrongly considered by confused thinkers on the
subject. What constitutes a crime is tax evasion and what is undesirable is tax avoidance but it
is certainly desirable to engage in the exercise of tax planning.

In UK, wherefrom the principal coined in McDowell’s case was coined, the House of Lords
expressly reaffirmed the basic principle, ‘A subject is entitled to arrange his affairs so as to
reduce his liability to tax. The fact that the motive for a transaction may be to avoid tax does not
invalidate it unless a particular enactment so provides’.

The House of Lords expressly reaffirmed the cardinal principle of Duke of Westminister, ‘Given
that a document or transaction is genuine, the Court cannot go behind it to some supposed
underlying substance’. They only ruled against the principle being overstated or overextended.

Mukharji J, who in his prompt and lethal report in CWT v Arvind Narottam said: ‘...no amount
of moral sermons would change people’s attitude towards tax avoidance’, and soon thereafter
in Uol v Playworld Electronics stated: ‘one should avoid subverting the rule of law’. As a
matter of law, the Supreme Court in these two latter cases reiterated that where the true effect
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of a transaction is clear, the appeal to discourage tax avoidance is not a relevant consideration.

In any event, when the language of a deed of settlement is clear, an attempt to invoke McDowvell
would be futile even if the deed results in tax avoidance. as the Madras High Court held in
Valliapan Vs. ITO, McDowell does not hit tax planning.

The manner in which McDowell is to be dealt with was well summed up by the Gujarat High
Court in Banyan and Berry Vs. CIT thus:

The court (in McDowell) nowhere said that every action or inaction on the part of the taxpayer
which results in reduction of the tax liability to which he may be subjected in future, is to be
viewed with suspicion and be treated as a device for avoidance of tax irrespective of legitimacy
or genuineness of the act.... The principle enunciated in the above case has not affected the
freedom of the citizen to the act in a manner according to his requirements, his wishes in the
manner to do any trade, activity or planning his affairs with circumspection, within the frame-
work of law, unless the same falls in the category of colourable device.

The House concluded that steps which had no commercial purpose and had been artificially
inserted for tax purposes into a composite transaction, should be disregarded; but that a trans-
action which came into statutory language could not be disregarded merely because it was
entered into solely for tax purposes.

Therefore, while tax planning these principles emanating from court made law need to be kept
in sight. Otherwise, planning looking good on paper may fail in practice.

Tax Management

Planning which leads to filing of various returns on time, compliance of the applicable provi-
sions of law and avoiding of levy of interest and penalties can be termed as efficient tax man-
agement. In short, it is an exercise by which defaults are avoided and legal compliance is se-
cured. Through proper tax planning and management, the penalty of upto Rs.100000 for delay
in furnishing of tax audit reports u/s 44AB can be avoided.

Similarly by applying for Permanent Account Number (PAN), the penalty under the Act can
be avoided. The borrowal of loan otherwise than by way of an account payee cheque or bank
draft attracts 100% penalty and this can be avoided by conscious planning of the execution of
loan transactions. Planning is a perception conceived on legitimate grounds and achieved
through genuine transactions within the framework of law e.g. contribution to Public Provi-
dent Fund and claiming rebate u/s 88 of the Act. The filing of the returns with all proper
documentary evidence for the various claims, rebates, reliefs, deductions, income computa-
tions and tax liability calculations would also be termed as tax management.

Tax management is also an important aspect of tax planning.

Assessee is exposed to certain unpleasant consequences if obligations cast under the tax laws
are not duly discharged. Such consequences take shape of levy of interest, penalty, prosecu-
tion, forfeiture of certain rights, etc.
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Therefore, any effort in tax planning is incomplete unless proper discharge of responsibilities
is not made.

Tax management includes:

1.

© o N o

10.

Compiling and preserving data and supporting documents evidencing transactions, claims,
etc.

Making timely payment of taxes e.g. advance tax, self assessment tax, etc.
TDS and TCS compliance

Following procedural requirements e.g. payment of expenses or acceptance of loans or
repayment thereof, over Rs. 20,000 by account payee bank cheque or bank draft, etc.

Compliance with the prescribed requirements like tax audit, certification of international
transactions, etc.

Timely filing of returns, statements, etc.

Responding to notices received from the authorities.
Preserving record for the prescribed number of years.
Mentioning PAN, TAN, etc. at appropriate places.

Responding to requests for balance confirmation from the other assessees.

Tax Implications in Planning

The main objectives in any exercise on tax planning are to \—
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10.

Avail all concessions and relief’s and rebates permissible under the Act.
Arrange the affairs in a commercial way to minimize the incidence of tax.
Claim maximum relief where taxes are paid in more than one country.

Become tax compliant and avoid penalties, prosecutions and interest payments.
Fruitful investment of savings.

Timely compliance of procedural requirements like tax audit, TDS, TCS, etc.
Appropriate record keeping

Avoidance of litigation.

Growth of economy and its stability.

Pay taxes — not a penny more, not a penny less.
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Legal Status of Business Units

Individuals, HUFs, AOPs, BOls:

The incidence of tax would vary depending upon the legal constitution of the person. In the
case of individuals, HUFs, AOPs or BOIs and every artificial judicial person (except where
different rates or maximum marginal rates are specifically provided), the tax rates are as under

Up to Rs.110000 Nil

Rs. 110001 to 150000 10 percent
Rs. 150001 to 250000 20 percent
Above 250000 30 percent

In case of every individual, being a women, resident in India and below the age of 65 years at
any time during the previous year, the rate of income-tax on total income will be as under —

Up to Rs.145000 Nil

Rs. 145001 to 150000 10 percent
Rs. 150001 to 250000 20 percent
Above 250000 30 percent

In case of every individual, being a resident in India, who is of the age of 65 years or more at
any time during the previous year, the rate of income-tax on total income will be as under —

Up to Rs.195000 Nil
Rs. 195001 to 250000 20 percent
Above 250000 30 percent
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In addition to the above surcharge at 10% is leviable in case the total income exceeds Rs.1000000.
Surcharge is calculated on the income-tax payable after claiming rebate u/s 88, 88B and 88C.
The same is applicable in respect of tax on long term capital gains u/s 112, tax on undisclosed
income assessed under block assessment at 60% u/s 113 and tax rate of 30% in respect of win-
nings from lotteries, etc u/s 115BB. In case the total income does not exceed Rs.1000000,

The above rates are applicable to AOPs and BOIs where none of the members have taxable
income. These rates are applicable to private trusts, political parties and other artificial judicial
persons, except where maximum marginal rate is specifically made applicable by law.

Firms and Companies

Partnership firms and domestic companies shall be liable to tax at the rate of 30%. Surcharge @
10% is payable on the income-tax if income exceeds rupees one cr. Education cess @ 2% and
Secondary and higher secondary education cess @1% of income tax plus surcharge is appli-
cable to all firms and companies.

The formation of a partnership firm even in the corporate sector as a method tax planning is
very popular as it enables the distribution of profits even amongst minor and ladies of the
family of directors who cannot otherwise have large incomes. All profits of a partnership firm
after allowing deduction at 12% interest on capital or salary to working partners are normally
distributed to the partners. It is often advantageous for individuals to convert their sole propri-
etary business into a partnership concern and to take the loan creditors as partners and not to
further convert the business into a company. That is why even the corporate sector one of the
accepted and well — known methods of tax planning is by the formation of a partnership firm
and by getting it assessed as a firm by the Assessing Officer. Ladies can also join a partnership
firm as full-fledged partners and can be assessed separately in respect of their salary or interest
income from the firm.

Sometimes it is advantageous for a sole proprietary concern to convert the same into a limited
liability company. In case of a sole proprietary concern, surcharge becomes applicable when
income exceeds Rs. 10 lac. A limited liability company enables the director’s remuneration and
salaries to the members of the family to be regulated within the purview of law so as to achieve
the best advantage of income -tax rates. The total corporation tax on industrial profits and the
personal income — tax on the salary and perks are sometimes lower than the individual income
—tax on income falling in the highest income bracket. This is an immense benefit and is usually
taken advantage of in the formation of a company and results in preservation of working capi-
tal. Generally speaking, where the individual income is substantially high and the profits are
derived from industries it is advantageous for individuals to convert the business into private
Ltd. companies. When the remuneration payable to the directors is taken into consideration,
the incidence of income - tax on the conversion of the sole proprietary concern into a limited
company is very much lessened.

One of the most important questions that is often asked in the case of medium scale business
enterprises is: whether it would be advisable for a partnership firm to convert itself into a
limited company? There is no straight answer to this question as the answer to the question
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would depends upon the facts and circumstances of each case. In the case of partnership firm
income — tax payable by firm @ 30% plus surcharge as applicable, partners pay tax on salary
and interest. It contrasts with this position the income — tax payable by company is 30% and
applicable surcharge but various perquisites, many of which are tax-free for employees. Thus,
generally speaking, the effective rate of income-tax payable by a closely held company and
directors is much lower than the highest income-tax rates payable by the firm and the partners.
Besides, there are various allowances which, if given to the partners of the firm on becoming
directors or executives of the company, get complete tax deduction while computing the tax-
able income of the company like salary and perquisites. The salary and perquisites payable to
the partner are not fully allowed as a deduction while computing the income of the partner-
ship firm whereas the same are allowable as a deduction while computing the income of the
company concerned. There are various perquisites like rent — free residential accommodation,
medical reimbursement, etc., which are completely exempt from income-tax up to a certain
level of the perquisite value and only a very nominal amount is added as the taxable value of
the perquisite whereby a lower amount becomes taxable in the hands of the employees con-
cerned.. Besides, in the case of a company it is possible to distribute the share capital to the
various members of the family in such a way that the dividend distributed by the company
gets a complete exemption under section 10(33).

All these factors combined together generally result in a lower rate of income-tax incidence in
the case of acompany and for the directors and executives as compared to the partnership firm
and it members. However, the answer to question whether a partnership firm converts itself
into a limited company depends upon the total income of the firm, the various individual
incomes of the individual members who were partners and who now become directors or
executives of the companies and various other circumstances, the correct answer can be found
only on completing this calculation. In the case of two alternatives, when the second alterna-
tive, i.e. of formation of a company through the conversion of the partnership firm into the
company, results in a lower incidence of tax from the company and the directors together, in
comparison to that in the case of the partnership firm and the partners together, then itis a case
for consideration as to whether through proper tax planning the firm should convert into a
limited company. In most of the cases, it may not be possible to convert the partnership firm
into a limited company even though the rate of income-tax generally applicable to the profits
and gains of the public limited company is 30% plus applicable surcharge thereon. Yet due to
various formalities and the complications involved in the process of running a public limited
company, it may not be worthwhile for a firm to convert themselves into a public limited
company straightaway.

Under the provisions of section 45(4) of the income-tax Act income-tax is payable on the deemed
capital gains if there is a distribution of capital assets on the dissolution or otherwise of a
partnership firm. Where a partnership firm is converted into a private limited company or a
public limited company, and the assets are taken over at the written down value in the income-
tax records, there is no capital gain accruing to partnership firm as such. As there is no distribu-
tion of capital assets on the dissolution of a firm which is simply a necessary step made to effect
conversion of the firm into a limited company, there is also no deemed capital gains under
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Section 45(4). Hence, there is no risk of income-tax payable on the deemed capital gains when
there is a conversion of a partnership firm into a company.

When a partnership firm converts into a limited company, whether a private or a public one, it
loses the advantages of carry forward of unabsorbed depreciation and a carry forward of past
business losses.

Under the new Section 47(xiii) of the Act full exemption would be allowed in case of capital
gains on the conversion of a partnership firm into a company effective from AY 1999-2000.
Thus, it is provided that where a firm is succeeded by a company in the business carried on by
it as a result of which the firm sells or otherwise transfers any capital assets or intangible assets
to the company, the entire capital gains would be exempt from tax provided that the following
conditions are fulfilled:-

(@) All the assets and liabilities the firm relating to the business immediately before the suc-
cession becomes the assets and liabilities of the company;

(b) All the partners of the firm immediately before the succession become the shareholders of
the company in the same proportion in which their capital accounts stood in the books of
the firm on the date of succession;

(c) The partners of the firm do not receive any consideration or benefit directly or indirectly,
in any form or manner other than by way of allotment of shares in the company; and

(d) The aggregate of the shareholding in the company of partners of the firm is not less than
50% of the total voting power in the company and their shareholding continues to be as
such for a period of five years from the date of succession.

Likewise, when a sole proprietary concern is succeeded by a company in business carried on
by it as a result of which the sole proprietary concern sells or otherwise transfer any capital
asset or intangible assets to the company, the entire amount of capital gains would be fully
exempt from tax under Section 47(xiv) from the AY 1999-2000. However, the following condi-
tions will have to be fulfilled;

(@) All the assets and liabilities of the sole proprietary concern relating to the business imme-
diately before the succession become the assets and liabilities of the company;

(b) The shareholding of the sole proprietor in the company is not less than 50% of the total
voting power in the company and his shareholdings continues to so remain as such for a
period of five years from the date of the succession; and

(c) The sole proprietor does not receive any consideration or benefit, directly or indirectly, in
any form or manner other than by way of allotment of shares in the company.

Section 47A(3) has, with effect from AY 1999-2000 as inserted by the Finance (No. 2) Act, 1998
provided that if any of the above conditions are not complied with, the benefit availed by the
firm or the sole proprietor, as the case may be, would be deemed to be profits and gains charge-
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able to tax of the successor company for the previous year in which the above requirement are
not complied with.

Foreign Companies:

The effective tax rate applicable to a foreign company is 40%. In respect of certain specified
income, such as royalty, fees for technical services, etc, special rates of tax are prescribed at 20%
or even less. The ultimate tax liability of a foreign company or any other non- resident will
depend upon the applicability of Double Taxation Avoidance Agreement (DTAA), if any en-
tered into between India and the respective country. The rates prescribed under the DTAA or
the normal rates prescribed under the Act, whichever is more beneficial to the assessee shall be
applicable.

Cooperative Societies:

The rate of tax applicable to cooperative societies is as under:

Income Rate of tax
Upto Rs. 10000 10%
Rs10001 to Rs. 20000 20%
Above Rs. 20000 30%

Local Authority:

In the case of local authorities, the rate of income-tax specified is 30% on the whole of the total
income.

Tax Planning and Salaries

A good remuneration package is one, which meets the following objectives:

1) Optimizing the tax liability of the employee.

2) Maximizing the take-home pay.

3) No disallowances are faced by the employer in respect of such remuneration.
4) Incidence of Fringe Benefits Tax (FBT) on employer.

Taking the above objectives, the following are some the tax planning measures:

1) Instead of paying fixed amount of salary, the salary can be structured into basic pay with
allowances and perquisites so that the employee can avail exemptions under various pro-
visions. Employer in any case can claim deduction for the all amounts paid e.g. convey-
ance allowance paid to meet the expenditure in performance of duties of an office which is
exempt under section10(14) in the hands of employees.

2) Inrespect of the own accommodation provided to the employee, employer is eligible to
claim depreciation on such accommodation. The employer also can avail the repairs and
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3)

4)

5)

6)

7)

maintenance and other cost as business expenses. The employee will be taxed for the per-
quisite of rent free accommodation, which is concessionally valued. Moreover, the em-
ployer will have advantage of appreciation in value of the property.

The employer can institute welfare oriented long term savings on behalf of the employee
such as recognized provident fund (RPF), approved superannuation fund, pension plans,
gratuity fund which are exempt from tax in the case of employee and deductible in the
case of employer, incidentally such measures compel the employee save in rainy days.

To ensure that dearness allowance forms part of salary because incidence on entertain-
ment allowance, gratuity, commuted pension and employer’s contribution to RPF is con-
siderably reduced. Any commission scheme paid as a percentage of turnover can also be
introduced as it serves the above objective.

The employer may introduce LTC facility at all levels as this is exempt u/s 10(5) subject to
limits provided therein and the employee shares the benefit with his spouse, children and
dependent parents, brothers and sisters.

The employer may introduce leave encashment facility, as employee can earn tax free
remuneration under section 10 (10AA).

Certain perquisites are not taxable in the hands of employees while employer is also not
liable for FBT :

i) food or beverages provided by the employer to his employees in office or factory

ii) provision of paid vouchers which are not transferable and usable only at eating joints
or outlets

iii) conference fee for participation
iv) facilities to fulfill any statutory obligation or mitigate occupational hazards

v) provide first aid facilities in the hospital or dispensary run by the employer

Providing such perquisites is a win-win situation both for an employer as well as an employee.

8)

Certain perquisites are not taxable in the hands of employees however the employer is
liable for FBT :

i) Reimbursement of medical expenses up to Rs. 15,000

ii)  Provision of car for personal use,

iii) Provision of telephone for personal use,

iv) maintenance of any accommodation in the nature of guest house
v) festival celebrations

vi) use of health club and similar facilities;
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vii) use of any other club facilities;
viii) gifts;
iX) scholarships;
While providing such perquisites cost of FBT and tax saving of employee can be compared.

Tax Planning and Income from House Properties

The scopefor tax planning in respect of property incomeisvery limited since the