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Test Series: March, 2018 

MOCK TEST PAPER  

FINAL (OLD) COURSE: GROUP – II 

PAPER – 7: DIRECT TAX LAWS 

SOLUTIONS 

1.  (a)   Computation of total income of Samrat Ltd. for A.Y.2018-19 

Particulars ` ` 

Profits and gains of business or profession    

Unit A (See Note 4) 55,49,850  

Less:  Deduction under section 10AA (See Working below)  36,99,900 18,49,950 

Unit B (See Note 4)  36,99,900 

Total Income  55,49,850 

Deduction under section 10AA in respect of Unit A (See Notes 1, 2 & 3) 

= 
Profits of the business of the 

undertaking, being the Unit in SEZ 
× 

Export turnover of the unit in SEZ

Total turnover of the unit in SEZ
 

= Profits of Unit  A × 
Export turnover of the Unit A

Total turnover of Unit A
 

= `  55,49,850 × 
1,00,00,000

1,50,00,000
 

= `  36,99,900                 

Notes: 

(1) Deduction under section 10AA is available in respect of units established in Special Economic Zones 

which begin to manufacture or produce articles or things or provide any services during the previous 

year relevant to A.Y. 2006-07 or thereafter. Under section 10AA(1), 100% of the profits and gains 

derived from export of such articles or things or from services is allowable as deduction for a period 

of five consecutive assessment years beginning with the assessment year relevant to the previous 

year in which the Unit begins to manufacture or produce such articles or things or provide services, 

as the case may be. Therefore, in this case, the profits from Unit A, located in a SEZ, will be eligible 

for deduction of 100% of the profits and gains derived from export, since P.Y. 2017-18 is the third 

year of its operations. It is assumed that Unit A has fulfilled all the specified conditions for claim of 

deduction. Unit B is, however, not eligible for deduction under section 10AA in respect of the exports 

made by it since it is located in a Free Trade Zone.  

(2) Export turnover, for the purpose of section 10AA, means the consideration received in respect of 

export by the unit in SEZ. Therefore, in this case, the amount of ` 25,00,000 which has become 

irrecoverable due to bankruptcy of one of the foreign buyers in Unit A will not be included in its 

export turnover.   

 Therefore, export turnover of Unit A (in SEZ) = ` 1,25,00,000 – ` 25,00,000 = ` 1,00,00,000. 

(3) Profits and gains from on site development of computer software outside India shall be deemed 

to be the profits and gains derived from export of computer software outside India. Since the same 

has already been included in the figure of export sales, no further adjustment is required.  
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(4)    Computation of unit-wise profits of the business 

Particulars Unit A Unit B Total 

(`) (`) (`) 

Profit earned [after claim of bad debts under 
section 36(1)(vii) in Unit A] 

54,00,000 36,00,000 90,00,000 

Add: Depreciation calculated on SLM basis and 
charged in the proportion of sales (3:2) 

 

5,40,000 

 

3,60,000 

 

9,00,000 

 59,40,000 39,60,000 99,00,000 

Less: Depreciation calculated @15% on WDV 
basis and charged in the proportion of sales 
(3:2) (See Note 5) 

 

3,90,150 

 

2,60,100 

 

6,50,250 

Profits of the business 55,49,850 36,99,900 92,49,750 

(5) Depreciation as per the Income-tax Rules, 1962 for the A.Y.2018-19 has to be calculated as 

follows – 

Particulars ` 

Actual cost of plant and machinery (` 9,00,000 / 15%) 60,00,000 

Less: Depreciation @15% for P.Y.2015-16 (being the first year of 
          operations). It is logical to assume that the assets were put  
          to use for more than 180 days during the year. 

 
 

  9,00,000 

Written down value as on 1.4.2016 51,00,000 

Less: Depreciation @15% for P.Y.2016-17 (being the second year of 
          operations). 

 
  7,65,000 

Written down value as on 1.4.2017 43,35,000 

Depreciation @15% on WDV for P.Y.2017-18 (` 43,35,000 × 15%) 6,50,250 

(b)      Computation of depreciation allowable for the A.Y. 2018-19 

Particulars ` (in lakhs) 

Total cost of plant and machinery 120.00  

Less: Used for Scientific Research (Note 1) 15.00  

 105.00  

Normal Depreciation @ 15% on `105 lakhs  15.75 

Additional Depreciation:   

Cost of plant and machinery 120.00  

Less:  Second hand plant and machinery (Note 2) ` 25.00   

 Plant and machinery used for scientific research, the whole 

of the actual cost of which is allowable as deduction under 

section 35(2)(ia) (Note 2) 

 

 

` 15.00 

 

 

40.00 

 

  80.00  

Additional Depreciation@20%   16.00 

Depreciation allowable for A.Y.2018-19   31.75 
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Notes:  

(1) As per section 35(2)(iv), no depreciation shall be allowed in respect of plant and machinery 

purchased for scientific research relating to assessee’s business,  since the entire expenditure is 

deductible under section 35.  

(2) As per section 32(1)(iia), additional depreciation is allowable in the case of any new machinery or 

plant acquired and installed by an assessee engaged in the business of manufacture or production 

of any article or thing or engaged in the business of generation, transmission or distribution of 

power, at the rate of 20% of the actual cost of such machinery or plant.  

However, additional depreciation shall not be allowed in respect of, inter alia, – 

(i) any machinery or plant which, before its installation by the assessee, was used either within or 

outside India by any other person;  

(ii) any machinery or plant, the whole of the actual cost of which is allowed as a deduction (whether 

by way of depreciation or otherwise) in computing the income chargeable under the head “Profit 

and gains of business or profession” of any one previous year. 

In view of the above provisions, additional depreciation cannot be claimed in respect of -  

(i) Second hand plant and machinery; and 

(ii) New plant and machinery purchased for scientific research relating to assessee’s business in 

respect of which the whole of the capital expenditure can be claimed as deduction under section 

35(1)(iv) read with section 35(2)(ia). 

(c) As per section 50B, any profits and gains arising from the slump sale effected in the previous year shall 

be chargeable to income-tax as capital gains arising from the transfer of capital assets and shall be 

deemed to be the income of the previous year in which the transfer took place. 

If the assessee owned and held the undertaking transferred under slump sale for more than 36 months 

before slump sale, the capital gain shall be deemed to be long-term capital gain. Indexation benefit is 

not available in case of slump sale as per section 50B(2). 

Ascertainment of tax liability of ABC Limited from slump sale of Unit II 

Particulars ` (in lacs) 

Sale consideration for slump sale of Unit II 385 

Less: Cost of acquisition being the net worth of Unit II 185 

Long term capital gains arising on slump sale 200 

(The capital gains is long-term as the Unit II is held for more than 36 months)  

Tax liability on LTCG  

Under section 112 @ 20% on ` 200 lacs 40.00 

Add:  Surcharge@ 7%   2.80 

 42.80 

Add:  Education cess@2% and SHEC@1%    1.28 

 44.08 
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Working Note:  

Computation of net worth of Unit II  

 ` (in lacs) 

(1) Book value of non-depreciable assets  

 (i) Land (Revaluation not to be considered) 50 

 (ii) Debtors 110 

 (iii)  Inventories 35 

(2) Written down value of depreciable assets under section 43(6) 
 (See Note below) 

 
   80 

Aggregate value of total assets 275 

Less: Current liabilities of Unit II    90 

Net worth of Unit II  185 

Note: For computing net worth, the aggregate value of total assets in the case of depreciable assets shall 

be the written down value of the block of assets as per section 43(6). 

2.     Computation of Total Income of Organic Ltd. for the A.Y.2018-19 

Particulars Amount (`) 

Profits and Gains from Business and Profession   

Net profit as per profit and loss account  4,50,00,000 

Add: Items debited but to be considered separately or to be 
disallowed 

  

- Depreciation provided on straight line basis (Note 1) 30,00,000  

- Disallowance under section 40A(3) for payment exceeding  
` 10,000 made in cash for purchases and expenditure (Note 2) 

6,00,000  

- Disallowance under section 40A(3) for cash payment exceeding 
` 35,000 in a day to transport operators for hiring of lorry  
(Note 3) 

1,10,000  

- Expenditure on scientific research on in-house approved 
research and development facility (considered separately for 
weighted deduction) (Note 5) 

7,50,000  

- Expenditure on earning dividend from foreign company not 
deductible (Note 6) 

50,000  

-   Professional charges paid to consultant, on which tax has not 
been deducted on the GST component (Note 7) 

-  

- Disallowance under section 40A(2) for excess payment to related 
person (Note 8) 

5,00,000  

- Employee’s contribution to EPF (Note 9) 3,50,000  

- Employer’s contribution to EPF (Note 10) -  

- Donations to electoral trust and registered political party (Note 12)  2,00,000     55,60,000 

  5,05,60,000 
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Less: Items credited but to be considered separately or to be 
allowed/ permissible expenditure and allowances 

  

- Depreciation allowable under the Income-tax Act, 1961 (Note 1) 48,00,000  

- Weighted deduction @ 150% in respect of expenditure on 
scientific research on in-house approved research and 
development facility under section 35(2AB) (Note 5) 

 
 

 11,25,000 

 
 
 

- Dividend received from foreign company to be considered under 
the head “Income from other sources” (Note 6) 

  
 6,00,000 

 
    65,25,000 

Add: Recovery of bad debts credited in reserve but chargeable under 
section 41(4) (Note 11) 

   

 

4,40,35,000 

      1,50,000 

Profits and gains from business and profession  4,41,85,000 

Income from Other Sources   

Dividend from foreign company (Note 6) 6,00,000     6,00,000 

Gross Total Income  4,47,85,000 

Less:  Deduction under Chapter VI-A   

Under section 80GGB [Donation to registered political party] 
(Note 12) 

1,25,000     1,25,000 

Total Income  4,46,60,000 

Notes: 

(1) Depreciation provided in the accounts on straight line basis (i.e., ` 30 lakhs) has to be added back and 

depreciation calculated as per Income-tax Rules, 1962 (i.e. ` 48 lakhs) is allowable as deduction under 

section 32. 

As per second proviso to section 43(1), the expenditure for acquisition of asset, in respect of which 

payment to a person in a day exceeds ` 10,000 has to be ignored for computing actual cost, if such 

payment is made otherwise than by way of A/c payee cheque/ bank draft or ECS. Accordingly, 

depreciation on second hand machinery purchased on 23.10.2017 is not  allowable since the payment is 

made otherwise than by A/c payee cheque/A/c payee draft/ ECS to a person in a day.  No adjustment is 

required to be made since depreciation in respect of such plant and machinery is not included in the 

depreciation given. 

(2) Cash payments exceeding ` 10,000 in a day attracts disallowance under section 40A(3). However, Rule 

6DD provides for certain exceptions, which includes, inter alia, payments which are required to be made 

on a day on which the banks were closed either on account of holiday or strike or where the payment is 

made for the purchase of agricultural produce. Therefore, cash payment of ` 5.5 lakhs for the purchase 

of agricultural produce and cash payment of ` 12 lakhs made on a bank holiday would not attract 

disallowance under section 40A(3), assuming such payment was required to be made on 01.04.2017. 

However, cash payment of ` 6 lakhs made on 17-01-2018 due to demand of supplier would attract 

disallowance under section 40A(3), since the same is not covered under any of the exceptions laid out 

in Rule 6DD. 

(3) In respect of cash payments to transport operators, a higher limit of ` 35,000 per day is permissible. 
Therefore, cash payment of ` 25,000 on 10-6-2017 would not attract disallowance under section 40A(3).  
However, cash payments of ` 70,000 and ` 40,000 on 25.8.2017 and 10.02.2018, respectively, would 
attract disallowance under section 40A(3) since the same exceeds ` 35,000 per day in cash. 

© The Institute of Chartered Accountants of India



6 

(4) The issue is whether payment of ` 10 lakhs to Kaira Ltd. towards feasibility study conducted for examining 

proposals for technological advancement relating to the existing business, where the project was abandoned 

without creating a new asset, is allowable as revenue expenditure. 

 On this issue, the Delhi High Court, in CIT v. Priya Village Roadshows Ltd. (2011) 332 ITR 594, 

observed that in such cases, whether or not a new business/asset comes into existence would become 

the relevant factor. If there is no creation of a new asset, then the expenditure incurred would be of 

revenue nature. In this case, since the feasibility study was conducted by Organic Ltd. for the existing 

business and the study was abandoned without creating a new asset, the expenses were of revenue 

nature. 

 Since the expenditure of ` 10 lakhs has already been debited to profit and loss account, no further 

adjustment is required. 

(5) Expenditure incurred on scientific research on in-house research and development facility approved 

under section 35(2AB) by a company engaged in the business of manufacturing qualifies for weighted 

deduction@150%. Hence, such expenditure of ` 7.5 lakhs is first added back and thereafter, deduction 

of ` 11.25 lakhs (i.e., 150% of ` 7.5 lakhs) has been provided under section 35(2AB). 

(6)  Under section 115BBD, dividend received by an Indian company from a foreign company in which it 

holds 26% or more in nominal value of the equity share capital of the company, would be subject to a 

concessional tax rate of 15%. This rate of 15% would be applied on gross dividend, in the sense, that 

no expenditure would be allowable in respect of such dividend. 

 Therefore, dividend of ` 6 lakhs received by Organic Ltd. from a foreign company, in which it holds 

30% in nominal value of equity share capital of the company, would be subject to tax@15% under 

section 115BBD. Such dividend would be taxable under the head “Income from other sources”.  No 

deduction is allowable in respect of ` 50,000 expended on earning this income. 

 Since such dividend has been credited to the profit and loss account, the same has to be reduced for 

computing income under the head “Profits and gains of business or profession.  Likewise, ` 50,000, 

representing expenditure for earning dividend income, which has been debited to profit and loss 

account, should be added back for computing business income. 

(7) Professional charges have been debited to profit and loss account.  It is stated that tax has not been 

deducted on the GST component of professional charges.  

 In respect of professional charges, CBDT Circular No.23/2017 dated 19.7.2017 clarifies that if in terms 

of the agreement/contract between the payer and the payee, the GST component comprised in the 

amount payable to a resident is indicated separately, tax shall be deducted at source on the amount 

paid/payable without including such GST component. 

 In this case, the GST component is indicated separately in the agreement/contract between the company 

and the consultant, tax is required to be deducted at source on the professional charges without including 

such GST component. Therefore, no disallowance is attracted for non-deduction of tax at source on the 

GST component. 

(8) ABC Ltd. is a related person under section 40A(2), since the directors of the Organic Ltd. have 

substantial interest in ABC Ltd. Therefore, excess payment of ` 5 lakh to ABC Ltd. for purchase of 

goods would attract disallowance under section 40A(2). 

(9) Employees’ contribution to PF deposited after the due date mentioned under the PF Act is not allowable 

as deduction as per section 36(1)(va). The same has also been affirmed by the  Gujarat High Court in 

CIT v. Gujarat State Road Transport Corporation (2014) 366 ITR 170.  Hence, in the above solution, 

employees’ contribution to PF has been disallowed while computing business income. Since the same 

has been debited to profit and loss account, it has to be added back for computing business income 
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 Alternate View - An alternate view has, however,  been expressed  in CIT v. Kiccha Sugar Co. Ltd. 

(2013) 356 ITR 351 (Uttarakhand), CIT v. AIMIL Ltd (2010) 321 ITR 508 (Del) and CIT v. Nipso 

Polyfabriks Ltd (2013) 350 ITR 327 (HP) that employees contribution to PF, deducted from the salaries 

of the employees of the assessee, shall be allowed as deduction from the income of the employer -

assessee, if the same is deposited by the employer-assessee with the provident fund authority on or 

before the due date of filing of return for the relevant previous year. If this view is considered, then no 

disallowance would be attracted in this case, since the employees’ contribution has been remitted 

before the due date of filing of return of income. 

(10)  As per section 43B, employers’ contribution to EPF is allowable as deduction since the same has been 
deposited on or before the ‘due date’ of filing of return under section 139(1). Since the same has been 
debited to profit and loss account, no further adjustment is necessary . 

(11) Recovery of a debt which was earlier written off under section 36(1)(vii) and was allowed as deduction 
is chargeable to tax under section 41(4) in the year of such recovery. Accordingly, the amount of ` 1.5 
lakhs has to be added to income despite the fact that the same was credited by the company in a 
reserve account. 

(12)  Donation to an electoral trust and a registered political party is not an allowable expenditure under 
section 37 since it is not laid out wholly or exclusively for the purposes of business or profession.  
Hence, the same has to be added back while computing business income.  

However, donation made by a company to an electoral trust or registered political party is allowable 

deduction under section 80GGB from gross total income, subject to the condition that payment is made 

otherwise than by way of cash. Since the donation to electoral trust is made in cash, the same does 

not qualify for deduction under section 80GGB.  However, donation of ` 1.25 lakh by cheque to a 

registered political party would be eligible for deduction under section 80GGB.  

3. (a)   Computation of total income of Mr. Ram for A.Y.2018-19 

Particulars ` in lakhs ` in lakhs 

Business Income  30.00 

Capital Gains    

Full value of consideration 170.00  

As per section 50C, the full value of consideration would be the higher of -    

     Actual Consideration `  115 lakhs   

     Stamp Duty Value  `  170 lakhs   

Less:  Indexed cost of acquisition (See Note 1)   111.59  

 58.41  

Less: Exemption under section 54F (See Note 2) 44.67  

Long-term capital gain  13.74 

Income from other sources (See Note 3)    2.50 

Total Income  46.24 

Computation of tax payable of Mr. Ram for A.Y.2018-19 

Particulars `  

Long term capital gain (` 13.74 lakhs x 20%) 2,74,800 

Other Income (` 46.24 - ` 13.74 lakhs) at normal slab rates  7,87,500 
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Tax payable 10,62,300 

Education cess@2% 21,246 

SHEC@1% 10,623 

Tax liability 10,94,169 

Tax liability (Rounded off) 10,94,170 

Notes: 

(1) Computation of indexed cost of acquisition: 

Particulars ` in lakhs 

Cost of acquisition 50.00 

Less: Advance received from Mr. Mathur in the previous year 2010-11 and 
forfeited (to be reduced from cost of acquisition as per section 51, since the same 
was received before 1.4.2014) 

 

 
 _ 2.00 

Cost for the purpose of indexation   48.00 

Indexed cost of acquisition (` 48 lakhs x 272/117) 111.59 

(2) When capital gain is assessed on notional basis as per the provisions of section 50C, and the 

higher value i.e., the stamp duty value of ` 170 lakhs under section 50C has been adopted as the 

full value of consideration, the amount of ` 130 lakhs reinvested in the residential house within the 

prescribed period should be considered for the purpose of exemption under section 54F, irrespective 

of the source of funds for such reinvestment [Gouli Mahadevappa v. ITO (2013) 356 ITR 90 (Kar.)]. 

Exemption u/s 54F = 
Cost of new residential house

Capital gains  
Net Sale consideration


 

   
=  ` 58.41 lakhs X ` 130 lakhs  = ` 44.67 

         ` 170 lakhs 

(3) Advance of ` 2.50 lakhs received by Mr. Ram from Mr. Shyam in June, 2017 which was forfeited 

due to the transfer not having materialized, is taxable as per section 56(2)(ix) under the head 

“Income from other sources”, since the same was received on or after 1 st April, 2014.  Hence, 

such amount would not be reduced to compute the indexed cost of acquisition while determining 

capital gains on sale of the property. 

(b)  As per section 64(1)(ii), in computing the total income of any "individual", the remuneration paid to 

spouse by a firm in which the individual has substantial interest shall be liable for clubbing. In the 

present case, Mr. Sujit is not a partner in his individual capacity, but a partner in representative 

capacity. 

The Supreme Court has, in the case of CIT vs. Om Prakash (1996) 217 ITR 785, held that an individual 

can be a partner in a partnership firm in his individual capacity or in the capacity of the Karta of a Hindu 

undivided family or, for that matter, in any other capacity, e.g., as a trustee. Where a person is a partner 

as the Karta of a Hindu undivided family, the capacity in which he is a partner in the partnership firm is 

relevant as between him and the other members of the Hindu undivided family. The income the Karta 

receives as a partner is not his individual income; it is the income of the Hindu undivided family and he 

receives it on behalf of the Hindu undivided family. It is for this reason that the income of the wife 

arising from her membership of the partnership firm, is held not includible in the income of the Hindu 

undivided family since the total income of the Hindu undivided family is not the total income of the 

individual (husband). For section 64(1) to get attracted, it is necessary that the spouse should be a 
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partner in a partnership firm in his individual capacity. It is not attracted where he is a partner as the 

Karta of the Hindu undivided family to which his wife belongs. 

The action of the Assessing Officer in this case is, therefore, not correct.  

(c)  Computation of Tax Liability of Mr. John for the A.Y. 2018-19 as per Chapter XII-A 

Particulars ` ` 

Tax on long term capital gain (` 45,670 × 10%) [See Notes 1 & 2] 4,567  

Tax on interest on debentures being investment income 
(` 1,20,000 × 20%) [See Notes 1 & 3] 

24,000 28,567 

Add: Education cess @ 2%  571 

Add: Secondary and higher education cess @ 1%  286 

Total tax liability  29,424 

Total tax liability (rounded off)  29,420 

Notes: 

(1) Computation of Total Income of Mr. John for the A.Y. 2018-19 as per provisions of Chapter 

XII-A 

Particulars ` ` 

Capital Gains on sale of debentures   

Sale consideration 6,25,000  

Less: Commission to brokers       7,000  

Net sale consideration 6,18,000  

Less: Cost of acquisition (Refer Note 2)   4,50,000  

Long term capital gain 1,68,000  

Less: Exemption under section 115F 1,22,330 45,670 

                            1,68,000 x 4,50,000/6,18,000   

(If within a period of six months after the date of transfer of a long 
term foreign exchange asset, the non-resident Indian invested the 
whole or part of the net consideration in any specified asset, he is 
eligible to claim deduction as per section 115F) 

  

Interest on debentures of Indian company (Refer Note 3)  1,20,000 

Total Income  1,65,670 

(2) As per section 115D, the indexation benefit would not be available for calculating cost of 

acquisition for computing long term capital gains under Chapter XII -A. 

(3) No expenditure is allowed to be deducted from the interest on debentures being the investment 

income as per the provisions of section 115D. Therefore, interest on loan taken for purchase of 

debentures is not deductible. 

(4) As per the provisions of section 115E, the tax rate applicable on investment income is 20% and 

on the long-term capital gain the tax rate applicable shall be 10%.  

(5) The debentures referred to in the question are issued by an Indian company which is not a private 

company and are hence, specified assets. Since the specified assets have been subscribed in 

convertible foreign exchange, they are foreign exchange assets.  
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4.  (a)  The issue under consideration is whether remuneration paid to working partners as per the partnership 

deed can be considered as unreasonable and excessive for attracting disallowance under section 

40A(2)(a) of the Income-tax Act, 1961 even though the same is within the limit prescribed under section 

40(b)(v). 

 The facts of the case are similar to the facts in CIT v. Great City Manufacturing Co. (2013) 351 ITR 

156, wherein, the above issue came up before the Allahabad High Court.  

 The High Court observed that section 40(b)(v) prescribes the limit of remuneration to working partners, 

and deduction is allowable up to such limit while computing the business income. If the remuneration 

paid is within the ceiling limit provided under section 40(b)(v), then, recourse to provisions of section 

40A(2)(a) cannot be taken. 

 The Assessing Officer is only required to ensure that the remuneration is paid to the working partners 

mentioned in the partnership deed, the terms and conditions of the partnership deed provide for 

payment of such remuneration to the working partners and the remuneration is within the limits 

prescribed under section 40(b)(v).  If these conditions are complied with, then the Assessing Officer 

cannot disallow any part of the remuneration on the ground that it is excessive. 

 Hence, applying the rationale of the Allahabad High Court ruling in Great City Manufacturing Co.’s 

case, the increased remuneration which is authorized by the partnership deed and is within the limits 

specified under section 40(b)(v) and paid to working partners, cannot be disallowed by invoking the 

provisions of section 40A(2)(a). 

 The action of the Assessing Officer in this case is, therefore, not correct. 

(b) Section 192(1) requires any person responsible for paying any income chargeable under the head 

“Salaries” to deduct tax at source.  If an employee receives income chargeable under a head other 

than “Salaries”, section 192 does not get attracted at all.  

 The issue under consideration is whether “tips” received by the hotel -company from its customers and 

distributed to the employees fell within the meaning of “Salaries” to attract tax deduction at source 

under section 192. 

 This issue came up before the Supreme Court in ITC Ltd. v. CIT (TDS) (2016) 384 ITR 14 wherein it 

was observed in respect of tips collected by the company from the customers and distributed to the 

employees, the person responsible for paying the employee was not the employer at all, but a third 

person, namely the customer.  As income from tips would be chargeable in the hands of the employees 

as “Income from Other Sources”, on account of such tips being received from customers and not from 

the employer, section 192 would not get attracted at all.  

 The Supreme Court further observed that there was no vested right in the employee to claim any 

amount of tip from his employer.  Tips are purely voluntary amounts that may or may not be paid by 

customers for services rendered to them, and hence, would not fall within the meaning and scope of 

section 15.  Further, the amount of tips collected from the customers by the employer and paid to the 

employees has no reference to the contract of employment at all.  Tips were received by the employer 

in a fiduciary capacity as trustee for payments that were received from customers which they disbursed 

to their employees for service rendered to the customer. There was, therefore, no reference to the 

contract of employment when these amounts were paid by the employer to the employee. Due to this 

reason the tips received by the employees could not be regarded as profits in lieu of salary in terms of 

section 17(3). The payments of collected tips included and paid by way of a credit card by a customer, 

would not be payments made “by or on behalf of” an employer. The  contract of employment not being 

the proximate cause for the receipt of tips by the employee from a customer, such payments would be 

outside the scope of sections 15 and 17 of the Act. 

© The Institute of Chartered Accountants of India



11 

 Applying the rationale of the above Supreme Court ruling to the case on hand, the action of the 

Assessing Officer in treating the company as an assessee-in-default for non-deduction of tax at source 

on the amount of tips collected by the company from the customers and distributed to its employees, 

is not correct. 

(c) Section 78(2) deals with carry forward of losses in case of succession of business. It provides that only 

the person, who has incurred the losses, and no one else, would be entitled to carry forward the same 

and set it off. An exception provided hereunder is in the case of succession by inheritance.  

 Upon dissolution, the partnership firm SD & Co. ceased to exist. Also, the partnership firm, SD & Co., 

and the sole proprietor concern are two separate and distinct units for the purpose of assessment. The 

income earned by the sole proprietor would include his share of loss as an individual but not for the 

loss suffered by the erstwhile partnership firm in which he was a partner.  

 The exception given in section 78(2), permitting carry forward of losses by the successor in case of 

inheritance is not acceptable in the present case since the partnership firm was dissolved and ceased 

to continue. Taking over of business by a partner cannot be considered as a case of inheritance due 

to death as per the law of succession. It was so held by the Delhi High Court in Pramod Mittal v. CIT 

(2013) 356 ITR 456. 

 Therefore, the action of the Assessing Officer in disallowing the claim of set -off of losses suffered by 

the erstwhile partnership firm SD & Co. against the income earned as an individual proprietor is 

correct.  

(d) As per the provisions of section 36(1)(vii), bad debts written off as irrecoverable by the assessee  shall 

be allowed as deduction while computing income under the head “Profit and gains from business or 

profession” in case such debt has been taken into account in computing the income of the assessee in 

the previous year or in any earlier previous year. 

 However, as per the Supreme Court’s ruling in CIT v. T. Veerabhadra Rao, K.Koteswara Rao & Co 

(1985) 155 ITR 152, a successor to a business will be entitled to claim an allowance for bad debt under 

section 36(1)(vii) even though the debt was not incurred by it (i.e., the successor) but was incurred by 

the predecessor before takeover of the business by the successor.  

 Therefore, the claim for bad debts will be allowed even if the relevant debt had been taken into account 

in computing the income of the predecessor only and not in computing the income of the successor. 

 However, it is important that the identity of the business after succession remains the same.  

 Therefore in the present case, deduction under section 36(1)(vii) on account of bad debts of ` 5 lakh 

shall be allowed to ABC Ltd. in relation to a debt incurred by A Ltd. for the division X transferred to 

ABC Ltd., even though the same is not taken into account in computing the income of ABC Ltd. of the 

previous year or any earlier previous year, provided the identity of the business in the hands of ABC 

Ltd. remains the same. 

5.  (a)  The arrangement of routing investment through Country ‘Y’ results into a tax benefit. Since there is no 

business purpose in incorporating company Zen Pvt. Ltd. in Country ‘Y’, it can be said that the main 

purpose of the arrangement is to obtain a tax benefit. The alternate course available in this case is 

direct investment in Revolution (P) Ltd. joint venture by Den Pvt. Ltd. The tax benefit would be the 

difference in tax liabilities between the two available courses. 

 The next question is, does the arrangement have any tainted element? It is evident that there is no 

commercial substance in incorporating Zen Pvt. Ltd. as it does not have any effect on the business risk 

of Den Pvt. Ltd. or cash flow of Den Pvt. Ltd. As the twin conditions of main purpose being tax benefit 

and existence of a tainted element are satisfied, GAAR may be invoked.  
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 Additionally, as all rights of shareholders of Revolution (P) Ltd. are being exercised by Den Pvt. Ltd 

instead of Zen Pvt. Ltd, it again shows that Zen Pvt. Ltd lacks commercial substance. 

 Hence, GAAR provisions can be invoked in this case.  

 (b)   (i)  This proposition is not correct. Under the Explanation to section 251(2) the Commissioner 

(Appeals) in disposing of an appeal, may consider and decide any matter arising out of the 

proceedings in which the order appealed against was passed, even if such matter was not raised 

before him by the appellant. The power of admission of any grounds of appeal is conferred on the 

CIT (Appeals) under section 250(5), if he is satisfied that the omission in the grounds of appeal 

was not wilful or unreasonable.  

(ii) The proposition is not correct. Under section 254(2), the Tribunal may, within 6 months from the 

end of the month in which the order was passed, rectify any mistake apparent from record if it is 

brought to its notice either by the Assessing Officer or by the assessee. However, an amendment 

which has the effect of enhancing an assessment or reducing a refund or otherwise increasing 

the liability of the assessee shall not be made unless a notice has been given to the assessee of 

the intention to do so and a reasonable opportunity of being heard has been given. The Tribunal,  

however, has no inherent power to re-appreciate the correctness of its own decision on merits.  

(iii) This proposition has been negatively stated and is not correct.  Under section 255(4), if the 

members of a Bench of the Tribunal differ in opinion on any point, the point shall be decided 

according to the opinion of the majority, if there is a majority. If the members are equally divided, 

they shall state the point or points on which they differ and the case shall be referred by the 

President of the Appellate Tribunal for hearing on such point or points by one or more members 

of the Tribunal. Such point shall be decided according to the opinion of majority of the memb ers 

of the Tribunal who heard the case, including those who first heard it.  

(c)  Any income arising from an international transaction, where two or more “associated enterprises” enter 

into a mutual agreement or arrangement, shall be computed having regard to arm’s length price as per 

the provisions of Chapter X of the Act. 

 Section 92A defines an “associated enterprise” and sub -section (2) of this section speaks of the 

situations when the two enterprises shall be deemed to associated enterprises. Applying the provisions 

of section 92A(2)(a) to (m) to the given facts, it is clear that “Info tech Ltd.” is associated with RIDA 

Inc. of Germany, as per section 92A(2)(a), because this company holds shares carrying more than 

26% of the voting power in Info tech Ltd. 

Computation of Arm’s Length Price as per cost plus Method  

 Particulars  ` (in crores) 

Gross profit Mark up in case of Mira Industries [an unrelated party]  50.0%  

Less: Differences to be adjusted    

- Value of technical know-how (10% of 50%) 5.0%  

- Quantity discount to RIDA Inc. (15% of 50%) 7.5%  

 37.5%  

Add: Cost of credit to RIDA Inc., (5% of 100%)  5.0%  

Arm’s Length gross mark up 42.5%  

Cost incurred by Info tech Ltd. for executing RIDA Inc ’s work  

[100% - 42.5% = 57.5%] 

 25,00,000 

Add: Adjusted gross profit (` 25,00,000 x 42.5%/57.5%)  18,47,826 
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Arm’s Length billed value  43,47,826 

Less: Actual Billed Income in case of RIDA Inc. (` 2500 x 1500 man 
hours) 

  
37,50,000 

Total Income of Info tech Ltd to be increased by    5,97,826 

6.  (a)  Income chargeable to tax shall be deemed to have escaped assessment for the purpose of section 

147, where a person, being a resident other than not ordinar ily resident in India, holds, as a beneficial 

owner or otherwise any asset located outside India or is a beneficiary of any asset located outside 

India or has a signing authority in any account located outside India. Accordingly, the Assessing Officer 

can serve a notice under section 148 on such assessee requiring him to furnish a return of income 

within the specified period, for the purpose of making an assessment, reassessment or recomputation 

under section 147. 

 Under section 149, an extended time limit of sixteen years is available for issue of notice under section 

148 for an assessment or reassessment, in case income in relation to such assets located outside 

India has escaped assessment.  

 As per Explanation to section 149, the above provisions, so amended by the Finance Act, 2012, would 

also apply to any assessment year prior to A.Y.2013-14.   

 In this case, income chargeable to tax shall be deemed to have escaped assessment for the purpose 

of section 147, since Noorie has assets located outside India. 

 Therefore, on this basis, the Assessing Officer formed a belief that the income has escaped 

assessment and consequently, issued notice under section 148 for 11 assessment years i.e. from 

A.Y.2007-08 to A.Y.2017-18.  

 Hence, the Assessing Officer is justified in invoking reassessment provisions in respect of the earlier 

assessment years also. However, the extended time limit of 16 years for invoking reassessment 

proceedings would be available only in respect of A.Y.2009-10 and thereafter, since Noorie first 

purchased an asset outside India only in July 2008.   

 Accordingly, in view of the above provisions, the action of the Assessing Officer in issuing notices to 

Noorie under section 148 for nine assessment years i.e., from A.Y. 2009-10 to A.Y. 2017-18 is in order. 

However, he cannot issue notice under section 148 for A.Y. 2007-08 and A.Y.2008-09, since the time 

limit of 4 years or 6 years, as the case may be, has since elapsed.  

(b)  As per section 133(6), power is given to an Assessing Officer to issue notice, for the purposes of the 

Act, requiring any person, including a banking company, to furnish information in respect of such points 

or matters or to furnish statement of accounts and affairs verified in the manner specified by the 

Assessing Officer, as may be useful for, or relevant to, any enquiry or proceeding under the Act.  

Therefore, the provisions of this section can be invoked even in case of any enquiry and it is not 

necessary that any proceeding should be pending against the customer for the same.  

However, in respect of an enquiry, in case where no proceeding is pending, this power cannot be 

exercised by any Income-tax authority below the rank of Principal Director or Director or Principal 

Commissioner or Commissioner, other than the Joint Director or Deputy Director or Assistant 

Director, without the prior approval of the Principal Director or Director or Principal Commissioner or 

Commissioner, as the case may be. 

Therefore, the Assessing Officer can issue notice under section 133(6) asking for particulars relating 

to a customer in the specified format duly verified in the prescribed manner from the banking company, 

even if no proceeding is pending against such customer, provided he has obtained the prior approval 

of the Principal Director or Director or the Principal Commissioner or Commissioner, as the case may 

be.  
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Hence, in such a case, the action of bank in refusing to provide the particulars relating to a customer 

as required by the Assessing Officer on the ground that no proceeding was pending against the 

customer, is not correct. 

Note - The Supreme Court, in the case of Kathiroor Service Co-operative Bank Ltd. v. CIT(CIB)(2014) 

360 ITR 0243, held that information of general nature could be called for from banks. In that case, 

since notices had been issued after obtaining the approval of the Commissioner, the assessing 

authority has not erred in issuing the notices to the assessees requiring them to furnish information 

regarding account holders. The Supreme Court, therefore, held that for such enquiry under section 

133(6), the notices could be validly issued by the assessing authori ty. 

(c) As per the provisions of section 281B, there can be provisional attachment to protect the interest of 

Revenue if - 

a. The proceeding for the assessment of any income or for the assessment or reassessment of any 

income which has escaped assessment should be pending. 

b. Such attachment should be necessary for the purpose of protecting the interest of Revenue in the 

opinion of the Assessing Officer.  

c. The previous approval of the Principal Chief Commissioner or Chief Commissioner, Principal 

Commissioner or Commissioner, Principal Director General or Director General or Principal 

Director or Director has been obtained by the Assessing Officer.  

d. The Assessing Officer, may, by an order in writing attach provisionally any property belonging to 

the assessee in the manner provided in the Second Schedule.   

Such provisional attachment shall cease to have effect after the expiry of a period of six months from 

the date of order made under section 281B(1). However, the period can be extended by the Principal  

Chief Commissioner or Chief Commissioner, Principal Commissioner or Commissioner, Principal 

Director General or Director General or Principal Director or Director, as the case may be, for the 

reasons to be recorded in writing for a further period or periods as he thinks fit. The total period of 

extension in any case cannot exceed 2 years or 60 days after the date of order of assessment or 

reassessment, whichever is later.  

The Assessing Officer shall, by order in writing, revoke provisional attachment of a  property made 

under section 281B(1) in a case where the assesse furnishes a guarantee from a scheduled bank, for 

an amount not less than the fair market value of such provisionally attached property or for an amount 

which is sufficient to protect the interests of the revenue. 

(d) Section 276CC provides for prosecution for willful failure to furnish a return of income within the 

prescribed time, in a case where tax would have been evaded had the failure not been discovered.  

Since the amount of tax which would have been evaded does not exceed ` 25 lakh, the imprisonment 

would be for a term of 3 months to 2 years.  In addition, fine would also be attracted.  

However, in a case where the return of income is not filed within the due date, prosecution proceedings 

will not be attracted if the tax payable by the assessee on the total income determined on regular 

assessment, as reduced by the advance tax, if any, paid and any tax deducted at source, does not 

exceed ` 3,000.   

In this case, even though the tax liability of the firm as per the original order of assessment exceeded 

` 3,000, however, as a result of the order of the Commissioner (Appeals), it got reduced to ` 1,000, 

which is less than ` 3,000.  

Therefore, since the tax liability of the firm on final assessment was determined at  

` 1,000, the prosecution proceedings are not maintainable.  
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In Guru Nanak Enterprises v. ITO (2005) 279 ITR 30 , where the facts were similar, the Supreme Court 

held that prosecution was unwarranted. 

7.  (a)  In this case, tax is deductible@5% under section 194H in respect of purchase commission since the 

same exceeds the threshold limit of 15,000 for non-deduction of tax at source thereunder.   Tax has to 

be deducted at the time of credit of such commission to the account of Mr. Kashi or at the time of 

payment of such commission, whichever is earlier. Tax of ` 1,250 (5% of ` 25,000) was deductible on 

11.8.2017 but actually deducted on 31.01.2018.  Tax of ` 4,000 [5% of ` 80,000 (i.e., ` 25,000 +  

` 55,000)] deducted on 31.01.2018 was paid only on 25.8.2018. Since, there has been a delay in 

deduction and deposit of tax, interest under section 201(1A) is attracted.  

 As per the provisions of section 201(1A), if a person who is liable to deduct tax at source fails to deduct 

tax at source or after deducting such tax, fails to pay the tax as required by the Act, then he is liable to 

pay interest as follows – 

(i) 1% for every month or part of month on the amount of such tax from the date on which such tax 
was deductible to the date on which such tax is actually deducted. 

(ii) 1½% for every month or part of month on the amount of such tax from the date on which  such tax 
was deducted to the date on which tax is actually paid. 

Therefore, in the given case, interest under section 201(1A) would be computed as follows – 

 ` 

1% on tax deductible but not deducted i.e., 1% on ` 1,250 for 6 months  75 

1½% on tax deducted but not deposited i.e. 1½% on ` 4,000 for 7 months  420 

Total interest payable under section 201(1A) 495 

(b) This issue came up before the High Court of Allahabad in CIT-II, Lucknow vs. Sahara India Financial 

Corporation Ltd. (2007) 158 Taxman 0435. The High Court held that the provisions of sections 203 and 

206 would be applicable only if tax has been deducted at source by the person concerned and he 

commits default in complying with any of the provisions of section 203 or 206. However, in a case 

where no tax has been deducted at source, the aforesaid provisions would not be attracted.   For failure 

of the assessee in deducting tax at source, penalty can be imposed upon him under section 271C.  

Once a person concerned has been subjected to a penalty under section 271C for not deducting tax 

at source, there would not arise any occasion for levying penalty under sec tion 272A(2)(c) and 

272A(2)(g) for non-compliance of the provisions of sections 206 and 203.  In other words, in case  the 

tax has not been deducted at source, the question of issuing the certificate of tax deducted under 

section 203 and that of filing of return under section 206 would not arise at all. Therefore, the question 

of imposing penalty for violation of the provisions of section 203 and 206 would also not arise.  

Therefore, the action of the Assessing Officer imposing penalty under sections 272A(2)( c) and 

272A(2)(g) in a case where tax has not been deducted at source is not correct in law.  

(c)  The matter relates to the admission or rejection of the application filed before the Authority for Advance 

Rulings on the ground specified in clause (i) of the first proviso to section 245R(2). The said clause 

provides that the Authority shall not allow the application where the question raised in the application 

is already pending before any income-tax authority or Appellate Tribunal or any court.  

 In this case, no application had been filed or contention urged by the applicant foreign company, namely 

Thirsty Drink Inc., before any income-tax authority/Appellate Tribunal/court, raising the question raised 

in the application filed with AAR.  However, one of the Indian companies, namely, Thumbs Up Ltd., 

had raised the question before the Assessing Officer, not on the applicant’s behalf or with a view to 

benefit the applicant, but only to safeguard its own interest, as it had a statutory duty to deduct the 
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proper amount of tax from payments made to the foreign company.  Although the question raised 

pertains to one of the payments made or to be made to the non-resident applicant, it was not one 

pending determination before any income-tax authority in the applicant’s case.  

 Therefore, as held in Ericsson Telephone Corporation India AB v. CIT (1997) 224 ITR 203 (AAR), the 

application filed by the Indian company, Thumbs Up Ltd., before the Assessing Officer cannot be 

treated to have been filed by the foreign company, Thirsty Drink Inc.  

 Hence, the rejection of the application of Thirsty Drink Inc. by the AAR on the ground that the question 

raised in the application is already pending before an income-tax authority is not justified. 

(d) Section 90(2) makes it clear that where the Central Government has entered into a Double Taxation 

Avoidance Agreement with a country outside India, then in respect of an assessee to whom such 

agreement applies, the provisions of the Act shall apply to the extent they are more beneficial to the 

assessee. This means that where tax liability is imposed by the Act, the Double Taxation Avoidance 

Agreement may be resorted to for reducing or avoiding the tax liability.  

However, as per section 90(4), the assessee, in order to claim relief under the agreement, has to obtain 

a certificate [Tax Residence Certificate (TRC)] from the Government of that country, declaring the 

residence of the country outside India. Further, he also has to provide the following information in Form 

No. 10F: 

(i) Status (individual, company, firm etc.) of the assessee; 

(ii) PAN of the assessee, if allotted; 

(iii) Nationality (in case of an individual) or country or specified territory of incorporation or registration 

(in case of others); 

(iv) Assessee's tax identification number in the country or specified territory of residence and in case 

there is no such number, then, a unique number on the basis of which the person is identified by 

the Government of the country or the specified territory of which the assessee claims to be  a 

resident; 

(v) Period for which the residential status, as mentioned in the certificate referred to in section 90(4) 

or section 90A(4), is applicable; and 

(vi) Address of the assessee in the country or specified territory outside India, during the period  for 

which the certificate, as mentioned in (v) above, is applicable.  

However, the assessee may not be required to provide the information or any part thereof, if the 

information or the part thereof, as the case may be, is already contained in the TRC referred to in 

section 90(4) or section 90A(4).  

The Supreme Court has held, in CIT v. P.V.A.L. Kulandagan Chettiar (2004) 267 ITR 654, that in case 

of any conflict between the provisions of the Double Taxation Avoidance Agreement and the Income -

tax Act, 1961, the provisions of the Double Taxation Avoidance Agreement would prevail over those of 

the Income-tax Act, 1961. Mr. Sahu is, therefore, not liable to pay tax on the income earned by him 

provided he submits the Tax Residence Certificate obtained from the government of the other country, 

and provides such other documents and information as may be prescribed. 
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