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21. CASE STUDY  
The assessee, M/s Career Network, a partnership firm comprising of four partners, who have 
contributed capital in the books of the firm, but failed to explain satisfactorily the source of receipt 
in their individual hands. The Assessing Officer has proposed to tax the amounts credited in their 
accounts in the books of the firm as cash credit in the hands of the partnership firm.  
 
Is the action of the Assessing Officer valid?  
 

Issue Involved: 

The issue under consideration is whether capital contribution of the individual 
partners credited to their accounts in the books of the firm can be taxed as cash 
credit in the hands of the firm, where the partners have admitted their capital 
contribution but failed to explain satisfactorily the source of receipt in their 
individual hands. 
 

Provision 
applicable: 

As per section 68, if an assessee fails to explain the nature and source of credit 
entered in its books of account of any previous year, the sum so credited shall be 
charged as to income-tax as income of the assessee of that previous year.  
 

Analysis: 

The facts of the case are similar to the facts in CIT v. M. Venkateswara Rao 
(2015) 370 ITR 212, wherein the above issue came up before the Telengana & 
Andhra Pradesh High Court. The Court observed that the amount sought to be 
treated as income of the firm is the contribution made by the partners to the 
capital. Where the firm explains that the partners have contributed capital, 
section 68 cannot be pressed into service. 
 
The Court further observed that when the amount so contributed constitutes the 
very substratum for the business of the firm, it is difficult to treat the pooling of 
such capital as cash credit. In the absence of any material to indicate that they 
are the profits of the firm, the cash credits cannot be assessed in the hands of 
the firm, though they may be assessed in the hands of individual partners. 
 

Conclusion: 

Hence, applying the rationale of the Telengana and Andhra Pradesh High Court 
ruling to the case on hand, the action of the Assessing Officer, in proposing to tax 
the amounts credited in the partners accounts in the books of the firm as cash 
credit in the hands of the firm is not valid. 
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Question: 
Venkat & Co. a partnership firm was constituted on 01.06.2020 with four partners. All the partners 
contributed ` 10 lakhs each by way of capital. While examining the return of the Assessment Year 
2021-22, the Assessing Officer verified the source of investments made by the partners. Not 
satisfied with the explanation of the partners/firm, the Assessing Officer assessed to tax `  25 
lakhs as unexplained cash credit under section 68 of the Act in the hands of the firm. Decide the 
validity of the action of the Assessing Officer.     

 
Solution: 
When there is a credit in the books of the firm and if the source for such credit is not explained, the 
Assessing Officer may assess the same as deemed income of the assessee of the year of such credit 
by invoking section 68. 
 
When section 68 is invoked for the purpose of taxing the unexplained tax credit, such income is liable 
to tax at 60% under section 115BBE. [Taxable at 78% (including surcharge & cess) plus penalty 
under section 271AAC @ 10% of the credit] 
 
In the case of a firm, the onus of the firm is discharged when the amounts credited in the books of 
account is attributed to the partners who paid the amount to the firm. 
 
The Assessing Officer may well verify the capacity of the partners who contributed the amounts as 
capital and he cannot saddle the firm with addition under section 68. 
 
When the firm was constituted on 01.06.2020 with a capital contribution of ` 40 lakhs by the 
partners, it could not be assessed to tax in its hands since it has come to existence only on that date 
and it could not have earned such income on that date. 
 
Thus the action of the Assessing Officer is not tenable in law. 
 

Case law reference: CIT v. M. Venkateswara Rao (2015) 370 ITR 212 (T & AP). 
 

22. CASE STUDY  
Whether section 14A is applicable in respect of deductions, which are permissible and allowed 
under Chapter VI-A? 

CIT v. Kribhco (2012) 349 ITR 0618 (Delhi) 
 

Facts of the 
case: 

In the present case, the assessee is a co-operative society engaged in marketing of 
fertilizers and purchase and processing of seeds. The assessee had claimed 
deduction under section 80P(2)(d) on dividend income received from NAFED and 
co-operative bank and also on interest on deposits made with co-operative banks. 
 
The Assessing Officer, relying upon section 14A, contended that the aforesaid 
income were not included in the total income of the assessee and therefore, 
expenditure with respect to such income should be disallowed. 
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High Court’s 
Observations: 

The High Court observed that section 14A is not applicable for deductions, which 
are permissible and allowed under Chapter VIA. Section 14A is applicable only if 
an income is not included in the total income as per the provisions of Chapter III of 
the Income-tax Act, 1961. Deductions under Chapter VIA are different from the 
exclusions/exemptions provided under Chapter III. 
 
The words “do not form part of the total income under this Act” used in section 
14A are significant and important.  
 
Income which qualifies for deductions under section 80C to 80U has to be first 
included in the total income of the assessee and then allowed as a deduction.  
 
However, income referred to in Chapter III do not form part of the total income 
and therefore, as per section 14A, no deduction shall be allowed in respect of 
expenditure incurred by the assessee in relation to such income which does not 
form part of the total income. 
 

High Court’s 
Decision: 

The Delhi High Court, therefore, held that no disallowance can be made under 
section 14A in respect of income included in total income in respect of which 
deduction is allowable under section 80C to 80U. 
 
Note – The Department’s Special Leave Petition against the above Delhi High 
Court judgement was dismissed on 15/2/2013. 

 
 

23. CASE STUDY  
Can expenditure incurred in foreign exchange for provision of technical services outside India, 
which is deductible for computing export turnover, be excluded from total turnover also for the 
purpose of computing deduction under section 10AA? 

CIT v. HCL Technologies Limited [2018] 404 ITR 719 (SC) 
 

Facts of the 
case: 

The assessee-company was engaged in the business of development and export 
of computer software and rendering technical services. For the relevant 
assessment year, the assessee claimed deduction under section 10AA as per 
certificates filed in the prescribed form. 
 

Issue: 

The issue under consideration is whether software development charges incurred 
in foreign exchange attributable to the delivery of technical services outside India, 
deductible from export turnover, be excluded from total turnover also for 
computing deduction under section 10AA. 
 

Supreme 
Court’s 
Observations: 

The term “total turnover” has not been defined in section 10AA under which the 
deduction is sought. 
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Clause (i) of Explanation 1 to section 10AA defines “export turnover” to mean the 
consideration that has been received for export of articles/things/services 
received. Normally the consideration will include the freight/telecommunication 
charges/insurance which had been incurred to deliver the article/things or 
expenses incurred in rendering of services outside India. However, clause (i) of 
Explanation 1 specifically seeks to exclude these three categories of expenditure 
for delivering the export of articles/things or expenses incurred in foreign 
exchange in rendering of services outside India. 
 
The Court observed that when a particular word such as “total turnover” is not 
defined by the legislature, ordinary meaning is to be attributed in conformity with 
the context in which it is used. Section 10AA deduction depends on arriving at the 
profit from export business, thus, expenses excluded from “export turnover” must 
also be excluded from “total turnover”, since one of the components of “total 
turnover” is export turnover. 
 
Expenses incurred in foreign exchange for providing the technical services outside 
are thus, to be excluded from total turnover also. 
 

Supreme 
Court’s 
Decision: 

If deductions in respect of freight, telecommunication charges and insurance 
attributable to delivery of articles, things etc. or expenditure incurred in foreign 
exchange in rendering of services outside India are allowed only against export 
turnover but not from the total turnover for computing deduction under section 
10AA, then, it would give rise to inadvertent, unlawful, meaningless and 
illogical results causing grave injustice, which could have never have been the 
intent of the Legislature.  
 
Hence, such expenditure incurred in foreign exchange for providing technical 
services outside India are deductible from total turnover also. 
 

Note - Though the above decision of the Supreme Court is in relation to erstwhile section 10A, the 
same is also relevant in the context of section 10AA. Accordingly, the reference to section 10A and 
the relevant sub - section and Explanation number thereto have been modified in the facts of the 
case and observations and decision of the Supreme Court and given with reference to section 10AA 
and the corresponding sub -sections, Explanation number and clause of Explanation. It may be 
noted that the CBDT has issued Circular No.4/2018 dated 14.8.2018 in relation to erstwhile section 
10A in line with this decision of the Supreme Court. 
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24. CASE STUDY  
X. Ltd. issued debentures in the previous year 2020-21, which were to be matured at the end of 
five years. The debenture holder was given an option of one time upfront payment of ` 60 per 
debenture on account of interest which was to be immediately paid by the company. As per the 
option exercised by the debenture holders, company paid interest upfront to them in the first 
year itself and the same was claimed as deduction in the return of the company. But in the 
accounts, the interest expenditure was shown as deferred expenditure to be written off over a 
period of five years. During the course of assessment, the Assessing Officer spread the upfront 
interest paid over a period of five year term of debentures and allowed only one fifth of the 
amount in the previous year 2020-21. Examine the correctness of the action of Assessing Officer. 

Taparia Tools Ltd v. Joint CIT (2015) 372 ITR 605 (SC) 
 

Facts of the 
case: 

The facts of the case are similar to the facts in Taparia Tools Ltd. v. JCIT (2015) 
372 ITR 605, wherein the above issue came up before the Supreme Court. In that 
case, it was observed that under section 36(1)(iii), the amount of interest paid in 
respect of capital borrowed for the purposes of business or profession, is 
allowable as deduction. 

The moment the option for upfront payment was exercised by the subscriber, the 
liability of X Ltd. to make the payment in that year had arisen. Not only had the 
liability arisen in the previous year in question, it was even quantified and 
discharged as well in that very year. 

 

Issue 

The issue under consideration is whether, in a case where debentures are issued 
with maturity at the end of five years, and the debenture holders are given an 
option of upfront payment of interest in the first year itself, can the entire 
upfront interest paid be claimed as deduction by the company in the first year 
or should the same be deferred over a period of five years; and would the 
treatment of such interest as deferred revenue expenditure in the books of 
account have any impact on the tax treatment. 

 

Supreme 
Court’s 
Observations: 

As per the rationale of the Supreme Court ruling in Taparia Tools Ltd.’s case, 
when the deduction of entire upfront payment of interest is allowable as per 
the Income-tax Act, 1961, the fact that a different treatment was given in the 
books of account could not be a factor which would bar the company from 
claiming the entire expenditure as a deduction. 
 

Supreme 
Court’s 
Decision: 

Accordingly, the action of the Assessing Officer in spreading the upfront interest 
paid over the five year term of debentures and restricting the deduction in the 
P.Y. 2020-21 to one- fifth of the upfront interest paid is not correct. The company 
is eligible to claim the entire amount of interest paid upfront as deduction under 
section 36(1)(iii) in the P.Y. 2020-21. 
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Question: 
Maushyaputra Ltd., issued debentures of ` 5 crores, redeemable after five years. The debenture 
holders were given an option of taking up the interest for all the five years upfront, at a discount. 
All the debenture holders opted for the same. The company complied with the TDS formalities. The 
Assessing officer is of the view that only one-fifth of the interest is allowable in the current year. Is 
the contention of the Assessing Officer correct in law?  

 
Solution: 
The issue under consideration is whether, in a case where debentures are issued with maturity at the 
end of five years, and the debenture holders are given an option of upfront payment of interest in the 
first year itself, whether the entire upfront interest paid be claimed as deduction by the company in 
the first year or should the same be deferred over a period of five years; and would the treatment of 
such interest as deferred revenue expenditure in the books of account have any impact on the tax 
treatment. 
 
Under section 36(1)(iii), deduction of the amount of interest paid in respect of capital borrowed for 
the purposes of business or profession, is allowable as deduction. 
 
The moment the option for upfront payment was exercised by the subscriber, the liability of X Ltd. to 
make the payment in that year had arisen. Not only had the liability arisen in the previous year in 
question, it was even quantified and discharged as well in that very year. 
 
When the deduction of entire upfront payment of interest is allowable as per the Income-tax Act, 
1961, the fact that a different treatment was given in the books of account could not be a factor 
which would bar the company from claiming the entire expenditure as a deduction. 
 
The contention of the AO is not correct. The assessee can claim the entire amount of debenture 
interest paid upfront, in the current year, 
 
The Supreme Court has taken the said view in the case of Taparia Tools Ltd. v. JCIT (2015) 372 ITR 
605. 
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25. CASE STUDY  
Mr. Dhanapal, a resident individual, sold a house plot purchased 48 months back for ` 70 lakhs 
and invested the net sale proceeds in purchase of a residential house within 6 months from the 
date of sale. He does not own any other residential house. The new house, however, is in the 
name of his wife. The Assessing Officer refuses to grant exemption under section 54F on the 
ground that the new residential house is not in the name of the assessee. 
 
Is the rejection justified? 
 

Issue involved 
 

The issue under consideration in this case is whether exemption under section 
54F can be denied to the assessee, if the net sale proceeds of a long term capital 
asset are invested in a new residential house within the stipulated time limit but 
the said house is purchased in the name of his wife and not in his name. 
 

Provisions 
involved 
 

Section 54F requires purchase or construction of a residential property within 
the specified period. It does not require purchase of new residential house 
property in the name of the assessee himself. It only requires the assessee to 
purchase or construct a residential house within the stipulated time limit. 
 

Analysis 
 

In this case, Mr. Dhanapal had not purchased the new house in the name of a 
stranger or somebody who is unconnected with him, but had purchased it in the 
name of his wife. The entire investment for purchase of new residential house 
had come out of the sale proceeds of the plot belonging to Mr. Dhanapal and 
there was no contribution from his wife. 
 
Therefore, having regard to the rule of purposive construction and the object of 
enactment of section 54F, Mr. Dhanapal is entitled to claim exemption u/s 54F 
in respect of utilization of sale proceeds of plot of land for investment in 
residential house property in the name of his wife. 
 

Conclusion 
 

As a consequence, the action taken by the Assessing Officer in rejecting the 
claim for deduction under section 54F in the hands of Dhanapal due to the 
reason that he had invested the sale proceeds in purchasing a new residential 
house in the name of his wife rather than in his name, is not valid. 
 
Reference may be made to the decision in CIT v. Kamal Wahal (2013) 351 ITR 
4. 
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Class Notes 


