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OLD COURSE 

FINAL COURSE- GROUP II 

 
PAPER – 7: DIRECT TAX LAWS 

SYLLABUS: 100%-A 

 
SUGGESTED ANSWERS 

 
Question No.1 is compulsory. 

Answer any five questions from the remaining six questions 

 

Question 1: 
 

(a) Aries Tubes Private Ltd. went into liquidation on 01.06.201 5. The company 
was seized and possessed of the following funds prior to the distribution of 
assets to the shareholders: 

Rs. 
Share Capital (issued on 01.04.2011) 5,00,000 
Reserves prior to 1.6.2015 3,00,000 
Excess realization in the course of liquidation 5,00,000 
Total 13,00,000 

 

There are 5 shareholders, each of whom received Rs. 2,60,000 from the 
liquidator  in full settlement. The shareholders desire to invest the resultant 

element  of capital gains in long - term specified assets as defined in section 
54EC. You are required to examine the various issues and advice the 

shareholders about their liability to income tax. 
 

Answer: 
(8 marks) 

 

 
Under section 46(1), where the assets of a company are distributed to its 

shareholders on its liquidation, such distribution shall not be regarded as transfer 

in the hands of the company for the purpose of section 45. 

 
However, under section 46(2), where the shareholder, on liquidation  of  a  

company, receives any money or other assets from the company, he shall be 

chargeable to income -tax under the head “capital gains”, in respect of the 

money so received or the market value of the other assets on the date of 

distribution as reduced by the amount of dividend deemed under section 

2(22)(c) and the sum  so  arrived  at shall be deemed to be the full value of the 

consideration for the purposes of section 48. 

As per section 2(22)(c), dividend includes any distribution made to the 

shareholders of a company on its liquidation, to the extent to which the distribution 

is attributable to the accumulated profits of the company immediately before its 
liquidation, whether capitalized or not. 

 
In this case, the accumulated profits immediately before liquidation is Rs. 
3,00,000. The share of each shareholder is Rs. 60,000 (being one-fifth of Rs. 
3,00,000). An amount of Rs. 60,000 is the deemed dividend  under  section   
10(34) in the hands of the shareholder, since the company is liable to dividend 
distribution tax in respect of the same.   
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Therefore, Rs. 2,00,000 [i.e. Rs. 2,60,000 minus Rs. 60,000, being the deemed 
dividend under section 2(22)(c)] is the full value of consideration in the hands 
of each shareholder as per section 46(2). Against this, the investment of  Rs.  
1,00,000 by each shareholder is to be  deducted to arrive at the capital gains of  
Rs. 1,00,000 of each shareholder. The benefit of indexation is available to the 
shareholders (since the shares are held for more than 36 months and hence 
long- term capital asset), but could not be computed in the absence of required 
information. Since the equity shares are not listed, it would not be liable for 
Securities Transaction Tax and hence, the capital gain (long term) is not 
exempt under section 10(38). The benefit of concessional rate of tax @10% 
without indexation would also not be available. Hence, such long term capital 
gain would be taxable @ 20% with indexation benefit. 

Exemption under section 54EC is available only where there is an actual 

transfer  of capital assets and not in the case of deemed capital gain as per the 

decision rendered in the case of CIT v. Ruby Trading Co (P) Ltd (2003) 259 ITR 

54 (Raj). Therefore, exemption under section 54EC will not be available in this 

case since it is deemed transfer and not actual transfer. 

Note: However, in case a view is taken that on liquidation of a company, the 
shareholders right in the said company is relinquished or extinguished and the 
consideration received by the shareholder is for such relinquishment or 
extinguishment of rights of the shareholder, then, this transaction  shall  be  
transfer as per section 2(47) and the exemption under section 54EC in respect 
of  the capital gain arising from the said transaction shall be available. 

 
(b) Mayur gifted amount of Rs. 5,00,000 to the wife of his brother which was used by 

her for the purchase of a house and simultaneously, on the same day, Mayur‟s 
brother gifted shares owned by him in a foreign company worth Rs. 5,00,000 to the 
minor son of Mayur. What will be the impact of such transfers in the hands of both 
the transferors and the transferees? 

(4 marks) 
Answer: 
 

In the given case, Mayur is making a gift of Rs. 5,00,000 to the wife of his brother 
for the purchase of a house by her and simultaneously, his brother is making a gift 
to the minor son of Mayur, shares owned by him in a foreign company worth Rs. 
5,00,000. These transfers are in the nature of cross transfers. Accordingly, the 
income from the assets transferred would be assessed in the hands of the 
deemed transferor because the transfers are so intimately connected to form part 
of a single transaction and each transfer constitutes consideration for the other by 
being mutual or otherwise. 

 
The Supreme Court has, in CIT vs. Keshavji Morarji (1967) 66 ITR 142, held 
that if two transactions are inter-connected and are part of the same transaction in 
such a way that it can be said that the circuitous method was adopted as a device 
to evade tax, the implication of clubbing provisions would be attracted. 
 
Accordingly, the income arising to the wife of Mayur's brother from the house 
property would be included in the total income of his brother and the dividend from 
shares transferred to Mayur's minor son would be taxable in the hands of Mayur. 
This is because both Mayur and his brother are the indirect transferors of the 
income yielding assets to their minor child and spouse, respectively, with an 
intention to reduce their burden of taxation. 
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However, since husband‟s brother and father‟s brother fall within the definition of 
“relative” under Section 56(2)(vii), hence , the sum of money and property, 

respectively, received from them would be exempt in the hands of the concerned 
transferee. 

 
(c) SD & Co. a partnership firm, was dissolved and as per dissolution deed of the 

partnership firm, with effect from 17th August, 2017. Sanjay, one of the partners of 
erstwhile firm took over the entire business of the partnership firm in his individual 
capacity including fixed assets, current assets and liabilities and the other partners 
was paid his dues. He then continued the business as a sole proprietor with effect 
from that date. The assessee, relying on section 78(2), claimed the set-off of the 
losses suffered by the erstwhile partnership firm against his income earned as an 
individual proprietor, considering the case as a inheritance of business. The claim 
of the assessee was disallowed by the Assessing Officer. 
Examine the correctness of the action of the Assessing Officer. 

(4 marks) 
Answer: 

 

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) An individual resident in India, having income earned outside India in a 
country with which no agreement under section 90 exists, asks you to explain 
whether the credit for the tax paid on the foreign income will be allowed against 
his income-tax liability in India. 

(4 marks) 
Answer: 

 

The assessee is a resident in India and accordingly, the income accruing or 
arising to him globally is chargeable to tax in India. However, section 91 specifies 
that if a person resident in India has paid tax in any country with which no 
agreement under section 90 exists, then, for the purpose of relief or avoidance of 
double taxation, a deduction is allowed from the Indian income-tax payable by 
him, of a sum calculated on such doubly taxed income at Indian rate of tax or the 
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rate of tax of such foreign country, whichever is lower, or at the Indian rate of tax, 
if both the rates are equal. Accordingly, the assessee shall not be given any credit 
of the tax paid on the income in other country, but shall be allowed a deduction 
from the Indian income-tax payable by him as per the scheme of section 91. 

 

Question 2: 
 

(a) The partnership deed of a firm does not specify the remuneration payable to each 
individual working partner but lays down the manner of fixing the remuneration as 
follows: 
In case the book profits of the firm are up to Rs. 3 lakhs, then the partners would 
be entitled to remuneration up to Rs. 1.50 lakhs or 90% of book profits, whichever 
is more. In respect of balance book profits, it is 60%. “Book profits” shall be 
computed as defined in section 40(b) of the Income-tax Act, 1961. In case there is 
a “loss‟ in a particular year, the partners shall not be entitled to any remuneration. 
Remuneration payable to the working partners should be credited to the 
respective accounts at the time of closing of the accounting year and the working 
partners shall be entitled to equal remuneration. 

 
 

 
Answer: 

Can the firm claim deduction in respect of remuneration paid to the working 
partners? 

(4 marks) 

 
As per section 40(b), payment of remuneration to a working partner which is 
authorized by and is in accordance with the terms of the partnership deed is 
allowable as a deduction to the extent it does not exceed the limits specified in 
section 40(b)(v). 

 
The issue under consideration is whether, in a case where the partnership deed 
does not specify the amount of remuneration payable to each partner, but lays 
down the manner of fixing the remuneration, can payment of such remuneration 
be allowed as deduction. 

 
In this regard, the CBDT had, vide Circular No. 739 dated 25.3.1996, clarified that 
no deduction under section 40(b)(v) will be admissible unless the partnership 
deed either specifies the amount of remuneration payable to each individual 
working partner or lays down the manner of quantifying such remuneration. 

 
The High Court, in CIT v. Anil Hardware Store (2010) 323 ITR 368 (HP), has held 
that where the manner of fixing the remuneration of the working partners is 
specified in the partnership deed, the assessee-firm would be entitled to deduct 
the remuneration paid to such partners, subject to the limits specified under 
section 40(b)(v). 

 
Therefore, in this case, since the partnership deed lays down the manner of 
quantifying the remuneration payable to working partners, the firm is entitled to 
deduction subject to the limits specified in section 40(b)(v). 
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(b) Discuss, with the aid of case laws, whether the following expenditure would qualify for 
deduction under section 37 while computing income under the head “Profits and gains of 
business or profession” – 

 
(i) Commission paid to doctors by a diagnostic centre for referring patients for 

diagnosis; 
(ii) Freebies provided by pharmaceutical companies to medical practitioners; and 
(iii) Amount paid by a construction company as regularization fee for compounding an 

offence for violating building bye-laws 
(6 marks) 

Answer: 
 

(i) No; the expenditure is not allowable as deduction under section 37. The Punjab & 
Haryana High Court, in CIT v. Kap Scan and Diagnostic Centre P. Ltd. (2012) 344 ITR 

476, observed that as per the Indian Medical Council (Professional Conduct, Etiquette 
and Ethics) Regulations, 2002, no physician shall give, solicit, receive, or offer to give, 
solicit or receive, any gift, gratuity, commission or bonus in consideration of a return for 
referring any patient for medical treatment. 

 
The demanding as well as paying of such commission is bad in law. It is not a fair 
practice and is opposed to public policy. Applying the rationale and considering the 
purpose of Explanation to section 37(1), the assessee would not be entitled to deduction 
of payments made in contravention of law. Similarly, payments which are opposed to 
public policy being in the nature of unlawful consideration cannot also be claimed as 
deduction. Thus, the High Court held that commission paid to doctors for referring 
patients for diagnosis is not allowable as a business expenditure. 

 
(ii) No; the expenditure is not allowable as deduction under section 37. The Himachal 

Pradesh High Court in, Confederation of Indian Pharmaceutical Industry (SSI) v. 

CBDT (2013) 353 ITR 388, observed that as per Indian Medical Council (Professional 
Conduct, Etiquette and Ethics) Regulations, 2002, every medical practitioner and his or 
her professional associate is prohibited from accepting any gift, travel facility, hospitality, 
cash or monetary grant from any pharmaceutical and allied health sector industries. This 
is a salutary regulation in the interest of the patients and the public, considering the 
increase in complaints against the medical practitioners prescribing branded medicines 
instead of generic medicines, solely in lieu of gifts and other freebies granted to them by 
some particular pharmaceutical industries. 

 
The Court also observed that CBDT, considering the fact that the claim of any expense 
incurred in providing freebies to medical practitioners is in violation of the provisions of 
Indian Medical Council (Professional Conduct, Etiquette and Ethics) Regulations, 2002, 
has, vide Circular No.5/2012 dated 1.8.2012, clarified that the expenditure so incurred 
shall be inadmissible under section 37(1). The disallowance shall be made in the hands 
of such pharmaceutical company which has provided aforesaid freebies and claimed it 
as a deductible expense in its accounts against income. 

 
Note: The Court, however, observed that if the assessee satisfies the assessing authority 
that the expenditure incurred is not in violation of the regulations framed by the Medical 
Council then it may legitimately claim a deduction, but it is for the assessee to satisfy the 
Assessing Officer that the expense is not in violation of the Medical Council Regulations. 

 
(iii) No; the expenditure is not allowable as deduction under section 37. The Karnataka 

High Court in, Millennia Developers (P) Ltd. v. DCIT (2010) 322 ITR 401, held that the 
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amount paid by way of regularisation fee to compound an offence for deviations made 
while constructing a structure and for violating the plan sanctioned in terms of approved 
building bye laws is in the nature of penalty, and hence does not qualify for deduction 
under section 37. Merely describing the payment as a regularisation fee or 
compounding fee would not alter the character of the payment. 
 

(c) Can prosecution be launched for each of the following actions or defaults committed?  If 
yes, then explain the relevant provisions of the Act and the quantum of prescribed 
punishment. 
(i) The assessee had restrained and not allowed the officer authorized as per section 

132(1)(iib) of the Act to inspect the documents maintained in the form of electronic 
record and the books of accounts. 

(ii) The assessee deliberately has failed to comply with the requirement of section 
142(1) and/or 142(2A). 

(iii) The assessee deliberately has failed to make the payment of the tax collected 
under section 206C. 

(6 marks) 
Answer: 

 
(i) Failure to afford facility to the officer authorized as per section 132(1)(iib) is a case for 

which prosecution can be launched under section 275B and such person shall be 
punishable with rigorous imprisonment for a term which may extend to two years and 
shall also be liable to fine. 

(ii) Willful failure to produce books of account and documents as required under section 
142(1) or willful failure to comply with a direction to get the accounts audited under 
section 142(2A) is a case for which prosecution can be launched under section 276D 
and such person shall be punishable with rigorous imprisonment for a term which may 
extend to one year and with fine. 

(iii) Deliberate failure to deposit the tax collected under section 206C to the credit of the 
Central Government is a case for which prosecution can be launched under section 
276BB and such person shall be punishable with rigorous imprisonment for a term 
which shall not be less  than  three months but which may extend to seven years and 
with fine. 

 

Question 3: 
 

Sasoor Ltd., engaged in the business of manufacturing, shows a net profit of Rs. 450 lakhs in 

its profit and loss account for the year ended 31-03-2018 after debiting and crediting the 
following items: 

(i) Depreciation provided in accounts as per straight line basis Rs. 30 lakhs. 

(ii) The company has made cash payments for purchases and expenditures as below: 

 
On 20-07-2017 Rs. 5.5 lakhs (for purchase of agricultural produce) On 17-01-2018 Rs. 6 

lakhs (Due to cash demanded by the supplier) On 01-04-2017 Rs. 12 lakhs (a bank holiday) 

Cash payments made to transport operator for hiring of lorry are as follows: 10-06-2017 Rs. 

25,000; 25-08-2017 Rs. 70,000; 10-02-2018 Rs. 40,000. 

(iii) It incurred revenue expenditure of Rs. 7.5 lakhs towards scientific research on in-house 

approved research and development facility under section 35(2AB). 

(iv) Dividend received from a foreign company Rs. 6 lakhs, in  which  Sasoor  Ltd. holds 

30% in nominal value of equity share capital of the company. Rs. 50,000 spent on 

earning this income. 
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(v) Professional charges to a consultant including GST shown separately was Rs. 

2,95,000. Tax was not deducted on the GST portion on the payment. 

(vi) The company has also purchased goods of Rs. 55 lakhs from M/s. ABC Ltd. in which 

Directors have substantial interest. The market value  of the goods is Rs.  50 lakhs. 

(vii) Employer‟s contribution of Rs. 3.5 lakhs and Employee‟s contribution of Rs. 3.5 
th 
         lakhs to the Provident Fund for the month of March, 2018 were remitted on 14 August, 

2018. 

(viii) It paid Rs. 75,000 to an electoral trust by cash and Rs. 1,25,000 by cheque to a 

registered political party. Both these are debited to Profit and Loss Account. 

Additional information: 

(1) Depreciation allowable as per the Income-tax Rules, 1962 is Rs. 48 lakhs. 

(2) There was a purchase of second hand machinery of Rs. 50 lakhs on 23.10.2017 by a 

bearer cheque in single payment. Depreciation on such plant  and machinery  has not 

been included in amount of depreciation provided in  point  no.  (1) above. 

(3) Out of an amount of Rs. 3 lakhs written  off in the  F.Y. 2013-14 as irrevocable  from a 
debtor; Rs. 1.5 lakhs was recovered on 19-9-2017 and credited to a reserve account. 

Analyse and apply the relevant provisions of the Income -tax Act, 1961 to compute  the total 
income of Sasoor Ltd. for the Assessment Year 2018-19 indicating in brief, the reason for 

treatment of each item. Ignore the provisions relating to minimum alternate tax. 

(16 Marks) 

 

Answer: 

 

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

Particulars Amount (Rs.) 

Profits and Gains from Business and Profession   
4,50,00,000 Net profit as per profit and loss account  

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 Rs. 10,000 made in cash for 
purchases and expenditure 
(Note 2) 

 
 

6,00,000 

- Disallowance under section 40A(3) for cash payment 

exceeding Rs. 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 4) 

 
 

7,50,000 

- Expenditure on earning dividend from foreign 
company not deductible (Note 5) 

50,000 

- Tax has not been deducted on the GST 
component of professional charges paid to 
consultant (Note 6) 

- 
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- Disallowance under section 40A(2) for excess 
payment to related person (Note 7) 

 

5,00,000 

- Employee‟s contribution to EPF (Note 8) 3,50,000 

- Employer‟s contribution to EPF (Note 9) - 

- Donations to electoral trust and registered 

political party 
(Note 11) 

 
 2,00,000 

 
 55,60,000 

 
Less: Items credited but to be considered 

separately or to be allowed/ permissible 
expenditure and allowances 

 5,05,60,000 

- 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 4) 

 
 

11,25,000 

 

- Dividend received from foreign company to be 
considered under thehead “Income 
fromothersources” 
(Note 5) 

 

6,00,000 

 

 65,25,000 

 

Add: Recovery of bad debts credited in reserve but 
chargeable under section 41(4) (Note 10) 

 4,40,35,000 

 
  1,50,000 

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

Income from Other Sources 
6,00,000 

 

Dividend from foreign company (Note 5)   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 11) 

   1,25,000 

Total Income  4,46,60,000 

Notes: 

(1) Depreciation provided in the accounts on straight line basis (i.e.,  Rs. 30 lakhs)  has to 
be added back and depreciation calculated as per Income-tax Rules, 1962 (i.e. Rs. 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 Rs. 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 Rs. 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 
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either o n account of holiday or strike or where the payment is  made for the purchase of 

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

agricultural produce and cash payment of Rs. 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 Rs. 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 Rs. 35,000 per day 

is permissible. Therefore, cash payment of Rs.  25,000  on  10-6-2017 would not attract 

disallowance under section 40A(3). However, cash payments of Rs. 70,000 and Rs. 

40,000 on 25.8.2017 and 10.02.2018, respectively, would attract disallowance under 

section 40A(3) since the same exceeds Rs. 35,000 per day in cash. 

(4) 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 Rs. 

7.5 lakhs is first added back and thereafter, deduction of Rs. 11.25 lakhs (i.e., 150% of 

Rs. 7.5 lakhs) has been provided under section 35(2AB). 

(5) 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 Rs. 6 lakhs received by Sasoor 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 Rs. 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, Rs. 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. 

(6) 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. 

(7) ABC Ltd. is a related person under section 40A(2), since the directors of the  Sasoor Ltd. 
have substantial interest in ABC Ltd. Therefore, excess payment  of  Rs. 5 lakh to ABC 

Ltd. for purchase of goods would attract disallowance under section 40A(2). 

(8) 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 bee n 
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 
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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 

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) a nd 

 
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. 

 
(9) 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 . 

(10) 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 Rs. 1.5 lakhs has to be added to income despite 

the fact that the same was credited by the company in a  reserve  account. 

(11) 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 busines s 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 Rs. 1.25 lakh by cheque to a registered political party would be eligible for 

deduction under section 80GGB. 

 
Question 4: 
 

Answer any four out of the following five cases (Your answer should cover these aspects: (i) 
Issue involved, (ii) Provisions applicable, (iii) Analysis and (iv) Conclusion): 
 
(a) ECO & Co. filed an application for advance ruling for A.Ys. 2010-11, 2011-12 and 2012-

13 with the Authority for Advance Ruling (AAR). For the assessment years 2010-11 and 
2011- 12, notices under section 143(2) were issued to the assessee and subsequently, 
before the date of filing application with AAR, notice under section 142(1) along with 
questionnaire was issued. For the assessment year 2012-13, notice under section 
143(2) was issued before the date of filing of application with the AAR and notice under 
section 142(1) along with questionnaire was served on the assessee after the date of 
filing of application with the AAR. Can the AAR reject the application on the ground that 
proceedings are already pending? (You may assume that the provisions relating to 
Advance Ruling for the earlier assessment years were the same as those prevailing for 
the A. Y. 2017-18) 

(4 Marks) 

(b) Atlant Italy, a company incorporated in France, was engaged in manufacture, trade and 
supply equipment and services for GSM Cellular Radio Telephones Systems. It supplied 
hardware and software to various entities in India. Software licensed by assessee 
embodied the process which is required to control and manage the specific set of 
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activities involved  in the business use of its customers. Software was also made 
available to its customers, who used it to carry out their business activities. The 
Assessing Officer contented that the consideration for supply of software embedded in 
hardware is 'royalty' under section 9(1)(vi) Examine the correctness of the action of the 
Assessing Officer. 

(4 Marks) 
 
(c) Mrs. Santosh filed her return of income for the A.Y.2017-18 declaring total income of 

Rs. 3.15 Lakhs. The return was processed under section 143(1) and later, the case was 
selected for scrutiny and statutory notice under section 143(2) was issued. The 
Assessing Officer, after being satisfied with the replies given for the enquires, 
completed the assessment by accepting the declared income. Subsequently, the 
Commissioner invoked revisionary jurisdiction under section 263, holding that the 
Assessing Officer had not made enquiry properly. Is invoking of revisionary jurisdiction 
under section 263 justified? 

(4 Marks) 

 
(d) Kumar Bros, the assessee, is a partnership firm. During the course of assessment 

proceedings, the Assessing Officer noticed that huge amount of cash was accepted by 
the firm from its partners during the relevant year corresponding to the AY 2017-18. The 
Assessing Officer was of the view that interest was given to partners on amounts 
advanced, which conclusively proved that the transaction are between different persons 
whereby the firm has accepted loans in cash from the partners and thereby initiated 
penalty proceeding under section 271D in view of violation of section 269SS. Is the 
action of Assessing Officer tenable in law? 

(4 Marks) 
 
(e) 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? 

(4 Marks) 

 

Answer: 

 

(a) 

 
(i) Issue Involved: The issue under consideration in this case is whether the Authority 

for Advance Rulings can reject an application for advance ruling on the ground that 
proceedings are already pending before an income-tax authority, where a notice 
under section 143(2) in pre-printed format has been served. 

(ii) Provisions applicable: As per the proviso to section 245R(2), the Authority for 

Advance Rulings shall not allow the application where the question raised in the 
application is already pending before any income-tax authority. 

(iii) Analysis: The facts of the case are similar to the facts in Hyosung Corporation v. 

AAR (2016) 382 ITR 371, wherein the above issue came up before the Delhi High 
Court. The Court observed that mere issue of notice under section 143(2) in pre- 
printed format will not amount to „proceedings pending‟ for the purpose of applying 
the proviso to section 245R(2). However, issue of notice under section 142(1) 
accompanied by a questionnaire before filing of the application by the assessee with 
the AAR would tantamount to „proceedings pending‟ before an income-tax authority. 
 

(iv) Conclusion: Thus, applying the rationale of the Delhi High Court ruling to the case 
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on hand, the application for the assessment year 2012-13 cannot be rejected by the 
AAR since notice under section 142(1) issued for the assessment year 2012-13 after 
the date of filing of application will not result in the proceedings being „already 
pending‟ before an Income-tax authority. 

 

However, for the assessment years 2010-11 and 2011-12, the rejection of the application 
by AAR is tenable in law, since notice under section 142(1) along with detailed 

questionnaire was issued before the date of filing of such application. 
 

(b) 
 

(i) Issue Involved: The issue under consideration in this case is whether consideration 

for supply of software embedded in hardware would tantamount to „royalty‟ for 
attracting deemed accrual of income under section 9(1)(vi). 

(ii) Provisions applicable: As per section 9(1)(vi), income by way of royalty payable by 
a person who is a non-resident would be deemed to accrue or arise in India, where 
the royalty is payable in respect of any right, property or information used or services 
utilized for the purposes of a business or profession carried on by such person in 
India or for the purposes of making or earning any income from any source in India. 

For this purpose, royalty includes transfer of all or any right for use or right to use a 
computer software irrespective of the medium through which such right is 
transferred. 

(iii) Analysis: The facts of the case are similar to the facts in CIT v. Alcatel Lucent 

Canada (2015) 372 ITR 476, wherein the above issue came up before the Delhi 
High Court. The Court observed that the software supply is an integral part of GSM 
mobile telephone system and is used by the cellular operators for providing cellular 
services to its customers. Where payment is made for hardware in which the 
software is embedded and the software does not have independent functional 
existence, no amount could be attributed as „royalty‟ for software in terms of section 
9(1)(vi). 

(iv) Conclusion: In this case, if it is assumed that the software that was loaded on the 

hardware and embedded in the system does not have any independent existence, 
then, there could not be any independent use of such software. If it is so assumed, 
the rationale of the Delhi High Court ruling can be applied to the case on hand. 
Accordingly, the action of the Assessing Officer in treating the consideration for 
supply of software embedded in hardware as royalty under section 9(1)(vi) is not 
correct. 

 

 
Note - Alternate Answer: The fact that the software does not have independent 
functional existence forms the basis of the rationale of the Delhi High Court 
ruling. Since this fact is not explicitly given in the question and neither can it be 
inferred from the information given in the question, it is possible to take a view 
that the software has independent functional existence owing to which 
consideration for supply of software embedded in hardware would tantamount to 
‘royalty’. This view is possible owing to the language of the question wherein it 
has been stated that the software is also made available to its customers, who 
used it to carry out their business activities. Accordingly, if this view is taken, 
then, the action of the Assessing Officer in treating the consideration for supply 
of software having independent functional existence as royalty under section 
9(1)(vi) would be correct. 
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(c) 

 
(i) Issue Involved: The issue under consideration is whether mere non-mention or non- 

discussion of enquiry made by the Assessing Officer in the assessment order 
justifies invoking of revisionary jurisdiction under section 263 by the Commissioner. 
 

(ii) Provisions applicable: As per Explanation 2 to section 263(1), an order passed by 

the Assessing Officer shall be deemed to be erroneous in so far as it is prejudicial to 
the interests of the revenue, if, in the opinion of the Commissioner, the order is 
passed without making inquiries or verification which should have been made. In 
such a case, the Commissioner can invoke revisionary jurisdiction under section 263. 

 
(iii) Analysis: The facts of the case are similar to the facts in CIT v. Krishna Capbox 

(P) Ltd. (2015) 372 ITR 310, wherein the above issue came up before the Allahabad 
High Court. The Court observed that in a case where all necessary enquiries were 
made, mere non-discussion or non-mention in the assessment order cannot lead to 
the assumption that the Assessing Officer did not apply his mind or that he had not 
made any enquiry on the subject for the Commissioner to invoke revisionary 
jurisdiction under section 263. 

 
If queries raised during the assessment proceedings have been satisfactorily 
responded to by the assessee, the mere fact that it is not dealt with in the 
assessment order would not lead to a conclusion that proper enquiry was not made. 
 

(iv) Conclusion: In this case, it is assumed that the necessary enquiries were made by 

the Assessing Officer, but the Commissioner invoked revisionary jurisdiction under 
section 263 merely due non-discussion/non-mention of the same in the assessment 
order. Accordingly, applying the rationale of the Allahabad High Court ruling to the 
case on hand, where necessary enquiries were made by the Assessing Officer and 
satisfactory replies were given by Mrs. Santosh, the action of the Commissioner in 
invoking revisionary jurisdiction under section 263 on the ground that the Assessing 
Officer had not made enquiry properly is not justified. 
 
Note - Alternate Answer: The non-discussion or non-mention of enquiry made by 
the Assessing Officer in the assessment order forms the basis of the rationale of 
the Allahabad High Court ruling. This is, in fact, the reason why the Commissioner 
came to a conclusion that the Assessing Officer had not made proper enquiries in 
the said case. Since this fact is not explicitly given in the question nor can it be 
inferred from the information given in the question, it is possible to answer the 
question on the understanding that the Assessing Officer had in fact not made 
proper enquiry which ought to have been made. In such a case, the Commissioner 
can invoke revisionary jurisdiction by applying the provisions of section 263(1) read 
with clause 
(a) of Explanation 2 thereto. 

 

(d) 

 
(i) Issue Involved: The issue under consideration is whether penalty under section 

271D is imposable for cash loans/deposits received by a firm from its partners in 
violation of the provisions of section 269SS. 
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(ii) Provisions applicable: Section 269SS prohibits any person from taking any loan or 
deposit exceeding prescribed limit, otherwise than by way of account payee cheque/ 
bank draft or use of electronic clearing system through a bank account. In case of 
contravention of the provisions of section 269SS, penalty equal to the amount of loan 
or deposit is leviable under section 271D. 
Section 273B provides that no such penalty would be leviable if the assessee proves 
that there is reasonable cause for such failure. 
 

(iii) Analysis: The facts of the case are similar to the facts in CIT v. Muthoot Financiers 
(2015) 371 ITR 408, wherein the above issue came up before the Delhi High Court. 
The Court observed that one view is that a partnership firm not being a juristic 
person, the inter se transaction between the firm and partners are not governed by 
the provisions of sections 269SS and 269T. A contrary view is that the partners of 
the firm are distinct as civil entities while the firm as such is a separate and distinct 
unit for the purpose of assessment. 
 

(iv) Conclusion: The Delhi High Court opined that the two different legal interpretations 
on the relationship between firm and partners could constitute a reasonable cause in 
a given case for not invoking section 271D read with section 273B. The issue being a 
debatable one, there was reasonable cause for not levying penalty. Hence, applying 
the rationale of the Delhi High Court ruling to the case on hand, the action of the 
Assessing Officer, in levying penalty under section 271D in this case is not tenable 
in law. 

 

(e) 

 
(i) 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. 
 

(ii) Provisions 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. 
 

(iii) 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. 
 

(iv) 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 5: 
 

(a) The Assessing Officer completed the assessment under section 143(3) on the basis of 
the returned income filed by Phi Ltd. for a certain assessment year. However, the 
Assessing Officer initiated reassessment proceeding under section 147 as he had 
reason to believe that income had escaped assessment on account of certain 
deductions allowed under section 37 which are not incurred wholly and exclusively for 
the purpose of business and accordingly, he issued notice under section 148. However, 
after sufficient enquiries made by him, he came to the conclusion that no additions were 
required on account of these expenses, since such expenses were ultimately found to 
be incurred wholly and exclusively for the purpose of the business of Phi Ltd. However, 
the Assessing Officer made additions on account of disallowances under section 40A(2) 
in respect of other expenses which were not the original "reason to believe" and passed 
his reassessment order under section 147. 

 
The Assessing Officer is of the view that Explanation 3 to section 147 permits him to 
assess the income which has escaped assessment and which comes to his notice 
subsequently in the course of proceeding under section 147, even though the said 
issues were not part of the reasons recorded in the notice under section 148. Is the 
action of the Assessing Officer valid, considering the facts of this case? 
 

(6 marks) 
Answer: 
 

As per section 147, the Assessing Officer may assess or reassess such income and also 
any other income chargeable to tax which has escaped assessment and which comes to his 
notice in the course of proceedings under that section. 
 
The issue under consideration is whether the Assessing Officer can make an assessment 
on the basis of an issue which came to his notice during the course of assessment, when 
the issues, which originally formed the basis of issue of notice under section 148, were 
dropped in its entirety. 

 
There are two different views in this regard. One view is based on the Delhi High Court 
ruling in Ranbaxy Laboratories Ltd. v. CIT (2011) 336 ITR 136. Another view is based on the 
Punjab & Haryana High Court ruling in CIT v. Mehak Finvest P Ltd (2014) 367 ITR 769. The 
Delhi High Court, in Ranbaxy Laboratories Ltd. v. CIT (2011) 336 ITR 136, observed that the 
words “and also” used in section 147 are of wide amplitude. The language of the section is 
indicative of the position that the assessment or reassessment must be of the income, in 
respect of which the Assessing Officer has formed a „reason to believe‟ for the issue of 
notice under section 148 and also in respect of any other income which comes to his notice 
subsequently during the course of the proceedings as having escaped assessment. The 
correct interpretation, therefore, would be to regard the words 'and also' as being 
“conjunctive and cumulative with” and not “in alternative to” the first part of the sentence, 
namely, “the Assessing Officer may assess and reassess such income”. 
 
If the income, the escapement of which was the basis of the formation of the “reason to 
believe”, is not assessed or reassessed, it would not be open to the Assessing Officer to 
independently assess only that income which comes to his notice subsequently in the 
course of the proceedings under the section as having escaped assessment. If he intends to 
do so, a fresh notice under section 148 would be necessary. 
 
Considering the rationale of the Delhi High Court ruling, the action of the Assessing Officer 
in passing a reassessment order under section 147 by making additions on account of 
disallowances under section 40A(2) in respect of other expenses, when the original 
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“reasons to believe” ceased to exist, is not valid. 

 
However, the Punjab & Haryana High Court, in Mehak Finvest P Ltd.‟s case, expressed a 
different view on this issue, based on Explanation 3 to section 147, which clarifies that the 
Assessing Officer may, for the purpose of assessment or reassessment under this section, 
assess or reassess the income in respect of any issue, which has escaped assessment, and 
such issue comes to his notice subsequently in the course of the proceedings under this 
section, notwithstanding that the reasons for such issue have not been included in the 
reasons recorded under section 148(2). The High Court noted that Explanation 3 to section 
147 nowhere postulates or contemplates that the Assessing Officer cannot make any 
additions on any other ground unless some addition is made on the basis of the original 
ground for which reassessment proceeding was initiated. It cited the dismissal of special 
leave petition (SLP) against the High Court ruling in Majinder Singh Kang‟s case by the 
Supreme Court on 19.08.2011 as the binding precedent. 

 
 

The Punjab & Haryana High Court, accordingly, held that even though no addition is made 
on the original grounds which formed the basis of initiation of reassessment proceedings, 
the Assessing Officer is empowered to make additions on another ground for which 
reassessment notice might not have been issued but which came to his notice subsequently 
during the course of proceedings for reassessment If the rationale of the Punjab & Haryana 
High Court ruling is applied to the case on hand, the action of the Assessing Officer in 
passing a reassessment order under section 147 by making additions on account of 
disallowance under section 40A(2) in respect of other expenses, when the original “reasons 
to believe” ceased to exist, is valid. 
 
 

Note – The question can be answered on the basis of the rationale of the Delhi High 

Court ruling in Ranbaxy Laboratories‟ case or the Punjab and Haryana High Court ruling in 
Mehak Finvest P Ltd.‟ s case. 

 

 

(b) Discuss the correctness or otherwise of the following statements – 

 
(i) All co-operative banks are exempted from the requirement to deduct tax at 

source on interest on time deposits credited/paid to its members. 
(ii) Interest on recurring deposits are not subject to tax deduction at source. 

 
(6 marks) 

 
Answer: 
 

(i) The statement is not correct. 
 

Section 194A(3)(v) has been amended by the Finance Act, 2015 to specifically provide 
that with effect from 1st June, 2015, the exemption available thereunder from deduction 
of tax at source from payment of interest to members by a cooperative society shall not 
apply to the payment of interest by the co-operative banks to its members. 
 
However, the exemption available under section 194A to primary agricultural credit 
society or a primary credit society or a co-operative land mortgage bank or a co- 
operative land development bank from deduction of tax in respect of interest credited or 
paid on deposits shall continue to apply. Therefore, these co-operative credit 
societies/banks would not be required to deduct tax on interest credited or paid to 
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depositors consequent to amendment of section 194A(3)(v). 
 
Further, the exemption under section 194A(3)(v) from deduction of tax from interest 
paid by a co-operative society to another co-operative society shall continue to apply to 
co-operative banks and, therefore, a co-operative bank shall not be required to deduct 
tax from the payment of interest on time deposit to a depositor, being a co-operative 
society. 
 

(ii) The statement is not correct. 
 

Prior to amendment by the Finance Act, 2015, the definition of “time deposits” under 
section 194A excluded “recurring deposit” from its scope. Therefore, payment of 
interest on recurring deposits by banking company or co-operative bank was not 
subject to TDS under section 194A. 
 
Since recurring deposit is also made for a fixed tenure and is, therefore, similar to time 
deposit, the definition of „time deposits‟ in section 194A has been amended by the 
Finance Act, 2015 with effect from 1st June, 2015 to include “recurring deposits” within 
its scope for the purposes of deduction of tax under section 194A. Therefore, interest 
on recurring deposits would now be subject to tax deduction under section 194A. It may 
be noted that the existing threshold limit of Rs. 10,000 for non-deduction of tax shall 
also be applicable in case of interest payment on recurring deposits. 
 

(c) Sun Ltd. has two units, unit 'Angel' and unit 'Jupiter'. Unit 'Angel' engaged in the 
business of power generation installed a windmill and had a profit of Rs. 100 lakhs in 
Assessment Year 2018-19. Sun Ltd. claimed depreciation of Rs. 120 lakhs on windmill 
against the profit of Rs. 100 lakhs from power generation business which was eligible 
for deduction under section 80-IA. Unit 'Jupiter', engaged in manufacturing of wires, 
non-eligible business, had a profit of Rs. 70 lakhs for Assessment Year 2018-19. 

 
The loss of Rs. 20 lakhs, i.e., balance depreciation not set off pertaining to unit „Angel' 
was set-off against the profits of unit 'Jupiter' carrying on non-eligible business, by the 
assessee, Sun Ltd. The Assessing Officer was of the view that depreciation relating to a 
business eligible for deduction under section 80-IA cannot be set-off against non- 
eligible business income. Hence, unabsorbed depreciation should be carried forward to 
the subsequent year to be set off against eligible business income of the assessee of 
that year. 

 

Examine the correctness of the action of the Assessing Officer. 
(4 marks) 

 

Answer: 

 
In CIT v. Swarnagiri Wire Insulations Pvt. Ltd. (2012) 349 ITR 245, the Karnataka High 

Court observed that it is a generally accepted principle that the deeming provision of a 
particular section cannot be breathed into another section. Therefore, the deeming provision 
contained in section 80-IA(5) cannot override the provisions of section 70(1). 
 
In this case, Sun Ltd. had incurred loss in eligible business (power generation) on account of 
claiming depreciation of Rs. 120 lacs. Hence, section 80-IA becomes insignificant, since 
there is no profit from which this deduction can be claimed. 

 
It is, thereafter, that section 70(1) comes into play, whereby an assessee is entitled to set off 
the losses from one source against income from another source under the same head of 
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income. Accordingly, Sun Ltd. is entitled to the benefit of set off of loss of Rs. 
20 lacs (representing balance depreciation not set-off) pertaining to Unit „Angel‟ engaged in 
eligible business of power generation against profit of Rs. 70 lacs of Unit 
„Jupiter‟ carrying on non- eligible business. Therefore, the net profit of Rs. 50 lacs would be 
taxable in the A.Y.2018-19. 

 
However, once set-off is allowed under section 70(1) against income from another source 
under the same head, a deduction to such extent is not possible in any subsequent 
assessment year i.e., the loss (arising on account of balance depreciation of eligible 
business) so set-off under section 70(1) has to be first deducted while computing profits 
eligible for deduction under section 80-IA in the subsequent year. Accordingly, in the 
A.Y.2019-20, the net profits of Unit Angel has to be reduced by Rs. 20 lacs for computing 
the profits eligible for deduction under section 80-IA in that year. 
 
The action of the Assessing Officer in not permitting set-off of loss of eligible business 
against profits of non-eligible business in this case is, therefore, not correct. 
 
 
 
Question 6: 

 
(a) Help All, a trust created on 1st January, 2016 for providing relief to the poor, applied for 

registration under section 12A on 1st March, 2016. On that date, its corpus fund 
comprised only of the initial contribution made by the trustees. The Commissioner 
denied registration solely on the ground that the trust had not commenced any 
charitable activity, due to which he could not satisfy himself about the genuineness of 
the trust. Is the ground for denial of registration by the Commissioner justified in this 
case? Discuss. 

(6 marks) 

 

Answer: 
 
The Karnataka High Court, in DIT (Exemptions) v. Meenakshi Amma Endowment Trust 
(2013) 354 ITR 219, opined that an application under section 12A for registration of the trust 

can be sought even within a week of its formation. The activities carried on by the trust are 
to be seen in a case where the registration is sought much later after formation of the trust. 
 
The High Court further observed that the corpus fund included contribution made by the 
trustees only, which indicated that the trustees were contributing the funds by themselves in 
a humble way and were intending to commence charitable activities. The assessee-trust 
had not also collected any donation for the activities of the trust, by the time its application 
came up for consideration before them. When the application for registration was made, the 
trust, therefore, did not have sufficient funds for commencement of its activities. 
 
The High Court observed that, with the money available with the trust, it cannot be expected 
to carry out activity of charity immediately. Consequently, in such a case, it cannot be 
concluded that the trust has not intended to do any activity of charity. In such a situation, 
where application is made shortly after formation of the trust, the objects of the trust as 
mentioned in the trust deed have to be taken into consideration by the authorities for 
satisfying themselves about the genuineness of the trust and not the activities carried on by 
it. Later on, if it is found from the subsequent returns filed by the trust, that it is not carrying 
on any charitable activity, it would be open to the concerned authorities to withdraw the 
registration granted or cancel the registration as per the provisions of section 12AA(3). 
 



 
Farooq Haque Classes 

 

Applying the rationale of the above ruling, the Commissioner cannot deny registration solely 
on the ground that the trust had not commenced any charitable activity in this case, since 
the trust has applied for registration under section 12A within two months after its formation 
and the corpus fund comprised only of contribution made by the trustees. The 
Commissioner has to take into consideration the objects of the trust as mentioned in the 
trust deed to satisfy itself about the genuineness of the trust. 
 
(b) Discuss the taxability of the following receipts in the hands of Mr. H under the Income- 
tax Act, 1961 - 
 
(i) Gets Rs. 1,75,000 in cash as a marriage gift from his grandfather on 13.02.201 6. 
 
(ii) Received 100 shares of B Ltd., the fair market value of which was Rs. 1,00,000 on his 
birthday, 21.04.2015 from his friend Mr. J. 

 

(iii) Wrist Watch valued at Rs. 60,000 from his friend on 01.12.2015. 

 
(6 marks) 

 

Answer: 
 

Where any sum of money is received without consideration by an individual or HUF and 
the aggregate   value   of   all   such   sums   received   during   the   previous year  
exceeds Rs. 50,000, the  whole of the aggregate value would be  included in   the total 
income of the individual under section 56(2)(vii). 

(i) Cash of Rs. 1,75,000 received from grandfather as marriage gift : Any sum received 

from a relative is exempt from the applicability of section 56(2)(vii) . 

Relative includes ascendant or descendant of the individual. Since grandfather is a 
lineal ascendant, the amount of Rs. 1,75,000 received from him is not chargeable to 

tax. 

 In any case, any sum of money received on the occasion of marriage of the individual is 
exempt, whether or not received from a relative. 

 So, the amount of Rs. 1,75,000 received from his grandfather is not chargeable to tax. 
 

(ii) Shares received from a friend on 21.04.2015: As per Explanation to section 56(2)(vii), 

property includes shares and securities. Value of shares of  B  Ltd. gifted by his friend 
Mr. J on 21.04.2015 is taxable since receipt of  property without consideration is 
chargeable to tax under section 56(2)(vii) if  its  aggregate fair market value exceeds 
Rs. 50,000. Since shares are included in the definition of “property” under section 
56(2)(vii) and the aggregate fair market value, in this case, exceeds Rs. 50,000, it is 
taxable under section 56(2)(vii). 

 
(iii) Wrist Watch valued at Rs. 60,000 received from a friend on  1.12.201 5: Receipt  of 

property   without   consideration   would   attract   the   provisions   of section 
56(2)(vii). However, the  provisions  of  section  56(2)(vii)  are attracted only in respect 
of “property” as defined in that section. Since wrist watch  is  not  included  in  t he  said  
definition  of “property”, the  receipt of the same without consideration would not attract 
the provisions of section 56(2)(vii) and the same shall not be taxable in the hands of 
Mr. H. 
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(c) Does the Settlement Commission have the power to reduce or waive interest levied under 
sections 234A, 234B and 234C of the Income-tax Act? Discuss. 

 
(4 marks) 

Answer: 

 

The matter concerning the power of the Settlement Commission to reduce or waive interest 
chargeable under section 234A, 234B or 234C has been settled by the Supreme Court in CIT 
v. Anjum M.H.Ghaswala reported in (2001) 252 ITR 1. 

 
According to the judgment, sub-section (6) of section 245D is only procedural in nature 
providing for fixing the term by which the amounts settled under sub-section (4) will have to 
be paid. It does not empower the Commission either to reduce or waive the interest. Any 
settlement made by the Commission must be in accordance with the provisions of the Act. 
 
The Settlement Commission does not have the power to reduce or waive the interest levied 
under sections 234A, 234B and 234C. It does not authorize the waiver or deduction of tax. 
The levy of interest under sections 234A, 234B or 234C is mandatory in nature and therefore 
any settlement made must include the interest under these sections. However, as per 
provisions of section 245F, the Settlement Commission shall have all the powers which are 
vested in an income-tax authority. Therefore, Settlement Commission can grant relief from 
the aforesaid interest to the extent of the powers given vide the circulars issued by CBDT 
under section 119. 

 

Question 7: 
 

(a) ABC Inc., a Swedish company headquartered at Stockholm, not having a permanent 
establishment in India, has set up a liaison office in Mumbai in April, 2017 in compliance 
with RBI guidelines to look after its day to day business operations in  India, spread 
awareness about the company‟s products and explore further opportunities. The liaison 
office takes decisions relating to day to day routine operations and performs support 
functions that are preparatory and auxiliary in nature. The significant management and 
commercial decisions are, however, in substance made by the Board of Directors at 
Sweden. Determine the residential status of ABC Inc. for A.Y. 2018-19. 

 
(4 marks) 

 

Answer: 

 

Section 6(3) provide that a company would be resident in India in any previous year, if 
- 

(i) it is an Indian company; or 
 

(ii) its place of effective management, in that year, is in India . 

 
In this case, ABC Inc. is a foreign company. Therefore, it would be resident in India for 
P.Y.2017- 18 only if its place of effective management, in that year, is in India. 
 
Explanation to section 6(3) defines “place of effective management” to mean a place where 
key management and commercial decisions that are necessary for the conduct of the 
business of an entity as a whole are, in substance made. In the case of ABC Inc., its place of 
effective management for P.Y.2017-18 is not in India, since the significant management and 
commercial decisions are, in substance, made by the Board of Directors outside India in 
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Sweden. 

 
ABC Inc. has only a liaison office in India through which it looks after its routine day  to day 
business operations in India. The place where decisions relating to day to day routine 
operations  are taken and support functions that are preparatory or auxiliary  in nature are 
performed are not relevant in determining the place of effective management. 
 
Hence, ABC Inc., being a foreign company is a non-resident for A.Y.2018-19, since its place 
of effective management is outside India in the P.Y.2017-18. 

 
(b) Y Ltd. furnishes you the following information for the year ended 31.3.2018: 
 

Particulars Rs. (in lacs) 

Total turnover of Unit A located in Special Economic Zone 100 

Profit of the business of Unit A 30 

Export turnover of Unit A 50 

Total turnover of Unit B located in Domestic Tariff Area (DTA) 200 

Profit of the business of Unit B 20 

 

Compute deduction under section 10AA for the A.Y. 2018-19. 
(4 marks) 

 

Answer: 

100% of the profit derived from export of articles or things or services is eligible for 
deduction under section 10AA, assuming that F.Y.2017-18 falls within the first five year 
period commencing from the year of manufacture or production of articles or things or 
provision of services by the Unit in SEZ.As  per  section 10AA(7), the  profit derived from 
export of articles or things or services shall be the amount which bears to the profits of the 
business of the undertaking, being the Unit, the same proportion as the export turnover in 
respect  of  articles  or  things  or services bears to the total turnover of the business carried 
on by the undertaking. 

 
 

Deduction under section 
10AA= 

 
50 

= 
100 

x Rs. 30 lakhs  

 
= Rs. 15 akhs. 

Export turnover of unit 

Total   turnover  of unit 
x Profit of unit
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(c) Rajesh, a British national, is a resident and ordinarily resident in India during the 
P.Y.2017-18. He owns a house in London, which he has let out at £ 10,000 p.m. The 
municipal taxes paid to the Municipal Corporation of London is £ 8,000 during the 
P.Y.2017-18. The value of one £ in Indian rupee to be taken at Rs. 82.50. Compute 
Rajesh‟s Net Annual Value of the property for the A.Y. 2018-19. 

(4 marks) 

 

Answer: 
 

For the P.Y.2017-18, Mr. Rajesh, a British national, is resident and ordinarily resident in 
India. Therefore, income received by him by way of rent of the house property located in 
London is to be included in the total income in India. Municipal taxes paid in London is be to 
allowed as deduction from the gross annual value. 
 

Computation of Net Annual Value of the property of Mr. Rajesh for A.Y.2018-19 
 

    Particulars Rs
. 

Gross Annual Value (£ 10,000 x 12 x Rs. 82.50) 99,00,000 

Less: Municipal taxes paid (£ 8,000 x Rs. 82.50)    6,60,000 

Net Annual Value (NAV)   92,40,000 

 

(d) Examine the correctness or otherwise of the following with reference to the provisions of 
the Income-tax Act, 1961 
 

(i) Transfer pricing rules shall have no implication where income is computed on the 
basis of book profits. 

(ii) Assessing Officer can complete the assessment of income from international 
transaction in disregard of the order passed by the Transfer Pricing Officer by 
accepting the contention of assessee. 

(4 marks) 

 

Answer: 

 

(i) The statement is correct. 

For the purpose of computing book profit for levy of minimum alternate tax, the net 
profit shown in the profit and loss account prepared in accordance with the  
Companies Act can be increased/decreased only by the additions and deductions 
specified in Explanation 1 to section 115JB. 
 
No other adjustments can be made to arrive at the book profit for levy of MAT, except 
where: 

 
(a) It is discovered that the profit and loss account is not drawn up in accordance with 

the relevant Schedule of the Companies Act 
(b) Incorrect accounting policies and/or accounting standards have been adopted for 

preparing such accounts; and 
(c) The method and rate of depreciation adopted is not correct. 

 
Therefore, transfer pricing adjustments cannot be made while computing book 
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profit for levy of MAT. 

 
(ii) The statement is not correct. 

 
Section 92CA(4) provides that on receipt of the order of the Transfer Pricing Officer 
determining the arm‟s length price of an international transaction, the Assessing Officer 
shall proceed to compute the total income in conformity with the arm‟s length price 
determined by the Transfer Pricing Officer. 
 
The order of the Transfer Pricing Officer is binding on the Assessing Officer. Therefore, 
the Assessing Officer cannot complete the assessment of income from international 
transactions in disregard of the order of Transfer Pricing Officer by accepting the 
contention raised by the assessee. 
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