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Objectives:

SYLLABUS

Taxation

° To provide in-depth knowledge of Income Tax Act, 1961 along with its latest provisions.

° To demonstrate an understanding of the rules associated with the reporting, calculation and payment of taxes.
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1.

Income Tax: Definitions, Capital and Revenue concepts and difference between both.

2.

Basis of Charge: Residential status of person and scope of total income of person on the basis of residential
status.

Exempted Incomes under section 10.

Computation of Income under the head Salaries.

Computation of Income under the head House Property.

Computation of Income under the head Business & Profession.

Depreciation.

Capital Gains.
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Income from Other Sources.
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Objectives

After studying this unit, you will be able to:

. Define Income tax

° Discuss the concept of Income

° Explore the concept of Capital and Revenue receipts
° List down the basic terminologies used in Income Tax
° Assess the overview of Income Tax Systems in India
Introduction

An income tax is a tax levied on the financial income of persons, corporations, or other legal
entities. Various income tax systems exist, with varying degrees of tax incidence. Income taxation
can be progressive, proportional, or regressive. When the tax is levied on the income of companies,
it is often called a corporate tax, corporate income tax, or profit tax. Individual income taxes
often tax the total income of the individual (with some deductions permitted), while corporate
income taxes often tax net income (the difference between gross receipts, expenses, and additional
write-offs). Every country generates income from ‘Income-Tax’ in the form of direct tax levied
by government.



Notes

Income-tax plays a vital role in the economy of every country in the world. So, before one can
embark on a study of the law of income-tax, it is absolutely vital to understand some of the
expressions found under the Income-tax Act, 1961. The purpose of this Unit is to enable the
students to comprehend basic expressions. Therefore, all such basic terms are explained and
suitable illustrations are provided to define their meaning and scope.

1.1 Concept of Income Tax

Income tax is one of the forms of Direct Taxes. Tax is the financial charge imposed by the
Government on income, commodity or activity. Government imposes two types of taxes namely
Direct taxes and Indirect taxes. Direct tax is one where burden of tax is directly on the payer like
for instance income tax, wealth tax etc. Indirect tax is paid by the person other than the person
who utilizes the product or service like Excise duty, Custom duty, Service tax, Sales Tax, Value
Added Tax.

The taxes are collected for serving the primary purpose of providing sufficient revenues to the
State; taxes have come to be recognised as an instrument through which the social and economic
objectives of a welfare State could be achieved. They are utilized now for providing incentives
for larger earnings and more savings, fostering industrial development by selective concessions,
restraining ostentatious expenditure, checking inflationary pressures and achieving social
objectives like inequalities and the enlargement of opportunities to the common man.

Income-tax is one of the major sources of revenue for the Government. The responsibility for
collection of income-tax vests with the Central Government. This tax is levied and collected
under Income-tax Act, 1961. The Income-tax Act, in its present form came into force on and from
1st April, 1962. Before this, the Indian Income-tax Act, 1922 was in force. The procedural matters
with regard to income-tax are governed by the Income-tax Rules, 1962, its earlier counterpart
being the Income-tax Rules, 1922.

The Income tax Act contains the provisions for determination of taxable income, determination
of tax liability, procedure for assessment, appeal, penalties and prosecutions. It also lays down
the powers and duties of various income tax authorities.

)\ l‘)
93
Did u know? Basic things about Income tax in India.

Finance Act: Every year a Budget is presented before the parliament by the Finance Minister.
One of the important components of the Budget is the Finance Bill. The Bill contains
various amendments such as the rates of income tax and other taxes. When the Finance Bill
is approved by both the houses of parliament and receives the assent of President, it
becomes the Finance Act.

Notifications: The CBDT issue notifications from time to time for proper administration of
the Income tax Act. These notifications become rules and collectively called Income Tax
Rules, 1962.

Circulars: Circulars also issued by the CBDT to clarify the doubts regarding the scope and
meaning of the provisions. These provisions are issued for the guidance of the Income Tax
officers and assesses. These circulars are binding on the department, not on the assessee
but assessee can take benefit of these circulars.

Judicial Decisions: Decisions pronounced by Supreme Court becomes law and they are
binding on all the courts, Appellate Tribunal, Income Tax Authorities and on assesses
while High Court decisions are binding on assesses and Income Tax Authorities which
come under its jurisdiction unless it is overruled by a higher authority. The decision of a
High Court cannot bind other High Court.
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“Income Tax is levied on the total income of the previous year of every person.” Notes

Thus Income tax is a tax imposed by the Government of India on anybody who earns income in
India.

Income earned in the twelve months contained in the period from 1st April to 31st March
commonly referred to as Financial Year is taken into account for purposes of calculating Income
Tax. Under the income tax Act this period is called a “Previous Year”. Income earned in India is
not limited to income earned within the geographical limits or boundaries of the country.
Certain incomes are also deemed to have been earned in India although they may have been
earned outside the country.

The word “Income” has a very broad and inclusive meaning. In case of a salaried person, all that
is received from an employer in cash, kind or as a facility is considered as income. For a
businessman, his net profits will constitute income. Income may also flow from investments in
the form of Interest, Dividend, and Commission etc. Infect the Income Tax Act does not
differentiate between legal and illegal income for purpose of taxation. Under the Act, all incomes
earned by persons are classified into five different heads, such as:

° Income from Salary

° Income from House property

° Income from Business or Profession
° Income from capital gains

° Income from other sources

Therefore to levy income tax, one must have the understanding of the various concepts related
to the charge of tax like previous year, assessment year, Income, total income, person etc. which
is discussed in detail in the following sections.

Self Assessment

Fill in the blanks:

1.  Income tax is one of the forms of ............................

2. tax is paid by the person other than the person who utilizes the
product or service.

3. Income-tax is one of the major sources of revenue for the .........................

4. contains various amendments such as the rates of income tax and other taxes.

5. Circulars also issued by...................ooeeiinnn to clarify the doubts regarding the scope

and meaning of the provisions.

1.2 Concept of Income

No precise definition of the word ‘Income’ is attempted under the Income Tax Act, 1961. The
definition of Income as given in Section 2(24) of the Act starts with the word includes therefore
the list is inclusive not exhaustive. The definition enumerates certain items, including those
which cannot ordinarily be considered as income but are treated statutorily as such. Income
includes not only those things which the interpretation clause declares. It shall also include all
such things the word signifies according to its natural import.
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Notes Entry 82 of List I to the Seventh Schedule of the Constitution of India confers power
on Parliament to levy taxes on income other than agricultural income.

As per section 2(24), the term ‘income’ means and includes:

1.
2.
3.

Profits and gains;
Dividend;

Voluntary contributions: Voluntary contributions received by:

X

3 a trust created wholly or partly for charitable or religious purposes

«

e
o<

a scientific research association; or

X

> a fund or trust or institution established for charitable purposes and notified under
section 10(23C)(iv) or (v) or

«

3

e
%

any university or other educational institution or by any hospital referred to in
Section 10(23C)(iiad)(vi)(iiiae)(iva); or

«

3

o

3 an electoral trust.

«

The value of any perquisite or profit in lieu of salary taxable.

Any special allowance or benefit specifically granted to the assessee to meet expenses
wholly, necessarily and exclusively for the performance of the duties of an office or
employment of profit.

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

Benefit or Perquisite to a Director: The value of any benefit or perquisite, whether
convertible into money or not, obtained from a company by: (a) a director, or (b) a person
having substantial interest in the company, or (c) a relative of the director or of the person
having substantial interest, and any sum paid by any such company in respect of any
obligation which, but for such payment, would have been payable by the director or other
person aforesaid.

Any Benefit or perquisite to a Representative Assessee: The value of any benefit or perquisite
(whether convertible into money or not) obtained by any representative assessee under
Section 160(1)(iii)/(iv) or beneficiary, or any amount paid by the representative assessee
in respect of any obligation which, but for such payment, would have been payable by the
beneficiary.

Any sum chargeable under section 28, 41 and 59 like:

3

o

3 any sum chargeable to tax as business income under Section 28(ii), any amount

«

taxable in the hands of a trade, professional or similar association (for specific
services performed for its members) as its income from business under Section
28(iii), and deemed profits which are taxable under Sections 41 and 59 of the Act;

3

e
%

any sum chargeable to income-tax under clause (iiia) of Section 28, i.e. profits on sale
of a licence granted under the Imports (Control) Order, 1955, made under the Imports
and Exports (Control) Act, 1947 [inserted by the Finance Act, 1990, with retrospective
effect from 1.4.1962];

«
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10.

11.

12.

13.

14.

15.

16.

17.

* any sum chargeable to income-tax under clause (iiib) of Section 28 i.e., cash assistance
(by whatever name called), received or receivable by any person against exports
under any scheme of the Government of India;

* any sum chargeable to income-tax under clause (iiic) of Section 28 i.e., any duty of
customs or excise re-paid or re-payable as drawback to any person against exports
under the Customs and Central Excise Duties Drawback Rules, 1971;

* the value of any benefit or perquisite whether convertible into money or not; taxable
as income under Section 28(iv) in the case of person carrying on business or exercising
a profession;

% any sum chargeable to income-tax under clause (v) of Section 28.

Capital Gain: Any capital gains chargeable to tax under Section 45; since the definition of
income in Section 2(24) is inclusive and not exhaustive capital gains chargeable under
Section 46(2) are also assessable as income.

Insurance Profit: The profits and gains of any business of insurance carried on by a mutual
insurance company or by a co-operative society computed in accordance with the
provisions of Section 44 or any surplus taken to be such profits and gains by virtue of the
profits contained in the First Schedule to the Income-tax Act.

Banking income of a Co-operative Society: The profits and gains of any business of banking
(including) providing credit facilities carried on by a cooperative society with its members.

Winnings from Lottery: any winnings from lotteries, crossword puzzles, races, including
horse-races, card-games and games of any sort or from gambling or betting of any form.

* “lottery” includes winnings, from prizes awarded to any person by draw of lots or
by chance or in any other manner whatsoever, under any scheme or arrangement by
whatever name called;

* “card game and other game of any sort” includes any game show, an entertainment
programme on television or electronic mode, in which people compete to win
prizes or any other similar game.

Employees Contribution towards Provident Fund: Any sum received by the assessee
from his employees as contributions to any provident fund or superannuation fund or any
fund set-up under the provisions of the Employees State Insurance Act, 1948 (34 of 1948) or
any other fund for the welfare of such employees.

Amount Received under Keyman Insurance Policy: Any sum received under a Keyman
Insurance Policy including the sum allocated by way of bonus on such policy. Keyman
Insurance Policy means a life insurance policy taken by a person on the life of another
person who is or was the employee of the first mentioned person or is or was connected
with the business of the first mentioned person in any manner whatsoever.

Amount Received for not Carrying out any Activity: Any sum referred to in Section
28(va), i.e. any sum, whether received or receivable in cash or kind, under an agreement
for:

< not carrying out any activity in relation to any business; or

* not sharing any know-how, patent, copyright, trade-mark, license, franchise or any
other business or commercial right of similar nature or information or technique
likely to assist in the manufacture or processing of goods or provision for services.

Gift received for an Amount Exceeding ¥50,000: Any sum of money or value of property
referred to in clause (vii) or clause (viia) of sub-section (2) of Section 56.

Notes



Notes

18.

Consideration Received for Issue of Shares: Any consideration received for issue of shares
as exceeds the fair market value of the shares referred in section 56(2)(viib).

1.2.1 Features of Income

In general terms, Income is a periodical monetary return with some sort of regularity. However,
the Income Tax Act, even certain income which does not arise regularly is treated as income for
tax purposes for instance income earned from Winnings of lotteries or crossword puzzles etc. A
study of some of the broad principles given below will help you to understand the concept of
income:

1.

10.

Cash or Kind: Income may be received in cash or kind. When the income is received in
kind, its valuation will be made in accordance with the rules prescribed in the Income-tax
Rules, 1962.

Receipt Basis or Accrual Basis: Income arises either on receipt basis or on accrual basis. It
may accrue to a taxpayer without its actual receipt. The income in some cases is deemed to
accrue or arise to a person without its actual accrual or receipt. Income accrues where the
right to receive arises.

Temporary or Permanent: There is no difference between temporary and permanent
income under the Act. Even temporary income is taxable same as permanent income.

Lumpsum or Instalments: Income whether received in lump sum or in instalments is
liable to tax. For example: arrears of salary or bonus received in lump sum are income and
charged to tax as salary.

Gifts: Gifts of personal nature do not constitute income subject to maximum of ¥ 50,000
received in cash. The recipient of gifts like birthday, marriage gifts, etc., is not liable to
income-tax as received in kind however as per the Finance Act, 2009 gifts in kind having
fair value upto ¥ 50,000 is not liable to tax but having fair value of more than ¥ 50,000 is
wholly taxable.

Revenue or Capital Receipt: Income-tax, as the name implies, is a tax on income and not a
tax on every item of money received. Therefore, unless the receipt in question constitutes
income as distinguished from capital, it cannot be charged to tax. For this purpose, income
should be distinguished from capital which gives rise to income. However, some capital
receipts have been specifically included in the definition of income.

Definite Source: Income has been compared with a fruit or a crop from the field. Fruit
comes from a tree and crop from fields. Thus, the source of income is definite in both the
cases. The existence of a source for income is somewhat essential to bring a receipt under
the charge of tax.

Income must Come from Outside: No one can earn income from himself. There can be no
income from transaction between head office and branch office. Contributions made by
members for the mutual benefit and found surplus cannot be termed as income of such

group.

Tainted Income: Income earned legally or illegally remains income and it will be taxed
according to the provisions of the Act. Assessment of illegal income of a person does not
grant him immunity from the applicability of the provisions of other act.

Voluntary Receipt: The receipts which do not arise from the exercise of a profession or
business or do not amount to remuneration and are made for reasons purely of personal
nature are not included in the scope of total income.
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1.2.2 Tax Treatment of Income Notes

For the purposes of treatment of income for tax purposes it can be divided into three categories:

1. Taxable Income: These incomes from part of total income and are fully taxable. These are
salaries, rent, business profits, professional gains, capital gain, and interest dividend and
SO on.

2. Exempted Income: These incomes do not from part of total income either fully or partially.

Hence, no tax is payable on such incomes.

3. Rebateable (Tax Free Incomes): These incomes form part of total income and are fully
taxable. Tax is calculated on total income out of which a Rebate of Tax at average rate is
allowed.

Caselet Vodafone Wins Tax Case in SC; Deal with Hutchison

‘Bonafide’

its deal with Hutchison as ‘bonafide’. The Supreme Court on Friday in a majority

verdict has upheld Vodafone International Holdings BV’s contention that the Income
Tax department did not have jurisdiction over a $11.2 billion deal in May 2007 in which the
British group acquired Hutchison Telecommunications International as part of a complex
transaction to buy the latter’s majority stake in its Indian telecom business. The Indian
unit, called Hutchison Essar then, is today named Vodafone Essar.

‘ ’ odafone on Friday got relief in its income tax case after the Supreme Court ruled

The verdict has asked the tax department to return the % 2,500 crore that Vodafone had
submitted as interim tax liability.

The verdict sets aside the uncertainty over the tax claim on Vodafone, as also companies
involved in such transactions, but in future similar deals may come under the ambit of the
proposed Direct Tax Code (DTC), which is being currently debated in Parliament. It taxes
similar deals subject to certain conditions.

The telecom giant had moved the apex court challenging the Bombay High Court
judgement of September 8, 2010 which had held that Indian I-T department had jurisdiction
over the deal.

Through the $11.2 billion deal in May 2007, Vodafone acquired 67 per cent stake in the
Hutchison-Essar Ltd (HEL) from Hong Kong-based Hutchison Group through companies
based in Netherlands and Cayman Island.

The I-T Department maintained that since capital gains were made in India through the
deal, Vodafone was liable to pay the tax and issued a showcause notice to it, asking as to
why it should not be treated as a representative assessee of the Vodafone International
Holding.

Vodafone, however, challenged the show cause notice before the Bombay High Court
saying it was share transfer carried outside India.

The appeal was rejected by the high court in December 2008 which was again challenged
by Vodafone before the apex court.

Source: http:/ /businesstoday.intoday.in/story /vodafone-wins-tax-case-in-supreme-court/1/21814.html
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Self Assessment

State whether the following statements are true or false:

6. Entry 82 of List I to the Eighth Schedule of the Constitution of India confers power on
Parliament to levy taxes on income other than agricultural income.

7. Income is a periodical monetary return with some sort of regularity.

8. Income arises either on receipt basis or on accrual basis.

9. There exists a difference between temporary and permanent income under the Income Tax
Act.

10.  Gifts of personal nature do not constitute income subject to maximum of ¥ 50,000 received
in cash.

1.3 Concept of Capital and Revenue Receipts

Income Tax is levied on income of assessee and not an every receipt which he receives. The
method of charging tax on different types of receipt is different. Income tax Act, 1961 provides a
separate head “Capital Gains” for levying tax on capital receipts. Similarly, while calculating
net taxable income of assessee only revenue expenses are allowed to be deducted out of revenue
receipts. Particularly while calculating business profit or professional gain only revenue receipts
and revenue expenses are considered. This makes the distinction between capital and revenue of
vital importance. For this distinguish, capital and revenue items can be divided in to three
sub-parts:

1. Capital Receipts vs Revenue Receipts
2. Capital Expenses vs Revenue Expenses
3. Capital Losses vs Revenue Losses

1.3.1 Capital Receipt vs Revenue Receipts

As stated above the capital receipts are to be charged to tax under “Capital Gains” and revenue
receipts are taxable under other heads, it is of vital importance to understand which receipt is a
capital receipt and which one is Revenue. Some tests, however, can be applied in particular
cases. These tests are:

1. On the basis of nature of assets: If a receipt is referred to Fixed Asset, it is capital receipt
and if it is referred to as circulating asset than it is revenue receipt. Fixed assets is that with
the help of which owner earns profit by keeping it in this possession, like. Plant, Machinery,
Building or factory etc. Circulating Asset is that with help of which owner earns profits by
parting with it and letting others to become its owner, e.g. Stock-in Trade. Profit on the
sale of Motor Car used in business by an assessee is Capital Receipt whereas the profit
earned by an automobile dealer, dealing in cars, by selling a car is his revenue receipt.

2. Termination of source of income: Any sum received in compensation for the termination
of source of income is capital receipt, e.g. compensation received by an employee from its
employer on termination of his services is capital receipt.

3. Amount received in substitution of income: Any sum received in substitution of income is
revenue receipt like. “A” company purchased the right to produce a Film from its earlier
producer with the condition that no other produce will be given these rights. Afterwards,
it is found that the rights for producing this film had already been sold. The ‘A’ Company
claimed damages and was awarded ¥ 50, 000. It was held that damages received are the
compensation for the profits which were to be earned. Hence, this is Revenue Receipt.
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4. Compensation received on termination of lease or surrender of a Right: Any amount Notes
received as compensation on surrendering a right or termination of any Lease is Capital
Receipt where as any amount received for loss of future income is a revenue receipt. For
instance an author gives up his right to publish a book and receives ¥ 1,00,000 as
compensation. It is capital receipt but if he receives it as advance Royalty for 5 years it is
Revenue receipt.

=74|

Notes Capital and Revenue Receipts in Relation to Business Activities

Profits and gains arising from the various transactions which are entered into the ordinary
course of the business of the tax payers or those which are incidental to or closely associated
with his business would be revenue receipts chargeable to tax.

Examples of these types of receipts are:

° profits on purchase and sale of shares by a share broker on his own account;

° profits arising from dealings in foreign exchange by a banker or other financial
institutions,

° income from letting out buildings owned by a company to its employees etc.

But even in these cases the receipts may be of a capital nature in certain circumstances.

For instance, profit on sale of shares and securities held by a bank as investments would be
of a capital nature. Where profits arise from transactions which are outside the normal
dealing of the assessee, although connected with his business, the taxable nature or otherwise
of the profits would depend upon the fact whether or not the transactions in question
constitutes trading activity.

Examples of Differentiation between Capital Receipts and Revenue Receipts

The following are the few examples of differentiation between capital receipts and revenue
receipts:

1. Taxable income in relation to annuities: Annuities are periodic payments of specified
amounts at regular intervals of time. Annuities are revenue receipts taxable as income in
every case although the payment of the annuity involves the conversion of capital into
income. The contingent or variable nature of the annuity, its amount, periodicity, mode of
payment etc. does not, in any way, affect the taxability of the annuity. An annuity received
by an employee from his present or previous employer would be taxable as his income
from salaries while all other annuities are taxable as income from other sources. Although
annuities are generally annual payments, every annual payment does not represent an
annuity.

For instance annual instalments of capital payments do not constitute annuities. Thus,
when a person sells his business or property and agrees to receive the consideration in
instalments annually or half-yearly, the amounts received by him are merely capital sums
received in instalments and are, therefore, not taxable as annuities. But if the same property
is sold for an annuity payable at regular intervals immediately on sale the property
disappears and the right to get annuity takes place; the annuities received by virtue of the
right acquired on sale would be taxable as income.

On the other hand, a lump sum payment received in commutation of salaries or pension,
even though a capital receipt would be taxable as salary income. Similarly, any amount
received under a policy of insurance would be a revenue receipt if the policy was held by
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the assessee as a trading asset whereas it would be a capital receipt if the policy was held
as a capital asset.

Taxable income vis-a-vis compensation: Compensation for termination of a sole selling
agency is a capital receipt although it is taxable as business income by virtue of the specific
provision in Section 28 of the Act, but if an assessee has many agencies and one of them is
terminated, the compensation received by the assessee would be a revenue receipt; the
fact that it is taxable as business income even otherwise does not convert the character of
the receipt from revenue to capital. The compensation received for restraint of trade or
profession is a capital receipt since it is received in replacement of the source of income
itself. But this principle does not apply to cases where the restraint of trade or profession
is incidental to (and is not the primary purpose) the agreement between the parties. For
instance, non-practicing allowance received by a doctor from his employer as an integral
part of the terms of employment would be taxable as his salary income since it does not
represent a capital receipt. Therefore, the taxability of compensation in all cases would
depend upon whether it is received in replacement of the main source of income itself or
in replacement of the income. If it is the former, it is a capital receipt; in the latter case, it
would be revenue.

Taxable income vis-a-vis subsidies and grants: Subsidies and grants received from the
government would generally be receipts of a revenue nature since they are intended to
supplement the income of the assessee. But in cases where the grant is received for a
specific purpose but not as a supplementary trading receipt it would be a capital receipt
not taxable as income. For instance, if a company is given grant to undertake work to
relieve unemployment or to promote family planning the grant being received for a
specific purpose would constitute capital receipt exempt from tax.

Taxable income vis-a-vis debenture: For debenture holder the premium on redemption or
the discount on issue of the debentures by the company would be a capital receipt and
would not consequently be liable to tax. In the case of the issuing company also, the
premium or discount on the issues of shares and debentures or on their redemptions
would be on capital account. But the discount on loans advanced at a discount and repayable
at a premium would be a revenue receipt in the hands of a person whose business is that
of money-lending if the loans had been advanced in the ordinary course of the assesses
business without taking any extra commercial consideration as the cases. In all other
cases, such a discount would be on capital account. However, the premium (salami) —
a single payment made for the acquisition by the lessee of the right to occupy and enjoy
the benefits granted to him under the lease of any land, building or other capital asset — is
normally a capital receipt since the rights acquired or given under the lease by virtue of
the payment of salami constitute a capital asset. But if the premium takes the character of
advance rent (instead of the price paid for parting with and giving possession of the
capital asset) the receipt would be taxable as income.

Taxable income vis-a-vis royalties: Royalties in every case are taxable as income from
other sources; it is immaterial whether they are received in lump sum or as fixed annual
sum or otherwise; the basis of computation of the royalties would be equally immaterial.
The taxability of the royalty does not also depend upon the nature of the asset the use of
which gives rise to the royalty; the asset may be a patent, copyright, goodwill, technical
know-how, secret formula or process and so on. If, however, the receipt is in consideration
of the assignment, sale or surrender of the patent, copyright, etc. (but not the use thereof)
the owner of the asset would cease to be its owner as soon as the assignment, sale or
surrender takes place and therefore, the receipt would constitute a capital receipt.

Taxable income vis-a-vis devaluation in foreign currency: Profit arising from devaluation
of a currency or dealings in foreign exchange and that attributable to the normal fluctuations
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in the rate of exchange of currencies would be receipts of a revenue nature taxable as Notes
income in cases where the foreign currencies are held as stock in trade by the assessee

(e.g. a bank or a dealer in the foreign exchange). Where the foreign currencies are held as

capital assets representing the assessee’s investments the profit or loss would be on capital

account.

A\ l)

L)
Did u know? Exceptions where capital receipt are taxable
Although the general principle of law is to tax only revenue receipts as income, there are
three exceptions to this rule under which capital receipts are also taxable as income, viz.:

(i) Any compensation received for termination of employment or modification of the
terms of employment would fall within the meaning of a profit in lieu of salary and
consequently taxable as salary income. [Section 17(3)(i)]

(ii) Any compensation received for termination of managing agency or other contractual
relationship in relation to the management of whole or substantially the whole of
the affairs of a company or the modification of the terms and conditions relating
thereto would be taxable as income from business. [Section 28(ii)(a and b)]

(iii) Any compensation or other payment due to or received by any person for the
termination or the modification of the terms of any other agency held by him in
India in relation to the business of any other person would also be taxable as income
from business regardless of the nature of the agency business. [Section 28(ii)(c)].

1.3.2 Capital Expenses vs. Revenue Expenses

To distinguish a Revenue Expenditure from a Capital Expenditure, the following tests can be
applied for this purpose:

1. Nature of the Assets: Any expenditure incurred to acquire a Fixed Assets or in connection
with installation of Fixed Assets is Capital Expenditure. Whereas any expenditure incurred
as price of goods purchased for resale along with other necessary expenses incurred in
connection with such purchase are Revenue Expense.

2. Nature of Liability: A payment made by a person to discharge a capital liability is a capital
expenditure. Whereas an expenditure incurred to discharge a revenue liability is Revenue
Expenditure, like Amount paid to a contractor for cancellation of contract to construct a
factory building is capital expenditure.

3. Nature of Transaction: If expenditure is incurred to acquire a source of income, it is
Capital Expenditure for instance like purchase of patents to produce picture tubes of T.V.
sets. Whereas expenditure incurred to earn an income is revenue expenditure, e.g. salary
to staff, advertisement expenses, etc.

4. Nature of Payment in the Hands of Payer: If expenditure is incurred by an assessee as a
Capital Expenditure, it will remain a capital expenditure even if the amount may be
revenue receipt in the hands of receiver, such as purchase of Motor Car by a businessman
is capital expenditure in his hands although it is revenue receipt in the hands of car dealer.

1.3.3 Capital Losses vs Revenue Losses

Distinction has to be made between revenue losses and capital losses of the business because
under the provisions of this Act Capital Losses are dealt with under the Chapter “Capital Gain”
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whereas Revenue Looses are treated as Business Losses and as such are treated under the head
“Profit and Gains of Business or Profession”.

Distinguish has to be made between Revenue Losses and Capital Losses of the business because
under the provisions of this Act, Capital Losses can be set off against the Income from Capital
Gain only, whereas the Revenue Losses are business losses and as such can be set off against any
other income of the assessee.

It is very difficult to distinguish between a Capital Loss and a Revenue Loss on the basis of
certain principles. On the basis of court judgment, following decisions have become
distinguishing points:

1. Loss due to sale of assets: Where there is loss on selling Capital Assets, it is a Capital Loss
whereas any loss incurred during the sale of Stock-in-Trade is a Revenue Loss.

2. Loss due to embezzlement: Where there is embezzlement done by an employee and this
causes loss to the business, it is of Revenue Loss.

3. Loss due to withdrawal of money from bank: Once the amount is deposited in Bank and
then it is withdrawn by an employee and is misappropriated, is a Capital Loss.

4. Loss due to liguidation of company: Amount deposited by a person with manufacturing
industry to get its agency and lost due to company being liquidated is a Capital Loss.

5. Loss due to theft by an employee: Losses occurring due to theft or embezzlement of
misappropriation committed by an employee is Revenue Loss.

'i Example: State, giving reasons, whether the following are Capital or Revenue Receipts:
1. Compensation received for compulsory vacation of place of business.
2. Bonus shares received by a dealer of shares.

3. Money received by a Tyre Manufacturing company for sale of technical know-how regarding
manufacture of Tyre.

4. Dividend and interest for investment.

Solutions:

1. Revenue receipt as it is in compensation of assessee’s profit which it would have earned.
2. If the assessee has also converted the bonus shares into stock in trade then it is a revenue

receipt otherwise it is an accretion in the capital assets.

3. Revenue Receipt, but in case the sale of technical know-how results into substantial
reduction in value of the Tyre company or company closes down its business in that
particular line then the receipt would be a Capital Receipt.

4. Assessee gets the income of dividend and interest regularly and form a define source and
it is a return for the use of his asset by somebody else and so it is a revenue receipt.

Factors that do not Determine the Nature or Character of Receipt

The capital or revenue nature of a receipt must be determined with reference to each receipt on
the basis of the facts and circumstances of each case, the ultimate conclusion as to the capital or
revenue character of the receipt would be of the High Court or the Supreme Court and the
principles laid down by the Court must be followed for the purpose. However, while determining
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the question whether a particular receipt is capital or revenue in nature, care must be taken to Notes
ensure that the following are not taken as the basis for determination although these factors
may, to a certain extent, is helpful to arrive at the conclusion:

1. Character and source of income: The nature of receipt should be decided entirely on the
basis of its character in the hands of the recipient, the source from which the payment has
been received being immaterial for the purpose. For instance, there may be cases where
the payer makes the payment out of capital while the recipient gets it as income. This may
happen in cases like the payment of interest out of capital under Section 208 of the Companies
Act, 1956 which the recipient gets as income chargeable to tax. Another instance would be
of a businessman who deals in plant and machinery; while the purchaser of the machinery
would pay the price out of his capital, the seller would get it as income from business.
Therefore, the taxability of the receipt does not depend upon the character of payment in
the hands of the payer.

2. Application of income: The application of the income after its receipt by the recipient is
also immaterial for purposes of taxability.

3. Allowance or disallowance of the amount to the payer: The payment may represent
expenditure in the hands of the payer and in certain cases may be disallowed in computing
the taxable income of the payer. But the disallowance in the payer’s hands would not in
any way affect the taxability of the entire amount of remuneration in the employees or
directors hands although there may be double taxation of the same amount in two hands
for the same period. Thus, the allowance or disallowance of the amount to the payer is
immaterial for taxing the recipient.

4. Treatment given in the books: The name by which the payment is called by the parties
concerned and the treatment given to it in the books of accounts of the parties would also
be irrelevant. For instance, every item of income from employment is taxable as salary
income whether it is called salary, wages, bonus, pension, and annuity or by any other
name. In other words, it is only the real character of the receipt and not what the parties
call it that would determine its taxability.

5. Magnitude and method of payment: The quantum of the payment, whether it is paid in
instalments or in lump sum and also whether it is paid at regular intervals of time or
otherwise and even the magnitude of the payment are not the factors that determine the
capital or revenue character of the receipt for tax purpose.

6.  Basis for measurement of the receipt: The basis for measurement of the receipt (a specified
percentage of the estimated profit taken as the basis for measuring damages) should not
be taken as the deciding factor for determining the capital or revenue character of the
receipt.

7. Ways or devices resorted by payer: The various devices resorted to by tax payers in arranging
their financial affairs do not also conclusively establish the nature of the receipt because a
tax payer is legally entitled to arrange his affairs in such a way as to reduce his tax burden
to the minimum. In the light of the aforesaid principles the capital or revenue nature of the
receipt should be first determined before proceeding to compute the taxable income.

' Example: The following examples will help you to understand whether the concept of
capital or revenue receipts or expenses and giving reasons:

1.  AB & Co. received ¥ 2, 00,000 as compensation from CD & Co. for premature termination
of contract of agency.

2. Sales-tax collected from the buyer of goods.
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PQ Company Ltd. instead of receiving royalty year by year received it in advance in lump
sum.

An amount of ¥ 1, 50,000 were spent by a company for sending its production manager
abroad to study new methods of production.

Payment of ¥ 50,000 as compensation for cancellation of a contract for the purchase of
machinery with a view to avoid an unnecessary expenditure.

An employee director of a company was paid ¥ 1, 75,000 as a lump sum consideration for
not resigning from the directorship.

Solutions:

Receipt in substitution of a source of income is a capital receipt. Therefore, the amount
received by AB & Co. from CD & Co. for premature termination of an agency contract is
a capital receipt though the same is taxable under Section 28(ii)(c).

Sales-tax is the liability of a seller to pay to the Government on the sale of goods made by
him, which is allowed as deduction as revenue expenditure. If any part of Sales-tax is
collected from the buyer of goods that may be treated as a revenue receipt. Thus the sales-
tax collected from the buyer of goods is a revenue receipt.

Receipt of lump sum royalty in lieu of future royalties is a revenue receipt, as it is an
income from royalty.

Amount spent by a company for sending its production manager abroad to study new
methods of production is revenue expenditure to be allowed as a deduction. Because of the
new knowledge and its exposure the manager will assist the company in improving its
existing methods of production etc.

This is a capital expenditure, as any expenditure incurred by a person to free himself from
a capital liability is a capital expenditure. In the given case, the payment of ¥ 50,000 for
cancelation of the order of purchase of machinery, has helped the assessee to become free
from an unnecessary capital liability.

The amount of ¥ 1, 75,000 received for not resigning from the directorship is a reward
received from the employer. Therefore it is a revenue receipt.

Self Assessment

Fill in the blanks:

11.

12.
13.
14.

15.

Income tax Act, 1961 provides a separate head ........................... for levying tax on
capital receipts.

If a receipt is referred to Fixed Asset, itis ..............coooeiiinit.
If a receipt is referred to Circulating Asset, it is .............ccooceiiinnin

............................ are periodic payments of specified amounts occurring at regular

.............................. received from the government would generally be receipts of a
revenue nature since they are intended to supplement the income of the assessee.
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1.4 Basic Concepts of Income Tax Notes

Section 2 of the Act gives definitions of the various terms and expressions used therein. In order
to understand the provisions of the Act, one must have a thorough knowledge of the meanings
of certain key terms like ‘person’, ‘assessee’, ‘income’, etc. To understand the meanings of these
terms we have to first check whether they are defined in the Act itself. If a particular definition
is given in the Act itself, we have to be guided by that definition. If a particular definition is not
given in the Act, reference can be made to the General Clauses Act or dictionaries. Students
should note this point carefully because certain terms like “dividend”, “transfer”, etc. have been
given a wider meaning in the Income-tax Act, 1961 than they are commonly understood.

Some of the important terms defined under section 2 are given below:

(1)  Assessee [Section 2(7)]: ‘Assessee’ means a person by whom any tax or any other sources of
money is payable under this act, and includes:

(a) Every person in respect of whom any proceedings under this act have been taken for
the assessment

* of his income or of the income of any other person in respect of which he is
assessable; or

* of the loss sustained by him or by such other person; or
¢ of the amount of refund due to him or to such other person;
(b) Every person who is deemed to be an assessee under any provision of this Act.

(c)  Every person who is deemed to be an assessee in default under any provisions of
this act.

(2)  Person [Section 2(31)]: The definition of ‘assessee’ leads us to the definition of ‘person” as
the former is closely connected with the latter. The term ‘person’ is important from another
point of view also viz., the charge of income-tax is on every ‘person’.

The definition is inclusive i.e. a person includes,

(a) an individual,

(b) a Hindu Undivided Family (HUF),

(¢) acompany,

(d) a firm,

(e) an AOP or a BOI, whether incorporated or not,

(f)  alocal authority, and

(g) every artificial juridical person e.g., an idol or deity.

We may briefly consider some of the above seven categories of assessees each of which
constitute a separate unit of assessment.

(i)  Individual: The term ‘individual’ means only a natural person, i.e., a human being. It
includes both males and females. It also includes a minor or a person of unsound
mind. But the assessment in such a case may be made under section 161(1) on the
guardian or manager of the minor or lunatic. In the case of deceased person,
assessment would be made on the legal representative.
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(ii)

(iii

HUF: Under the Income-tax Act, a Hindu Undivided Family (HUF) is treated as a
separate entity for the purpose of assessment. It is included in the definition of the
term “person” under section 2(31). The levy of income-tax is on “every person”.
Therefore, income-tax is payable by a HUF. “Hindu undivided family” has not been
defined under the Income-tax Act. The expression is however defined under the
Hindu Law as a family, which consists of all males lineally descended from a common
ancestor and includes their wives and unmarried daughters. The relation of a HUF

does not arise from a contract but arises from status.

A Hindu is born into a HUF. A male member continues to remain a member of the
family until there is a partition of the family. After the partition, he ceases to be a
member of one family. However, he becomes a member of another smaller family.
A female member ceases to be a member of the HUF in which she was born, when
she gets married. Thereafter, she becomes a member of the HUF of her husband.
Some members of the HUF are called co-parceners. They are related to each other
and to the head of the family. HUF may contain many members, but members
within four degrees including the head of the family (kartha) are called co-parceners.
A Hindu co-parcenary includes those persons who acquire by birth an interest in the
joint coparcenary property. Only the coparceners have a right to partition. A Jain
undivided family would also be assessed as a HUF, as Jains are also governed by the

laws as Hindus.

) Company [Section 2(17)]: For all purposes of the Act the term ‘Company’, has a much
wider connotation than that under the Companies Act. Under the Act, the expression

‘Company’ means:

* any Indian company as defined in section 2(26); or

. anybody corporate incorporated by or under the laws of a country outside

India, i.e., any foreign company; or

* any institution, association or body which is assessable or was assessed as a
company for any assessment year under the Indian Income-tax Act, 1922 or for
any assessment year commencing on or before 1.4.1970 under the present Act;

or

* any institution, association or body, whether incorporated or not and whether
Indian or non-Indian, which is declared by a general or special order of the
CBDT to be a company for such assessment years as may be specified in the

CBDT’s order.

ol

L)
Did u know? What are the types of companies?

There are two types of Companies:

@

@)

(iv) Firm: The terms ‘firm’, “partner” and ‘partnership” have the same meanings as assigned
to them in the Indian Partnership Act. In addition, the definitions also include the
terms as they have been defined in the Limited Liability Partnership (LLP) Act, 2008.

Domestic Companies [Section 2(22A)] - means an Indian company or any other
company which, in respect of its income liable to income-tax, has made the prescribed
arrangements for the declaration and payment of dividends (including dividends
on preference shares) within India, payable out of such income.

Foreign Companies [Section 2(23A)] - Foreign company means a company which is
not a domestic company.
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However, for income-tax purposes a minor admitted to the benefits of an existing Notes
partnership would also be treated as partner. This is specified under section 2(23) of

the Act. A partnership is the relation between persons who have agreed to share the

profits of business carried on by all or any of them acting for all. The persons who

have entered into partnership with one another are called individually ‘partners’

and collectively a ‘firm’.

1.  Consequent to the Limited Liability Partnership Act, 2008 coming into effect in 2009
and notification of the Limited Liability Partnership Rules w.e.f. 1st April, 2009, the
Finance (No.2) Act, 2009 has incorporated the taxation scheme of LLPs in the Income-
tax Act on the same lines as applicable for general partnerships, i.e. tax liability
would be attracted in the hands of the LLP and tax exemption would be available to
the partners. Therefore, the same tax treatment would be applicable for both general
partnerships and LLPs.

2. Consequently, the following definitions in section 2(23) have been amended -

(@) The definition of “partner’ to include within its meaning, a partner of a limited
liability partnership;

(b) The definition of ‘firm” to include within its meaning, a limited liability
partnership; and

(©)  The definition of “partnership” to include within its meaning, a limited liability
partnership.

(v)  Association of Persons (AOP): When persons combine together for promotion of joint
enterprise they are assessable as an AOP when they do not in law constitute a
partnership. In order to constitute an association, persons must join in a common
purpose, common action and their object must be to produce income; it is not enough
that the persons receive the income jointly. Co-heirs, co-legatees or co-donees joining
together for a common purpose or action would be chargeable as an AOP.

(vi) Body of Individuals (BOI): It denotes the status of persons like executors or trustees
who merely receive the income jointly and who may be assessable in like manner
and to the same extent as the beneficiaries individually. Thus co-executors
or co-trustees are assessable as a BOI as their title and interest are indivisible.
Income-tax shall not be payable by an assessee in respect of the receipt of share of
income by him from BOI and on which the tax has already been paid by such BOL

(vii) Local Authority: The term ‘local authority’ means a municipal committee, district
board, and body of port commissioners or other authority legally entitled to or
entrusted by the Government with the control or management of a municipal or
local fund.

—]]

Notes A local authority is taxable in respect of that part of its income which arises from
any business carried on by it in so far as that income does not arise from the supply of a
commodity or service within its own jurisdictional area. However, income arising from
the supply of water and electricity even outside the local authority’s own jurisdictional
areas is exempt from tax.
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(viii) Artificial Persons: This category could cover every artificial juridical person not falling

under other heads. An idol or deity would be assessable in the status of an artificial
juridical person.

(8)  Income [Section 2(24)]: Section 2(24) of the Act gives a statutory definition of income. This
definition is inclusive and not exhaustive. Thus, it gives scope to include more items in the
definition of income as circumstances may warrant. At present, the following items of
re-ceipts are included in income:

Profits and gains.
Dividends.

Voluntary contributions received by a trust/institution created wholly or partly for
charitable or religious purposes or by an association or institution referred to in
section 10(21) or section (23C)(iiiad)/ (iiiae)/ (iv)/(v)/(vi)/(via) or an electoral trust—

Research association approved under Section 35(1) (ii) 10 (21)
Universities and other educational institutions 10 (23C) (iii ad) and (vi)
Hospitals and other medical institutions 10 (23C) (iv)
Notified trust or institutions established wholly for public religious 10 (23C) (v)
purposes or wholly established for public religious and charitable purposes

Electoral trust 13B

Source: http://220.227.161.86/18878sm_dtl_finalnew_cp1l.pdf

The value of any perquisite or profit in lieu of salary taxable under section 17.

Any special allowance or benefit other than the perquisite included above, specifically
granted to the assessee to meet expenses wholly, necessarily and exclusively for the
performance of the duties of an office or employment of profit.

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

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

The value of any benefit or perquisite, whether convertible into money or not,
which is obtained by any representative assessee mentioned under section 160(1)(iii)
and (iv), or by any beneficiary or any amount paid by the representative assessee for
the benefit of the beneficiary which the beneficiary would have ordinarily been
required to pay.

Deemed profits chargeable to tax under section 41 or section 59.
Profits and gains of business or profession chargeable to tax under section 28.
Any capital gains chargeable under section 45.

The profits and gains of any insurance business carried on by Mutual Insurance
Company or by a cooperative society, computed in accordance with Section 44 or
any surplus taken to be such profits and gains by virtue of the provisions contained
in the first Schedule to the Act.
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> The profits and gains of any business of banking (including providing credit facilities) Notes
carried on by a co-operative society with its members.

* Any winnings from lotteries, cross-word puzzles, races including horse races, card
games and other games of any sort or from gambling, or betting of any form or
nature whatsoever. For this purpose,

¢ “Lottery” includes winnings, from prizes awarded to any person by draw of
lots or by chance or in any other manner whatsoever, under any scheme or
arrangement by whatever name called;

’ “Card game and other game of any sort” includes any game show, an
entertainment programme on television or electronic mode; in which people
compete to win prizes or any other similar game.

* Any sum received by the assessee from his employees as contributions to any
provident fund (PF) or superannuation fund or Employees State Insurance Fund
(ESI) or any other fund for the welfare of such employees.

* Any sum received under a Keyman insurance policy including the sum allocated by
way of bonus on such policy will constitute income.

)\ ?

Vi
Did u know? “Keyman insurance policy” refers to a life insurance policy taken by a person
on the life of another person where the latter is or was an employee or is or was connected
in any manner whatsoever with the former’s business.

< Any sum referred to clause (va) of Section 28. Thus, any sum, whether received or
receivable in cash or kind, under an agreement for not carrying out any activity in
relation to any business; or not sharing any know-how, patent, copy right, trade-
mark, licence, franchise, or any other business or commercial right of a similar
nature, or information or technique likely to assist in the manufacture or processing
of goods or provision of services, shall be chargeable to income tax under the head
“profits and gains of business or profession”.

23 Any sum of money or value of property referred to in section 56(2)(vii) or section
56(2)(viia).
23 Any consideration received for issue of shares as exceeds the fair market value of

shares referred to in section 56(2)(viib).

(4) Dividend [Section 2(22)]: The term ‘dividend’ as used in the Act has a wider scope and
meaning than under the general law. According to section 2(22) of the Act, the following
receipts are deemed to be dividend:

* Distribution of accumulated profits, entailing the release of company’s assets: Any distribution
of accumulated profits, whether capitalised or not, by a company to its shareholders
is dividend if it entails the release of all or any part of its assets. For example, if
accumulated profits are distributed in cash it is dividend in the hands of the
shareholders. Where accumulated profits are distributed in kind, for example by
delivery of shares etc. entailing the release of company’s assets, the market value of
such shares on the date of such distribution is deemed dividend in the hands of the
shareholder [section 2(22)(a)].

* Distribution of debentures, deposit certificates and bonus shares to preference shareholders:
Any distribution to its shareholders by a company of debenture stock or deposit
certificate in any form, whether with or without interest, and any distribution of
bonus shares to preference shareholders to the extent to which the company possesses
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accumulated profits, whether capitalised or not, will be deemed as dividend. The
market value of such bonus shares is taxable in the hands of the preference
shareholder. In the case of debentures, debenture stock etc., their value is to be taken
at the market rate and if there is no market rate they should be valued according to
accepted principles of valuation [section 2(22)(b)].

Caution Bonus shares given to equity shareholders are not treated as dividend.

e
o<

AN

Distribution on liquidation: 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
capitalised or not, is deemed to be dividend income [section 2(22)(c)]. Any distribution
made out of the profits of the company after the date of the liquidation cannot
amount to dividend. It is a repayment towards capital

Accumulated profits include all profits of the company up to the date of liquidation
whether capitalised or not. But where liquidation is consequent to the compulsory
acquisition of an undertaking by the Government or by any corporation owned or
controlled by the Government, the accumulated profits do not include any profits of
the company prior to the three successive previous years immediately preceding
the previous year in which such acquisition took place subject to certain exceptions.

Caution The dividend does not include a distribution made in accordance with sub-clause (c)
in respect of any share issued for full cash consideration, where the holder of the share is
not entitled in the event of liquidation to participate in the surplus assets.

3
<

Distribution on reduction of capital: Any distribution to its shareholders by a company
on the reduction of its capital to the extent to which the company possessed
accumulated profits, whether capitalised or not, shall be deemed to be dividend
[section 2(22)(d)].

Advance or loan by a closely held company to its shareholder: Any payment by a company
in which the public are not substantially interested of any sum by way of advance or
loan to any shareholder who is the beneficial owner of 10% or more of the equity
capital of the company will be deemed to be dividend to the extent of the accumulated
profits. If the loan is not covered by the accumulated profits, it is not deemed to be
dividend [section 2(22)(e)].

Notes There are two exceptions to this rule:

1.

If the loan is granted in the ordinary course of its business and lending of money is
a substantial part of the company’s business, the loan or advance to a shareholder is
not deemed to be dividend.

Where a loan had been treated as dividend and subsequently the company declares
and distributes dividend to all its shareholders including the borrowing shareholder,
and the dividend so paid is set off by the company against the previous borrowing,
the adjusted amount will not again be treated as a dividend.
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(5) India [Section 2(25A)]: The term ‘India’ means: Notes
(a) the territory of India as per article 1 of the Constitution,
(b) its territorial waters, seabed and subsoil underlying such waters,
(¢) continental shelf,
(d) exclusive economic zone or

(e) any other specified maritime zone and the air space above its territory and territorial
waters.

Specified maritime zone means the maritime zone as referred to in the Territorial Waters,
Continental Shelf, Exclusive Economic Zone and the Maritime Zones Act, 1976.

(6)  Assessment Year: The term ‘Assessment Year’ has been defined under section 2(9). This
means a period of 12 months commencing on 1st April every year. The year in which tax
is paid is called the assessment year while the year in respect of the income of which the
tax is levied is called the previous year. Income of previous year of an assessee is taxed
during the next following assessment year at the rates prescribed by the relevant Finance
Act.

' Example: For the assessment year 2013-14, the relevant previous year is 2012-13 (1.4.2012
to 31.3.2013).

(7)  Previous Year [Section 3]: It means the financial year immediately preceding the assessment
year. The income earned during the previous year is taxed in the assessment year.

Business or profession newly set up during the financial year — In such a case, the previous
year shall be the period beginning on the date of setting up of the business or profession
and ending with 31st March of the said financial year. If a source of income comes into
existence in the said financial year, then the previous year will commence from the date
on which the source of income newly comes into existence and will end with 31 March of
the financial year.

Example: For the assessment year 2011-12, the immediately preceding financial year
(i.e., 2010-11) is the previous year. Income earned by an individual during the previous year
2010-11 is taxable in the immediately following assessment year 2011-12 at the rates applicable
for the assessment year 2011-12. Similarly, income earned during the previous year 2011-12 by
a company will be taxable in the assessment year 2012-13 at the rates applicable for the assessment
year 2012-13.

2
Task A chartered accountant sets up his practice on 1st July, 2012. Determine the previous
year for the assessment year 2013-14.

(8)  Gross Total Income: ‘Gross Total Income” may be defined as the aggregate of income
computed in accordance with the provisions of this act before making any deduction
under Chapter-VI A of Income Tax Act, 1961.

(9)  Total Income: Any assessee has to pay income tax on different types of income derived on
the basis of residential status. As per section 45 of Income Tax Act, 1961 ‘Total Income’
means, Income shown in Section 5 of Income Tax Act, 1961:
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23 Salary Income
< Income from House property
23 Income from Business and Profession

* Capital gains and

23 Income from other sources.
These five are also called as ‘Heads of Income’. The Income is determined under different
sections. But some of the Incomes which are exempted are not included in Total Income.

Self Assessment

State whether the following statements are true or false:

16. ‘Assessee’ means a person by whom any tax or any other sources of money is payable
under the Income Tax Act.

17.  The definition of ‘assessee’ leads us to the definition of “person’.

18.  Under the Income-tax Act, a Hindu Undivided Family (HUF) is not treated as a separate
entity for the purpose of assessment.

19.  For all purposes of the Act the term ‘Company’, has a much wider connotation than that
under the Companies Act.

20. AOP denotes the status of persons like executors or trustees who merely receive the
income jointly and who may be assessable in like manner and to the same extent as the
beneficiaries individually.

1.5 Income Tax Systems in India

The Indian Income Tax department is governed by the Central Board for Direct Taxes (CBDT)
and is part of the Department of Revenue under the Ministry of Finance.

The government of India imposes an income tax on taxable income of individuals, Hindu
Undivided Families (HUFs), companies, firms, co-operative societies and trusts (Identified as
body of Individuals and Association of Persons) and any other artificial person. Levy of tax is
separate on each of the persons. The levy is governed by the Indian Income Tax Act, 1961.

1. Charge to Income-tax: Income tax is a tax payable, at the rate enacted by the Union Budget
(Finance Act) for every Assessment Year, on the Total Income earned in the Previous Year
by every Person. The chargeability is based on the nature of income, i.e., whether it is
revenue or capital.

Section 4 of the Income-tax Act, 1961 is the charging section which provides that:
(@) Tax shall be charged at the rates prescribed for the year by the annual Finance Act.
(b) The charge is on every person specified under section 2(31).

(¢) Tax is chargeable on the total income earned during the previous year and not the
assessment year. (There are certain exceptions provided by sections 172, 174, 174A,
175 and 176).

(d) Tax shall be levied in accordance with and subject to the various provisions contained
in the Act.

This section is the back bone of the law of income-tax in so far as it serves as the most
operative provision of the Act. The tax liability of a person springs from this section.
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2. Rates of Tax: Income Tax Slab Rate for Year 2013-14(A.Y.) and Income Tax Rates for F.Y. Notes
2013-14 (A.Y 2014-15) are same as budget of 2013 has made no changes in the Income tax
slab rates for Individual, Woman, Senior Citizen, Super Senior Citizen and HUF/AOP/
BOI/artificial juridical person and Companies. Income Tax Slab Rates 2012-13. Income
Tax payer must be aware about the applicable Income Tax slab rate to him as it will help
him to plan his income tax liability and also he can plan the Income Tax saving strategy in
advance.

Income Tax Slabs and Rates for AY 2014-15 (FY 2013-14) are as follows:
(a)  For Individual or HUF or AOP or BOI or Artificial Judicial Person:

Table 1.1: Tax Slabs for Individual, HUF and Artificial Judicial Person

Income Slabs Income Tax Rate
i. | Where the total income does not exceed NIL
< 2,00,000.
ii. | Where the total income exceeds 10% of amount by which the total income
< 2,00,000 but does not exceed ¥ 5,00,000. exceeds ¥ 2, 00,000.

Less: Tax Credit - 10% of taxable income upto a
maximum of ¥ 2000.

iii. | Where the total income exceeds ¥ 5,00,000 but | 30,000 + 20% of the amount by which the
does not exceed ¥ 10, 00,000. total income exceeds ¥ 5, 00,000.

iv. | Where the total income exceeds ¥ 10,00,000. % 130,000 + 30% of the amount by which the
total income exceeds ¥ 10,00,000

Source: http:/ /finotax.com/itax/itaxrates13.htm
Surcharge: 10% of the Income Tax, where total taxable income is more than ¥ 1 crore.
Education Cess: 3% of the total of Income Tax and Surcharge.

(b)  For Individual resident who is of the age of 60 years or more but below the age of 80 years at
any time during the previous year

Table 1.2: Tax Slabs for Individuals (Age of 60 years or more but below 80 years)

Income Slabs Income Tax Rate

i. Where the total income does not exceed | NIL
Z2,50,000.

ii. | Where the total income exceeds ¥ 2,50,000 | 10% of the amount by which the total income
but does not exceed ¥ 5,00,000 exceeds ¥ 2, 50,000.

iii. | Where the total income exceeds ¥ 5,00,000 | ¥ 25,000 + 20% of the amount by which the
but does not exceed % 10,00,000 total income exceeds ¥ 5, 00,000.

iv. | Where the total income exceeds | ¥ 125,000 + 30% of the amount by which the
%10,00,000 total income exceeds ¥ 10, 00,000.

Surcharge: 10% of the Income Tax, where total taxable income is more than ¥ 1 crore.
Education Cess: 3% of the total of Income Tax and Surcharge.

(o) Individual resident who is of the age of 80 years or more at any time during the previous year

Table 1.3: Tax Slabs for Individual (Age 80 years or more)

Income Slabs Income Tax Rate

i. Where the total income does not exceed | NIL
Z5,00,000.

Contd...
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ii.

Where the total income exceeds ¥ 5,00,000
but does not exceed ¥ 10,00,000

20% of the amount by which the total income
exceeds ¥ 5, 00,000.

iii.

Where the total
¥10,00,000

income  exceeds

¥1,00,000 + 30% of the amount by which the
total income exceeds ¥ 10, 00,000.

Surcharge: 10% of the Income Tax, where total taxable income is more than ¥ 1 crore.

Education Cess: 3% of the total of Income Tax and Surcharge.

(d)  For Co-operative Society

Table 1.4: Tax Slabs for Co-operative Society

Income Slabs

Income Tax Rate

Where the total income does not exceed
Z10,000.

10% of the income.

ii.

Where the total income exceeds ¥ 10,000 but
does not exceed ¥ 20,000.

% 1,000 + 20% of income in excess of
Z10,000.

iii.

Where the total income exceeds ¥ 20,000.

¥ 3,000 + 30% of the amount by which the

total income exceeds ¥ 20,000.

Surcharge: 10% of the Income Tax, where total taxable income is more than ¥ 1 crore.

Education Cess: 3% of the total of Income Tax and Surcharge.

(e)

()

(8

(h)

Firm: The rate of Income-tax charged on firm is 30% of total income. Surcharge is
paid at 10% of the Income Tax, where total taxable income is more than ¥ 1 crore.
Education Cess @ 3% of the total of Income Tax and Surcharge will also be charged.

Local Authority: For local authority the Income-tax rate is 30% of total income.
Surcharge is 10% of the Income Tax, where total taxable income is more than % 1
crore and Education Cess is 3% of the total of Income Tax and Surcharge.

Domestic Company: Income-tax is 30% of total income. In respect to surcharge the
amount of income tax as computed in accordance with above rates, and after being
reduced by the amount of tax rebate shall be increased by a surcharge.

¢ At the rate of 5% of such income tax, provided that the total income exceeds
% 1 crore.

¢ At the rate of 10% of such income tax, provided that the total income exceeds
% 10 crore.

The Education Cess will be charged @ 3% of the total of Income Tax and Surcharge.

Company other than a Domestic Company: The taxation rate surcharge and education
cess levied on company other than domestic company can be stated as:

(i)  Income-tax: It is chargeable @ 50% of on so much of the total income as consist
of (a) royalties received from Government or an Indian concern in pursuance
of an agreement made by it with the Government or the Indian concern after
the 31st day of March, 1961 but before the 1st day of April, 1976; or (b) fees for
rendering technical services received from Government or an Indian concern
in pursuance of an agreement made by it with the Government or the Indian
concern after the 29th day of February, 1964 but before the 1st day of April,
1976, and where such agreement has, in either case, been approved by the
Central Government. @ 40% of the balance.
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(i)  Surcharge: The amount of income tax as computed in accordance with above Notes
rates, and after being reduced by the amount of tax rebate shall be increased
by a surcharge as under

n At the rate of 2% of such income tax, provided that the total income
exceeds % 1 crore.

] At the rate of 5% of such income tax, provided that the total income
exceeds ¥ 10 crore.

(iii) Education Cess: 3% of the total of Income Tax and Surcharge.

A\ ?

Vi
Did u know? As per 2013 Budget (Finance Act, 2013) section 87A of the Income Tax Act, 1961
rebate of ¥ 2,000/- will be given to the individual tax payer whose total does not exceed
% 5 lakhs or we can say that Individual Tax Payer whose total income doesn’t exceed
% 5 Lakhs is eligible for deduction of ¥ 20,000/~ from income. Budget of 2013 has levied the
Surcharge of 10 per cent on persons (other than companies) whose taxable income exceed
% 1 crore to augment revenues. Also government has increase the dividend distribution
tax or tax on distributed income, current surcharge increased from 5 to 10 per cent.

2
Task Compute the tax liability of X Ltd., a domestic company, assuming that the total

income of X Ltd. is ¥ 1,01,00,000 and the total income does not include any income in the
nature of capital gain.

Self Assessment

Fill in the blanks:

21, is governed by the Central Board for Direct Taxes (CBDT) and is
part of the Department of Revenue under the Ministry of Finance.

22.  The levy is governed by the .....................

23.  Income tax is a tax payable, at the rate enacted by .......................... for every Assessment
Year.

24.  The chargeability is based on the ..........................

Case Study — Vodafone Tax Case — Investments in India

ndia Inc. has been surging ahead audaciously with the support of its Information
Technology developments with its repertoire of resources. Global players have been
eying the Indian market, owing to immense opportunities that the continent provides;
both in terms of expansion and profit. Investment patterns in India have shown positive
growth over the years with significant process on the de-regulation front. India has been
greatly involved with the G-8 and G-20, including signing of the Double Taxations
Avoidance Agreements/Treaties (DTAA) with various tax-haven countries. This has
boosted the image of India as a ‘lookout destination” for investment and an emerging hub
for economical activities. World Report 2010 ranked India as the 9th most attractive
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Notes investment destination, while Bloomberg Global Poll conducted in September 2010 put
India in the third position, above the United States of America (US).

However, the very same image is said to have taken a beating with the recent Vodafone
Tax case, which has been revolving in courts since 2009. With clear signs of the court ruling
in favour of the tax authorities, many global companies are said to be rethinking their
investment plans in India, keeping in mind the impact of the judgment on the taxation
front. The Doing Business Report 2011 of World Bank has ranked India at 134, below
neighbouring countries like Pakistan and Bhutan. This is a result of procedural difficulties
for start-up companies and investment companies, in India and abroad.

Tax regulations play a major role in cross border transactions and investments in a country.
Tax havens, open borders and DTAA countries are major destinations for investment
through Foreign Direct Investment (FDI) or other routes. The Vodafone tax case throws an
interesting question on the taxability of a non-resident company acquiring shares of a
resident company through an indirect route. This is a landmark case, as it is for the first
time that the tax departments have sought to tax a company through a mechanism of
tracing the source of acquisition. While we have heard about lifting the ‘corporate veil’,
this instance has set a rare example wherein the Indian tax authorities have gone to length
to interpret the existing tax laws, to bring a global company like Vodafone to its tax ambit.

Vodafone International Holdings BV, based in Netherlands and controlled by Vodafone
UK, obtained the controlling interest and share of CGP Investments Holdings Ltd (CGP)
located in Cayman Island for a value of $11.01 billion from Hutchinson Telecommunications
International Ltd (HTIL), which had stake in Hutchinson Essar Ltd (HEL) that handled the
company’s mobile operations in India. HEL had its stake in CGP Holdings, from which
Vodafone bought 52 per cent of HEL’s stake in 2007, thereby vesting controlling interest
over them. The Bombay High Court, on September 8, ruled that where the underlying
assets of the transaction between two or more offshore entities lies in India, it is subject to
capital gains tax under relevant income tax laws in India. The Court invoked the nexus
rule wherein a state can tax by connecting a person sought to be taxed with the jurisdiction,
which seeks to tax. The treatment of the company as an Assessee in Default (AID) under
Section 201(1)of the Income Tax Act and reading Sections 5(2), 9(1) and 195, the court came
to the conclusion that Vodafone was liable to deduct tax at source (TDS). Vodafone has
now appealed before the Supreme Court to revisit the judgment, which makes them liable
for a record amount of ¥ 12,000 crore going to the tax authorities” kitty.

Vodafone raises pertinent questions on the issue of taxation of non-resident entities. The
judgment will have direct impact on transactions of major acquisitions like SABMiller-
Foster and Sanofi Aventis-Shanta Biotech. Similar transactions that existed earlier are Sesa
Goa, AT&T and General Electric. British firm Cairn Energy has already agreed to pay tax
in India as well as the UK on selling its stake in Cairn India to Vedanta Resources from
$6.65 billion to $8.48 billion. Depending upon the size of the stake sale, the tax liability
could range between $868 million and $1.1 billion. The judgment would definitely throw
a cautious note to major investors and M&As in India; however, it does not have that great
an impact to curtail the investment flow to an emerging destination like India. The judicial
propriety of the case is still to be settled when the matter comes for final stages in the
Supreme Court. Going by the events in the lower courts, the Supreme Court is unlikely to
disturb the Bombay High Court ruling.

The global community is keenly watching the current trends happening in the Indian
subcontinent, especially since it has become an emerging player at the socio-economic
and political levels. United Nations Conference on Trade and Development (UNCTAD)
has reported that India is set to dislodge the US by December 2012 to become the second
best destination for FDIs, the major component of which is M&As. India is also set to
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revamp its taxations norms with significant changes at the regulatory level. The proposed Notes
Direct Tax Code contains key provisions, which will have a major impact on investments
in India. India has improved its rankings in the WB “Doing Business’ Report on the number
of regulatory changes taken in the existing year. This shows that the country is set to make
a global footprint by branding itself as a ‘Must Invest” destination.

The Vodafone tax case has given India the opportunity to create a model for other countries,
which follow source-based taxation principles. It is an opportune time to bask in the glory
of India, which is said to have had one third share of the world market in ancient times, as
pointed out by economist Amartya Sen in his book ‘The Argumentative Indian’.

Questions
1.  Study and analyse the case.
2. Write down the case facts.

3. What do you infer from it?

Source: http://www.mindtext.org/view/89/Vodafone_Tax_case_A_Case_Study_for_Investments_
in_India/

1.6 Summary

° Every country generates income from ‘Income-Tax’ in the form of direct tax levied by
government. Income-tax plays a vital role in the economy of every country in the world.
Income-tax act was enacted in the year 1961.

° Income, in general, means a periodic monetary return which accrues or is expected to
accrue regularly from definite sources.

° The “tax net” refers to the types of payment that are taxed, which included personal
earnings (wages), capital gains, and business income. The rates for different types of
income may vary and some may not be taxed at all.

° Tax rates may be progressive, regressive, or flat. A progressive tax taxes differentially
based on how much has been earned.

° A tax system may use different taxation methods for different types of income.

. The Indian Income Tax department is governed by the Central Board for Direct Taxes
(CBDT) and is part of the Department of Revenue under the Ministry of Finance.

. The government of India imposes an income tax on taxable income of individuals, Hindu
Undivided Families (HUFs), companies, firms, co-operative societies and trusts (Identified
as body of Individuals and Association of Persons) and any other artificial person. Levy of
tax is separate on each of the persons.

° Income-tax is to be charged at the rates fixed for the year by the annual Finance Act.

° Income from agricultural sources will be included in ‘total income’, to determine
tax-liability.

° The levy is governed by the Indian Income Tax Act, 1961.

1.7 Keywords

Assessee: He/she is a person by whom any tax or any other sources of money is payable.

Body of Individuals (BOI): It denotes the status of persons like executors or trustees who merely
receive the income jointly and who may be assessable in like manner and to the same extent as
the beneficiaries individually.
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Company: A voluntary association formed and organized to carry on a business.
Direct Tax: A tax that is paid directly by an individual or organization to the imposing entity.

Dividend: Dividends are payments made by a corporation to its shareholder members. It is the
portion of corporate profits paid out to stockholders.

Flat Tax: A flat tax (short for flat tax rate) is a tax system with a constant marginal rate, usually
applied to individual or corporate income.

Gross Total Income: 1t is an individual’s total personal income before taking taxes or deductions
into account.

Income Tax: An income tax is a tax levied on the income of individuals or businesses (corporations
or other legal entities).

Income: Income is the consumption and savings opportunity gained by an entity within a
specified timeframe that is generally expressed in monetary terms.

Indirect Tax: Indirect taxes are those paid by consumers when they buy goods and services.

Progressive Tax: A progressive tax is a tax in which the tax rate increases as the taxable base
amount increases.

Regressive Tax: A regressive tax is a tax imposed in such a manner that the tax rate decreases as
the amount subject to taxation increases.

Surcharge: A surcharge is an extra charge added to the price of something, or a standalone
charge that exists for using something.

Tax Net: It refers to the types of payment that are taxed, which included personal earnings
(wages), capital gains, and business income.

1.8 Review Questions

1. Discuss the historical background of Income-tax. What is its importance?

2. What is net tax?

3. What are the components of Income Tax Law?

4. ‘Every assessee is a person, but every person need not be an assessee’. Critically examine

the statement with reference to the relevant definitions under the provisions of the Income
Tax Act, 1951.

5. “Income tax is a tax on income and not a tax on every item of money received.” Explain
this statement with reference to capital and revenue receipts.

6.  Write brief notes on the following:
(a) Assessment Year
(b) Income
()  Gross Total Income
(d) Previous Year
(e) Assesse
7. “Every financial year is an assessment year”. Comment.

8. “Income of a previous year is chargeable tax in the immediately following assessment
year”. Discuss.
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9. X starts his business on April 26, 2010. Determine the previous year to the assessment year Notes
2011-12.

10.  Mr. Sharma has a total income of ¥ 20,10,000. Compute his gross tax liability.

11.  Discuss the Income Tax System in India.

Answers: Self Assessment

1. Direct taxes 2. Indirect
3. Government 4. Financial bill
5. CBDT 6. False
7. True 8. True
9. False 10.  True
11.  Capital gains 12.  Capital receipts
13.  Revenue receipts 14.  Annuities
15.  Subsidies and grants 16. True
17.  True 18.  False
19. True 20. False
21. Indian Income Tax department 22. Indian Income Tax Act, 1961
23.  Union budget 24.  Nature of Income
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Objectives

After studying this unit, you will be able to:

° Define the meaning and scope of residential status of an individual

° Discuss the provisions of analysing the residential status of an individual

° Describe the residential status of a company and other legal entities existing in India
° Explain incidence of tax and its importance

° Elucidate the concept of deemed receipt and accrual of income in India

° Trace the categories of income which are deemed to accrue or arise in India
Introduction

Tax incidence on an assessee depends on his residential status. For instance, whether an income,
accrued to an individual outside India, is taxable in India depends upon the residential status of
the individual in India. Likewise, whether an income earned by a foreign national in India or
outside India taxable in India depends on the residential status of the individual, rather than on
his citizenship. Therefore, the determination of the residential status of a person is very significant
in order to find out his tax liability.

The inclusion of a particular income in the Total Income of a person for income-tax in India is
based on his residential status. There are three residential statuses that we will study in detail
this unit namely the Residents also referred to as Resident & Ordinarily Residents, the Resident
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but not Ordinarily Residents and the Non-residents. There are several steps involved in Notes
determining the residential status of person. All residents are taxable for all their income,

including income outside India. Non-residents are taxable only for the income received in India

or Income accrued in India. Not Ordinarily Residents are taxable in relation to income received

in India or income accrued in India and income from business or profession controlled from

India.

2.1 Residential Status (Section 6)

The incidence of tax on any assessee depends upon his residential status under the Act. Therefore,
after determining whether a particular amount is capital or revenue in nature, if the receipt is of
a revenue nature and chargeable to tax, it has to be seen whether the assessee is liable to tax in
respect of that income. The taxability of a particular receipt would thus depend upon not only
the nature of the income and the place of its accrual or receipt but also upon the assessee’s
residential status.

The following norms one has to keep in mind while deciding the residential status of an assessee:

1.  Different taxable entities: All taxable entities are divided in the following categories for
the purpose of determining residential status:

a. An individual;

b. A Hindu undivided family;

c. A firm or an association of persons;
d. A joint stock company; and

e.  Every other person.

2. Different residential status: An assessee is either: (a) resident in India, or (b) non-resident
in India.

However, a resident individual or a Hindu undivided family has to be (a) resident and
ordinarily resident, or (b) resident but not ordinarily resident.

All other assessee who includes a firm, an association of persons, a joint stock company
and every other person) can either be:

a. Resident in India; or
b. Non-resident in India.

3. Residential status for each previous year: Residential status of an assessee is to be
determined in respect of each previous year as it may vary from previous year to previous
year.

4. Different residential status for different assessment years: An assessee may enjoy different
residential status for different assessment years. For instance, an individual who has been
regularly assessed as resident and ordinarily resident has to be treated as non-resident in
a particular assessment year if he satisfies none of the conditions of section 6(1).

5. Resident in India and abroad: It is not necessary that a person, who is “resident” in India,
cannot become “resident” in any other country for the same assessment year. A person
may be resident in two (or more) countries at the same time. It is, therefore, not necessary
that a person who is resident in India will be non-resident in all other countries for the
same assessment year.
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Therefore you can say that for all purposes of income-tax, taxpayers are classified into three
broad categories on the basis of their residential status as stated below and as reflected in
Figure 2.1:

(1) Resident and ordinarily resident
(2) Resident but not ordinarily resident

(3) Non-resident

Figure 2.1: Residential Status of Individual

Residential Status of
Individual /HUF

| e |

Resident Non Resident
| == |
Resident and Resident but Not
Ordinarily Resident Ordinarily Resident

Source: http://www.mu.ac.in/myweb_test/ TYBCOM%20study%20material /T.Y.B.Com.Paper%20-
%20V %20-%20Sec.1%20-%20Direct%20Taxes.pdf

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

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

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

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

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

Example: X left India for the first time on May 20, 2003. During the financial year
2005-06, he came to India once on May 27 for a period of 53 days. Determine his residential status
for the assessment year 2006-07. Since X comes to India only for 53 days in the previous year
2005-06, he does not satisfy any of the basic conditions laid down in section 6(1). He is, therefore,
non-resident in India for the assessment year 2006-07.
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Notes

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

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

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

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

Exceptions:

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

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

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

AN

Caution A person is said to be of Indian origin if he or either of his parents or either of his
grandparents were born in undivided India.

Not-ordinarily resident: Only individuals and HUF can be resident but not ordinarily resident
in India. All other classes of assesses can be either a resident or non-resident. A not-
ordinarily resident person is one who satisfies any one of the conditions specified under
section 6(6).

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

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

Therefore in simpler terms, an individual is said to be a resident and ordinarily resident
if he satisfies both the following conditions:

(i) Heisaresident in any 2 out of the last 10 years preceding the relevant previous year,
and

(i) His total stay in India in the last 7 years preceding the relevant previous year is
730 days or more.
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If the individual satisfies both the conditions mentioned above, he is a resident and
ordinarily resident but if only one or none of the conditions are satisfied, the individual is
a resident but not ordinarily resident.

' Example: Steve Waugh, the Australian cricketer comes to India for 100 days every year.
Find out his residential status for the A.Y. 2013-14.

Solution: For the purpose of his residential status in India for A.Y. 201314, the relevant previous
year is 2012-13.

Step 1: The total stay of Steve Waugh in the last 4 years preceding the previous year is 400 days
(i.e.100 x 4) and his stay in the previous year is 100 days. Therefore, since he has satisfied the
second condition in section 6(1), he is a resident.

Step 2: Since his total stay in India in the last 7 years preceding the previous year is 700 days
(i.e. 100 x 7), he does not satisfy the minimum requirement of 730 days in 7 years. Any one of the
conditions not being satisfied, the individual is resident but not ordinarily resident.

Therefore, the residential status of Steve Waugh for the assessment year 201314 is resident but
not ordinarily resident.

Example: Mr. B, a Canadian citizen, comes to India for the first time during the P. Y.
2008-09. During the financial years 2008-09, 2009-10, 2010-11, 2011-12 and 2012-13 he was in
India for 55 days, 60 days, 90 days, 150 days and 70 days respectively. Determine his residential
status for the A.Y.2013-14.

Solution: During the previous year 2012-13, Mr. B was in India for 70 days and during the 4 years
preceding the previous year 2012-13, he was in India for 355 days (i.e. 55+ 60+ 90+ 150 days).
Thus, he does not satisfy section 6(1). Therefore, he is a non-resident for the previous year
2012-13.

' Example: Mr. C, a Japanese citizen left India after a stay of 10 years on 1.06.2010. During
the financial year 2011-12, he comes to India for 46 days. Later, he returns to India for 1 year on
10.10.2012. Determine his residential status for the A.Y. 2013-14.

Solution: During the previous year 2012-13, Mr. C was in India for 173 days (i.e. 22 + 30 + 31+ 31+
28 + 31 days). His stay in the last 4 years is:

2011-12 - 46

2010-11 - 62 (1e.30+31+1)

2009-10 - 365 (since he left India on 1.6.2010 after 10 years)

2008-09 - 365 (since he left India on 1.6.2010 after 10 years)

The total number of days comes as 838. Thus Mr. C is a resident since his stay in the previous year
2012-13 is 173 days and in the last 4 years is more than 365 days. For the purpose of being
ordinarily resident, it is evident from the above calculations, that his stay in the last 7 years is
more than 730 days and since he was in India for 10 years prior to 1.6.2010, he was a resident in
at least 2 out of the last 10 years preceding the relevant previous year.

Therefore, Mr. C is a resident and ordinarily resident for the A.Y. 2013-14.

' Example: Mr. D, an Indian citizen, leaves India on 22.9.2012 for the first time, to work as
an officer of a company in France. Determine his residential status for the A.Y. 2013-14.
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Solution: During the previous year 2012-13, Mr. D, an Indian citizen, was in India for 175 days (i.e. Notes
30+ 31+30+31+31+22 days). He does not satisfy the minimum criteria of 182 days. Also, since he

is an Indian citizen leaving India for the purposes of employment, the second condition under

section 6(1) is not applicable to him.

Therefore, Mr. D is a non-resident for the A.Y.2013-14.

2. Residential status of HUF: A HUF would be resident in India if the control and management
of its affairs is situated wholly or partly in India.

If the control and management of the affairs is situated wholly outside India it would
become a non-resident. The expression ‘control and management’ referred to under section
6 refers to the central control and management and not to the carrying on of day-to-day
business by servants, employees or agents. The business may be done from outside India
and yet its control and management may be wholly within India. Therefore, control and
management of a business is said to be situated at a place where the head and brain of the
adventure is situated. The place of control may be different from the usual place of running
the business and sometimes even the registered office of the assessee. This is because the
control and management of a business need not necessarily be done from the place of
business or from the registered office of the assessee. But control and management do
imply the functioning of the controlling and directing power at a particular place with
some degree of permanence.

If the HUF is resident, then the status of the Karta determines whether it is resident and
ordinarily resident or resident but not ordinarily resident. If the karta is resident and
ordinarily resident, then the HUF is resident and ordinarily resident and if the karta is
resident but not ordinarily resident, then HUF is resident but not ordinarily resident.

Example: The business of a HUF is transacted from Australia and all the policy decisions
are taken there. Mr. E, the karta of the HUF, who was born in Kolkata, visits India during the P.Y.
2012-13 after 15 years. He comes to India on 1.4.2012 and leaves for Australia on 1.12.2012.
Determine the residential status of Mr. E and the HUF for A.Y. 2013-14.

Solution: During the P.Y.2012-13, Mr. E has stayed in India for 245 days (i.e. 30+31+30+31+31+
30+31+30+1 days). Therefore, he is a resident. However, since he has come to India after 15 years,
he cannot satisfy any of the conditions for being ordinarily resident.

Therefore, the residential status of Mr. E for the P.Y.2012-13 is resident but not ordinarily
resident. Since the business of the HUF is transacted from Australia and nothing is
mentioned regarding its control and management, it is assumed that the control and
management is also wholly outside India. Therefore, the HUF is a non-resident for the
P.Y. 2012-13.

3. Residential status of firms and association of persons: A firm and an AOP would be
resident in India if the control and management of its affairs is situated wholly or partly
in India. Where the control and management of the affairs is situated wholly outside
India, the firm would become a non-resident.

4. Residential status of companies: A company is said to be resident in India if:
(i) Itis an Indian company as defined under section 2(26), or
(ii)  Its control and management is situated wholly in India during the accounting year.

Thus, every Indian company is resident in India irrespective of the fact whether the control
and management of its affairs is exercised from India or outside. But a company, other
than an Indian company, would become resident in India only if the entire control and
management of its affairs is in India.



Notes

The control and management of the affairs of company are said to be exercised from the
place where the director’s meetings (not shareholders” meetings) are held, decisions taken
and directions issued.

Residential status of local authorities and artificial juridical persons: Local authorities
and artificial juridical persons would be resident in India if the control and management
of its affairs is situated wholly or partly in India. Where the control and management of
the affairs is situated wholly outside India, they would become non-residents.

[Py
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Tasks

1.

X, a foreign citizen comes to India, for the first time in the last 30 years on March 20,

2005. On September 1, 2005, he leaves India for Nepal on a business trip. He comes
back on February 26, 2006. Determine the residential status of X for the assessment
year 2006-07.

X, an Italian citizen, comes to India for the first time (after 20 years) on May 28, 2005.
Determine his residential status for the assessment year 2006-07.

Self Assessment

Choose from the following the most appropriate answer:

1.

‘R’, a person of Indian origin visited India on 3.10.2010 and plans to stay here for 185 days.
During 4 years prior to previous year 2011-12, he was in India for 750 days. Earlier to that

he was never in India. For the AY 2012-13, ‘R’ shall be:

a.
b.

C.

X’, a citizen of India left India for U.S. on 16.8.2010 for booking orders on behalf of an
Indian Company for exporting goods to U.S. He came back to India on 5.5.2012. He had

resident and ordinarily resident in India
resident but not ordinarily resident in India

non-resident

been resident in India for the past 10 years. For assessment year 2012-13, X shall be:

a.
b.

C.

resident and ordinarily resident in India
resident but not ordinarily resident in India

non-resident in India

‘Z’, a citizen of India is employed on an Indian Ship. During the previous year 2011-12 he
leaves India for Germany on 15.09.2011 for holidays and returned on 1.4.2012. He had been
non-resident for the past 3 years. Earlier to that he was permanently in India. For assessment
year 2012-13, Z shall be:

a. resident and ordinarily resident in India
b. resident but not ordinarily resident in India
C. non-resident in India

’S’, a foreign national but a person of Indian origin visited India during the previous year
2011-12 for 181 days. During 4 preceding previous years he was in India for 400 days, ‘S’
shall be:

a. resident in India
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b. non-resident in India Notes

c. not ordinarily resident in India

2.2 Residential Status of a Company

An Indian company is always resident in India. A foreign company is resident in India only if
during the previous year, control and management of its affairs is situated wholly in India.
Conversely, a foreign company is treated as non-resident if during the previous year, control
and management of its affairs is either is wholly or partly situated out of India.

' Example: 'XYZ' Ltd., is an Indian Company, the entire control and management of its
affairs is situated outside India. “XYZ’ Ltd., shall be considered as a resident in India.

i5

Notes If control and Management of a firm or association of firm is situated wholly or
partially in India, it will be considered as Resident. Otherwise it will be considered as
Non-resident.

A company can never be ordinarily or not ordinarily resident in India. In case of a foreign
company even the slightest control and management is exercised from outside India, it would
be treated as a non-resident.

The term “control and management” refers to the “head and the brain” which directs the affairs
of policy, finance, disposal of profits and vital things concerning the management of the company.
Usually the control and management of a company’s affairs is situated at the place where
meetings of its board of directors are held. In case of a subsidiary company managed by its local
board of directors, it is difficult to establish that control and management of its affairs vests at
the place where the parent company resides.
A\ l)
L) )
Did u know? A foreign company means a company incorporated outside India but having
a place of business in India.

Self Assessment

State whether the following statements are true or false:

5. An Indian Company is always resident in India.
6. A foreign company is always non-resident in India.
7. A foreign company means a company incorporated outside India but having a place of

business in India.

8.  Control and management refers to the head and the brain which directs the affairs of
policy, finance, disposal of profits and vital things concerning the management of the
company.

9.  In case of a subsidiary company managed by its local board of directors, it is easy to

establish that control and management of its affairs vests at the place where the parent
company resides.



Notes

2.3 Incidence of Tax

The study of incidence is very important. The tax system is not merely aimed at raising a certain
amount of revenue, but the aim is to raise it from those sections of the people who can best bear
the tax. The aim, in short, is to secure a just distribution of the tax burden. This obviously cannot
be done unless an effort is made to trace the incidence of each tax levied by the State. We must
know who pays it ultimately in order to find out whether it is just to ask him to pay it, or
whether the burden imposed on him is according to the ability of the tax-payer or not. If the tax
system is to conform to Adam Smith’s first canon of taxation, viz., the canon of equality, it
becomes imperative to make a careful study of the reactions and repercussions of each tax and
find out its final resting place.

There are certain taxes, called direct taxes, which are borne by the people who pay them first.
The incidence in such cases is apparent. But the tax system of a country is not merely composed
of direct taxes. There are indirect taxes also whose reactions are a complicated affair. These taxes
are intended to be shifted. Hut in actual practice, on account of economic friction, the shifting
may not take place at all or it may be partial, or the tax may be shifted on to a class of people
quite different from those intended to bear it.

If Public Finance is to serve as an instrument of social justice, the question of incidence at once
assumes great importance. The rich have to be taxed and the proceeds have to be spent for the
benefit of the poor. If you have to tax the rich, the incidence must be on the rich; otherwise the
object is not served. We must, therefore, follow each tax and make sure that it finds a rich home
to rest in.

RN’

Vi
Did u know? The incidence of income tax paid by a person will be on him. Import duty is
an indirect tax and can, therefore, be shifted. Income-tax, on the other hand, is a direct tax
and it cannot be shifted.

As per section 5, incidence of tax on a taxpayer depends on his residential status and also on the
place and time of accrual or receipt of income. In order to understand the relationship between
residential status and tax liability, one must understand the meaning of “Indian income” and
“foreign income”.

1. Indian income: Any of the following three is an Indian income

(i) If income is received (or deemed to be received) in India during the previous year
and at the same time it accrues (or arises or is deemed to accrue or arise) in India
during the previous year.

(ii) If income is received (or deemed to be received) in India during the previous year
but it accrues (or arises) outside India during the previous year.

(iii) If income is received outside India during the previous year but it accrues (or arises
or is deemed to accrue or arise) in India during the previous year.

2. Foreign income: If the following two conditions are satisfied, then such income is “foreign
income”:

(i)  Income is not received (or not deemed to be received) in India; and

(ii) Income does not accrue or arise (or does not deemed to accrue or arise) in India.
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The above provisions may be explained in brief as follows: Notes

Whether income accrues (or arises Status of the income
or is deemed to accrue or arise) in

India during the relevant year

Whether income is received (or
deemed to be received) in India
during the relevant year

Yes Yes Indian income
Yes No Indian income
No Yes Indian income
No No Foreign income

/’ll

Notes Indian income - Indian income is always taxable in India irrespective of the
residential status of the taxpayer.

Foreign income — Foreign income is taxable in the hands of resident or resident and
ordinarily resident in India. It is not taxable in the hands of non-resident in India.

Following table shows the overall scope of income and its income tax chargeability in case of
Resident and Non-resident:

Income Resident and Resident and Non-
Ordinary Not ordinary Resident
Resident Resident

1. Income received or deemed to be
received in India whether earned in Taxable Taxable Taxable
India or elsewhere

2. Income which accrues or arise or
deemed to accrue or arise in India Taxable Taxable Taxable
during the previous year, whether
received in India or elsewhere.

3. Income which accrues or arises

outside India and received outside Taxable Taxable Not
India from a business controlled from Taxable
India

4. Income which accrues or arises

outside India and received outside Taxable Not Taxable Not
India in the previous year from any Taxable
other source

5. Income which accrues or arises
outside India and received outside Not Taxable Not Taxable Not

India during the years preceding the Taxable
previous year and remitted to India
during the previous year.

For any other taxpayer like company, firm, co-operative society, association of persons, body of
individual, etc. the incidence of tax would include:

Types of Income

Resident in India

Non-resident in India

Indian income

Taxable in India

Taxable in India

Foreign income

Taxable in India

Not taxable in India




Notes

' Example: The following details are known about the total income of Ms.

Dividend received from Indian Company < 1,00,000

Dividend from foreign company < 1,50,000

Income from business in Kenya but controlled from India % 2,00,000
Income from business in Switzerland controlled from Bangladesh % 5,00,000

Income accrued in Indonesia ¥ 2,00,000, 2/5% received in India.

Mamta

Solution:

S. No. Particulars ROR NOR NRI

1 Dividend received from Indian - - -
Company

2 Dividend from foreign company 1,50,000 1,50,000 1,50,000

3 Income from business in Kenya but 2,00,000 2,00,000 NIL
controlled from India

4 Income from business in Switzerland 5,00,000 - -
controlled from Bangladesh

5 Income accrued in Indonesia, 2/5th 2,50,000 1,00,000 1,00,000
received in India
Total Taxable Income 11,00,000 4,50,000 2,50,000

Self Assessment

State which of the following are taxable or non-taxable in hands of a Non-resident of India:

10. Income received or deemed to be received in India whether earned in India or elsewhere.

11. Income which accrues or arise or deemed to accrue or arise in India during the previous

year, whether received in India or elsewhere.

12.  Income which accrues or arises outside India and received outside India in the previous

year from any other source.

13.  Income which accrues or arises outside India and received outside India during the years

preceding the previous year and remitted to India during the previous year.

2.4 Scope of Total Income

Section 5 provides the scope of total income in terms of the residential status of the assessee
because the incidence of tax on any person depends upon his residential status. The scope of total

income of an assessee depends upon the following three important considerations:

(i)  The residential status of the assessee

(ii) The place of accrual or receipt of income, whether actual or deemed and

(iii) The point of time at which the income had accrued to or was received by or on behalf of the

assessee.
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The ambit of total income of the three classes of assesses would be as follows: Notes

1. Resident and ordinarily resident: The total income of a resident assessee would, under
section 5(1), consist of:

(i) Income received or deemed to be received in India during the previous year;

(ii) Income which accrues or arises or is deemed to accrue or arise in India during the
previous year; and

(iii) Income which accrues or arises outside India even if it is not received or brought
into India during the previous year.

In simpler terms, a resident and ordinarily resident has to pay tax on the total income
accrued or deemed to accrue, received or deemed to be received in or outside India.

2. Resident but not ordinarily resident: Under section 5(1), the computation of total income
of resident but not ordinarily resident is the same as in the case of resident and ordinarily
resident stated above except for the fact that the income accruing or arising to him outside
India is not to be included in his total income. However, where such income is derived
from a business controlled from or profession set up in India, then it must be included in
his total income even though it accrues or arises outside India.

3. Nomn-resident: A non-resident’s total income under section 5(2) includes:
(i) Income received or deemed to be received in India in the previous year; and

(ii) Income which accrues or arises or is deemed to accrue or arise in India during the
previous year.

g

Notes All assesses, whether resident or not, are chargeable to tax in respect of their
income accrued, arisen, received or deemed to accrue, arise or to be received in India
whereas residents alone are chargeable to tax in respect of income which accrues or arises
outside India.

1.  Resident and Ordinarily Resident: Income received/deemed to be received/ accrued
or arisen/deemed to accrue or arises in or outside India.

2. Resident but Not Ordinarily Resident: Income which is received or deemed to be
received /accrued or arisen/deemed to accrue or arise in India. And Income which
accrues or arises outside India being derived from a business controlled from or
profession set up in India.

3. Non-Resident: Income received/deemed to be received/accrued or arisen/deemed
to accrue or arise in India.

Self Assessment

Fill in the blanks:

14, provides the scope of total income in terms of the residential status of the
assessee.

15.  The scope of total income of an assessee depends upon the ............ of the assessee.

16.  Total income of a resident assessee would, under section 5(1) consist of Income received or
deemed to be received in ............... during the previous year.



Notes

17 has to pay tax on the total income accrued or deemed to accrue, received
or deemed to be received in or outside India.

2.5 Deemed Receipt and Accrual of Income in India

The taxability of a certain item as income would also depend upon the method of accounting
followed by the assessee. This is because under the cash system of accounting an income would
be taxable only when it is received by the assessee himself or on his behalf. But under the
mercantile system it would be taxable once the assessee gets the legal right to claim the amount.
However, it has been specifically provided that in the case of income from salaries, the liability
to tax arises immediately when the income is due to the assessee irrespective of the method of
accounting followed. Likewise, in the case of dividends, the income would be included in total
income of the shareholder under section 8 in the year in which the final dividend is declared and,
in the case of interim dividend, in the year in which they are made unconditionally available to
the shareholders.

Thus at this point of time to understand the incidence of tax efficiently it is essential to understand,
which are the income that are deemed to be received in India, the meaning of income accruing
or arising in India and the income deemed to accrue or arise in India.

Income accrued in India is chargeable to tax in all cases irrespective of residential status of an
assessee. The words “accrue” and “arise” are used in contradistinction to the word “receive”.
Income is said to be received when it reaches the assessee; when the right to receive the income
becomes vested in the assessee, it is said to accrue or arise.

2.5.1 Meaning of “Income Received or Deemed to be Received”

All assesses are liable to tax in respect of the income received or deemed to be received by them
in India during the previous year irrespective of:

(i)  their residential status, and
(ii)  the place of its accrual.

Income is to be included in the total income of the assessee immediately on its actual or deemed
receipt. The receipt of income refers to only the first occasion when the recipient gets the money
under his control. Therefore, when once an amount is received as income, remittance or
transmission of that amount from one place or person to another does not constitute receipt of
income in the hands of the subsequent recipient or at the place of subsequent receipt.

Income Deemed to be Received

Under section 7, the following shall be deemed to be received by the assessee during the previous
year irrespective of whether he had actually received the same or not -

(i)  The annual accretion in the previous year to the balance to the credit of an employee
participating in a Recognised Provident Fund (RPF). Thus, the contribution of the employer
in excess of 12% of salary or interest credited in excess of 9.5% p.a. is deemed to be received
by the assessee.

(ii) The taxable transferred balance from unrecognized to recognized provident fund (being
the employer’s contribution and interest thereon).

iii) The contribution made by the Central Government or any other employer in the previous
y y ploy p
year to the account of an employee under a pension scheme referred to under section
80CCD.
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2.5.2 Meaning of Income “Accruing’ and ‘Arising’ Notes

Accrue refers to the right to receive income, whereas due refers to the right to enforce payment
of the same. For e.g. salary for work done in December will accrue throughout the month, day
to day, but will become due on the salary bill being passed on 31st December or 1st January.
Similarly, on Government securities, interest payable on specified dates arise during the period
of holding, day to day, but will become due for payment on the specified dates.

' Example: Interest on Government securities is usually payable on specified dates, say on
1st January and 1st July. In all such cases, the interest would be said to accrue from 1st July to 31st
December and on 1st January, it will fall due for payment.

It must be noted that income which has been taxed on accrual basis cannot be assessed again on
receipt basis, as it will amount to double taxation. For example, when a loan to a director has
already been treated as dividend under section 2(22) (e) and later dividend is declared, distributed
and adjusted against the loan, the same cannot be treated as dividend income again.

With a view to removing difficulties and clarifying doubts, the taxation of income, provides that
an item of income accruing or arising outside India shall not be deemed to be received in India
merely because it is taken into account in a balance sheet prepared in India.

Further, once an item of income is included in the assessee total income and subjected to tax on
the ground of its accrual/deemed accrual or receipt, it cannot again be included in the person’s
total income and subjected to tax either in the same or in a subsequent year on the ground of its
receipt — whether actual or deemed.

2.5.3 Income Deemed to Accrue or Arise in India (Section 9)

Certain types of income are deemed to accrue or arise in India even though they may actually
accrue or arise outside India. The categories of income which are deemed to accrue or arise in
India are:

Any income accruing or arising to an assessee in any place outside India whether directly or
indirectly

° Through or from any business connection in India,

° Through or from any property in India,

° Through or from any asset or source of income in India or
° Through the transfer of a capital asset situated in India.

)\ l)

Vi

Did u know? The legislative intent of this clause relating to the transfer of a capital asset
situated in India is to cover incomes, which are accruing or arising, directly or indirectly
from a source in India. The section codifies the source rule of taxation, which signifies that
where a corporate structure is created to route funds, the actual gain or income arises only
in consequence of the investment made in the activity to which such gains are attributable
and not the mode through which such gains are realized.

This principle which supports the source country’s right to tax the gains derived from
offshore transactions where the value is attributable to the underlying assets, is recognized
internationally by several countries.



Notes

Consequently, Explanation 4 of the section has been inserted to clarify that the expression
“through” shall mean and include and shall be deemed to have always meant and included
“by means of”, “in consequence of” or “by reason of”.

Further, Explanation 5 has been inserted to clarify that an asset or a capital asset being any
share or interest in a company or entity registered or incorporated outside India shall be
deemed to be and shall always be deemed to have been situated in India, if the share or
interest derives, directly or indirectly, its value substantially from the assets located in
India.

(i) Income, which falls under the head “Salaries”, if it is earned in India. Any income under
the head “Salaries” payable for rest period or leave period which is preceded and succeeded
by services rendered in India, and forms part of the service contract of employment, shall
be regarded as income earned in India.

(ii) Income from ‘Salaries’ which is payable by the Government to a citizen of India for

services rendered outside India. However, allowances and perquisites paid outside India
by the Government are exempt.

(iii) Dividend paid by an Indian company outside India.

(iv) Interest

(v) Royalty

(vi) Fees for technical services

The above mentioned categories of different of income which are deemed to accrue or arise in
India are further explained in the subsequent section. Thus the categorisation of income which
is deemed to accrue or arise in India can be summarised as below:

Nature of income Whether income is deemed to
accrue or arise in India
Income from business connection in India Yes
Income from any property, asset or source of income in India Yes
Capital gain on transfer of a capital asset situated in India Yes
Income from salary if service is rendered in India Yes
Income from salary (not being perquisite/allowance) if service is Yes
rendered outside India (provided the employer is Government of
India and the employee is a citizen of India)
Income from salary if service is rendered outside India (not being a No
case stated above)
Dividend paid by the Indian company Yes
Nature of Income From whom Income Payer’s Source of Income Yes
is Received
Interest Government of India | Any Yes
Interest A person resident in | Borrowed capital is used by the payer for No
India carrying on business/profession outside
India or earning any income outside India
Interest A person resident in | Borrowed capital is used by the payer for Yes
India any other purpose
Interest A person non- | Borrowed capital is used by the payer for Yes
resident in India carrying on business/profession in India
Interest A person non- | Borrowed capital is used by the payer for No
resident in India any other purpose

Contd...




Unit 2: Residential Status and Taxation

Royalty/fees for
technical services

Government of India

Any

Notes

Royalty/fees for
technical services

A person resident in
India

Payment is relatable to a business or
profession or any other source carried by
the payer outside India

Royalty/fees for
technical services

A person resident in
India

Payment is relatable to any other source of
income

Royalty/fees for
technical services

A person  non-

resident in India

Payment is relatable to a business or
profession or any other source carried by
the payer in India

Royalty/fees for
technical services

A person
resident in India

non-

Payment is relatable to any other source of
income

' Example: For the assessment year 200607 (previous year 2005-06), X is employed in
India and receives % 24,000 as salary. His income from other sources includes:

Dividend received in London on June 3, 2005: ¥ 31,000 from a foreign company; share of profit
received in London on December 15, 2005 from a business situated in Sri Lanka but controlled

from India:

% 60,000; remittance from London on January 15,2006 out of past untaxed profit of 2003-04
earned and received there: ¥ 30,000 and interest earned and received in India on May 11, 2006:
% 76,000. Find out his gross total income, if he is (a) resident and ordinarily resident, (b) resident
but not ordinarily resident, and (c) non-resident for the assessment year 2006-07.

If X is resident and ordinarily resident, his gross total income will be % 1,15,000 (i.e., ¥ 24,000 +
% 31,000 + % 60,000). If X is resident but not ordinarily resident, his gross total income will work
out to be ¥ 84,000 (i.e., ¥ 24,000 + % 60,000). If X is non-resident, his gross total income will come

to ¥ 24,000.

1. The remittance from London of ¥ 30,000 is not taxable in the previous year 2005-06
because it does not amount to “receipt” of income.

2. Although the interest of ¥ 76,000 earned and received in India is taxable, it is not
included in the total income of the assessment year 2006-07, as it is not earned or
received in the previous year 2005-06. It will, therefore, be included in the total
income of X for the assessment year 2007-08.

Self Assessment

Fill in the blanks:

18. The .....ccocuen.

of accounting an income would be taxable only when it is received by the

assessee himself or on his behalf.

19. refers to the right to receive income.

20,

to Section 5 specifically provides that an item of income accruing or arising

outside India shall not be deemed to be received in India merely because it is taken into
account in a balance sheet prepared in India.



Notes

21. Income from salary (not being perquisite/allowance) if service is rendered outside India
(provided the employer is Government of India and the employee is a citizen of India) is
deemed to accrue or arise in ...................

2.6 Categories of Income which are Deemed to Accrue or Arise in
India

There are seven main categories of income which are deemed to accrue or arise in India even
though they may actually accrue or arise outside India. These are explained below:

1. Income from business connection: The expression “business connection” has been explained
in Explanation 2 to section 9(1)(i) to encompass the following:

(i)  ‘Business connection’ shall include any business activity carried out through a person
acting on behalf of the non-resident.

(ii) He must have an authority which is habitually exercised to conclude contracts on
behalf of the non-resident. However, if his activities are limited to the purchase of
goods or merchandise for the non-resident, this provision will not apply.

(iii) Where he has no such authority, but habitually maintains in India a stock of goods
or merchandise from which he regularly delivers goods or merchandise on behalf
of the non-resident, a business connection is established.

(iv) Business connection is also established where he habitually secures orders in India,
mainly or wholly for the non-resident. Further, there may be situations when other
non-residents control the above-mentioned non-resident. Secondly, this non-resident
may also control other non-residents. Thirdly, all other non-residents may be subject
to the same common control, as that of the non-resident. In all the three situations,
business connection is established, where a person habitually secures orders in

AN

Caution The following exceptions must be kept in mind while dealing with income from
business connection:

India, mainly or wholly for such non-residents.

“Business connection”, however, shall not be held to be established in cases where the
non-resident carries on business through a broker, general commission agent or any
other agent of an independent status, if such a person is acting in the ordinary course of his
business.

A broker, general commission agent or any other agent shall be deemed to have an
independent status where he does not work mainly or wholly for the non-resident. He
will however, not be considered to have an independent status in the three situations
explained in (iv) above, where he is employed by such a non-resident.

Where a business is carried on in India through a person referred to in (ii), (iii) or (iv)
mentioned above, only so much of income as is attributable to the operations carried out
in India shall be deemed to accrue or arise in India.

2. Income from property, asset or source of income: Any income which arises from any
property which may be either movable, immovable, tangible or an intangible property
would be deemed to accrue or arise in India.
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Notes
'i Example: Hire charges or rent paid outside India for the use of the machinery or buildings
situated in India, deposits with an Indian company for which interest is received outside India
etc.

3. Income through the transfer of a capital asset situated in India: Capital gains arising
from the transfer of a capital asset situated in India would be deemed to accrue or arise in
India in all cases irrespective of the fact whether (i) the capital asset is movable or
immovable, tangible or intangible; (ii) the place of registration of the document of transfer
etc., is in India or outside; and (iii) the place of payment of the consideration for the
transfer is within India or outside.

Explanation 1 to section 9(1)(i) lists out income which shall not be deemed to accrue or
arise in India. They are given below:

a. In the case of a business, in respect of which all the operations are not carried out in India:
Explanation 1(a) to section 9(1)(i): In the case of a business of which all the operations
are not carried out in India, the income of the business deemed to accrue or arise in
India shall be only such part of income as is reasonably attributable to the operations
carried out in India. Therefore, it follows that such part of income which cannot be
reasonably attributed to the operations in India, is not deemed to accrue or arise in
India.

b.  Purchase of goods in India for export: Explanation 1(b) to section 9(1)(i): In the
case of a non-resident, no income shall be deemed to accrue or arise in India to him
through or from operations which are confined to the purchase of goods in India for
the purpose of export.

c. Collection of news and views in India for transmission out of India: Explanation 1(c) to section
9(1)(i): In the case of a non-resident, being a person engaged in the business of
running a news agency or of publishing newspapers, magazines or journals, no
income shall be deemed to accrue or arise in India to him through or from activities
which are confined to the collection of news and views in India for transmission out
of India.

d.  Shooting of cinematograph films in India: Explanation 1(d) to section 9(1)(i): In the
case of a non-resident, no income shall be deemed to accrue or arise in India through
or from operations which are confined to the shooting of any cinematograph film in
India, if such non-resident is :

* an individual, who is not a citizen of India or

* a firm which does not have any partner who is a citizen of India or who is
resident in India; or

. a company which does not have any shareholder who is a citizen of India or
who is resident in India.

4. Income from salaries: Under section 9(1)(ii) income which falls under the head ‘salaries’,
would be deemed to accrue or arise in India, if it is in respect of services rendered in India.
Thus Section 9 (1)(ii) of the Actrequires that salaries is to be considered as deemed to
be accrued or arise in India only if it is “earned in India”.

Further, the salaries payable for services rendered in India shall be regarded as
income earned in India, though it may be paid in India or outside i.e. the payment or
receipt of salary is immaterial. What is important is the place of rendering of services.
Section 9(2) makes an exception to the aforesaid rule in the case of certain retired
civil servants and judges permanently residing outside India.
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Section 9(1)(iii) provides that the salaries are chargeable to tax if the same is payable by
the Government to a Indian Citizen for services rendered outside India. The residential
status and the place of receipt of salary are not relevant for the purpose of this sub-
section. For income to be treated as deemed to accrue or arise in India following four

conditions needs to be satisfied:
* Income should be chargeable under the head “Salaries”

23 Salary should be payable by Government of India

- The recipient should be an Indian Citizen, irrespective of their residential status
23 The services should be rendered outside India
=7

Notes Tt is important to note that all allowances or perquisites paid out
side India by the Government to the Indian Citizens for their rendering services outside
India are exempt under section 10(7).

Income from dividends: All dividends paid by an Indian company must be deemed to
accrue or arise in India. Under section 10(34), income from dividends referred to in section
115-O are exempt from tax in the hands of the shareholder. It may be noted that dividend
distribution tax under section 115-O does not apply to deemed dividend under section
2(22) (e), which is chargeable in the previous year in which such dividend is distributed or

paid.

Interest: Under section 9(1)(v), an interest is deemed to accrue or arise in India if it is

payable by -

(i)  the Central Government or any State Government.

(ii) apersonresidentin India except where it is payable in respect of any money borrowed
and used for the purposes of a business or profession carried on by him outside
India or for the purposes of making or earning any income from any source outside

India

(iii) anon-resident when it is payable in respect of any debt incurred or moneys borrowed

and used for the purpose of a business or profession carried on in India by him.

Interest on money borrowed by the non-resident for any purpose other than a
business or profession, will not be deemed to accrue or arise in India. Thus, if a non-
resident ‘A’ borrows money from a non-resident ‘13" and invests the same in shares
of an Indian company, interest payable by ‘A’ to “13” will not be deemed to accrue or

arise in India.
Royalty: Royalty will be deemed to accrue or arise in India when it is payable by:

(i)  the Government; or

(ii) a person who is a resident in India except in cases where it is payable for the transfer
of any right or the use of any property or information or for the utilization of
services for the purposes of a business or profession carried on by such person
outside India or for the purposes of making or earning any income from any source

outside India; or

(iii) a non-resident only when the royalty is payable in respect of any right, property or
information used or services utilised for purposes of a business or profession carried
on in India or for the purposes of making or earning any income from any source in

India.
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Lump sum royalty payments made by a resident for the transfer of all or any rights Notes
including the granting of a license in respect of computer software supplied by a

non-resident manufacturer along with computer hardware under any scheme approved

by the Government under the Policy on Computer Software Export, Software Development

and Training, 1986 shall not be deemed to accrue or arise in India.

A\ ?

L)
Did u know? Computer software means any computer programme recorded on any disc,
tape, perforated media or other information storage device and includes any such

programme or any customised electronic data.

The term ‘royalty’ means consideration also including any lump sum consideration but
excluding any consideration which would be the income of the recipient chargeable under
the head ‘Capital gains’ for:

(i)  the transfer of all or any rights including the granting of license, in respect of a
patent, invention, model, design, secret formula or process or trade mark or similar

property;

(ii)  the imparting of any information concerning the working of, or the use of, a patent,
invention, model, design, secret formula or process or trade mark or similar property;

(iii) the use of any patent, invention, model, design, secret formula or process or trade
mark or similar property;

(iv) the imparting of any information concerning technical, industrial, commercial or
scientific knowledge, experience or skill;

(v)  the use or right to use any industrial, commercial or scientific equipment but not
including the amounts referred to in section 441313;

(vi) the transfer of all or any rights including the granting of license, in respect of any
copyright, literary, artistic or scientific work including films or video tapes for use
in connection with television or tapes for use in connection with radio broadcasting,
but not including consideration for the sale, distribution or exhibition of
cinematographic films;

(vii) the rendering of any service in connection with the activities listed above.

The definition of ‘royalty’ for this purpose is wide enough to cover both industrial royalties
as well as copyright royalties. The deduction specially excludes income which should be
charge-able to tax under the head ‘capital gains’.

Consideration for use or right to use of computer software is royalty within the meaning
of section 9(1)(vi).

As per section 9(1) (vi), any income payable by way of royalty in respect of any right,
property or information is deemed to accrue or arise in India. The term “royalty” means
consideration for transfer of all or any right in respect of certain rights, property or
information. There have been conflicting court rulings on the interpretation of the
definition of royalty, on account of which there was a need to resolve the following
issues—

Does consideration for use of computer software constitute royalty?

(i) Is it necessary that the right, property or information has to be used directly by the
payer?
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(ii) Is it necessary that the right, property or information has to be located in India or
control or possession of it has to be with the payer?

(iii) What is the meaning of the term “process”?

In order to resolve the above issues arising on account of conflicting judicial decisions and
to clarify the true legislative intent, Explanations 4, 5 & 6 have been inserted with
retrospective effect from 1% June, 1976.

Explanation 4 clarifies that the consideration for use or right to use of computer software
is royalty by clarifying that, transfer of all or any rights in respect of any right, property
or information includes and has always included transfer of all or any right for use or
right to use a computer software (including granting of a licence) irrespective of the
medium through which such right is transferred.

Consequently, the provisions of tax deduction at source under section 194] and section 195
would be attracted in respect of consideration for use or right to use computer software
since the same falls within the definition of royalty.

IS

Notes The Central Government has, vide Notification No.21/2012 dated 13.6.2012 to be
effective from 1st July, 2012, exempted certain software payments from the applicability
of tax deduction under section 194]. Accordingly, where payment is made by the transferee
for acquisition of software from a resident-transferor, the provisions of section 194] would
not be attracted if:

1.

the software is acquired in a subsequent transfer without any modification by the
transferor;

tax has been deducted either under section 194] or under section 195 on payment for
any previous transfer of such software; and

the transferee obtains a declaration from the transferor that tax has been so deducted
along with the PAN of the transferor.

Explanation 5 clarifies that royalty includes and has always included consideration in
respect of any right, property or information, whether or not,

(a) the possession or control of such right, property or information is with the payer;
(b)  such right, property or information is used directly by the payer;
(c)  the location of such right, property or information is in India.

Explanation 6 clarifies that the term “process” includes and shall be deemed to have
always included transmission by satellite (including up-linking, amplification, conversion
for down-linking of any signal), cable, and optic fibre or by any other similar technology,
whether or not such process is secret.

Fees for technical services: Any fees for technical services will be deemed to accrue or arise
in India if they are payable by -

(i) the Government.

(i) a person who is resident in India, except in cases where the fees are payable in
respect of technical services utilised in a business or profession carried on by such
person outside India or for the purpose of making or earning any income from any
source outside India.
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(iii) a person who is a non-resident, only where the fees are payable in respect of services Notes
utilised in a business or profession carried on by the non-resident in India or where
such services are utilised for the purpose of making or earning any income from any
source in India.

A fee for technical services means any consideration (including any lump sum
consideration) for the rendering of any managerial, technical or consultancy services
(including providing the services of technical or other personnel). However, it does not
include consideration for any construction, assembly, mining or like project undertaken
by the recipient or consideration which would be income of the recipient chargeable
under the head ‘Salaries’.

Income deemed to accrue or arise in India to a non-resident by way of interest, royalty
and fee for technical services to be taxed irrespective of territorial nexus (Explanation to
section 9).

Income by way of interest, royalty or fee for technical services which is deemed to accrue
or arise in India by virtue of clauses (v), (vi) and (vii) of section 9(1), shall be included in
the total income of the non-resident, whether or not:

(i)  the non-resident has a residence or place of business or business connection in India;
or

(ii) the non-resident has rendered services in India.

In effect, the income by way of fee for technical services, interest or royalty, from services
utilized in India would be deemed to accrue or arise in India in case of a non-resident and
be included in his total income, whether or not such services were rendered in India.

Self Assessment

State whether the following statements are true or false:

22. The expression “business connection” has been explained in Explanation 2 to
section 9(1)(i)

23.  Any income which arises from any property which may be either movable, immovable,
tangible or an intangible property would not considered to be deemed to accrue or arise
in India.

24.  All dividends paid by an Indian company must be deemed to accrue or arise in India.

25. The term ‘royalty’ means consideration also including any lump sum consideration but
excluding any consideration which would be the income of the recipient chargeable under
the head ‘Capital gains’.

Case Sudy — Make It Count: Residential Status Key to Taxation

n individual is taxed in India based on his tax residential status — which, in turn,

depends on the number of days he is in India during a tax year (April 1 to March

31). Based on this calculation, an individual may be Resident and Ordinarily
Resident (ROR), Resident but Not Ordinarily Resident (RNOR), or Non-resident (NR).

While an ROR is liable to tax in India on worldwide income, an RNOR or NR is taxed in
India primarily on income sourced in India. It is vital to correctly determine an individual’s
Contd...
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tax residential status for a particular tax year — if not, he/she could end up paying tax on
their worldwide income in India; or, their foreign income, which is liable to tax in India,
could escape the tax net.

One is, therefore, faced with the task of keeping track of the days a person is in India
during a tax year. The challenge is: how do you count the number of days in India?

Does one consider calendar days, or is every 24 hours spent on Indian soil counted as one
day? Is only a full day spent in India counted as a day, or is a fraction of the day also
counted? If a fraction of the day is to be counted as a whole day, are the days of arrival and
departure both counted as days in India? What happens if one spends less than 24 hours in
India during a trip?

The Income Tax Act and Rules do not offer any answers. However, this issue has previously
been a subject of litigation, and one can draw guidance from the judicial authorities’
interpretation of the term ‘days in India’.

In the case of Manoj Kumar Reddy, the Bangalore Tribunal noted that while computing
the period for which an assessee is in India, the count should begin from the date of arrival
of the assessee in India to the date he leaves the country. The Tribunal drew guidance from
the provisions of the General Clauses, Act and concluded that in counting days in this
manner, the first day should be excluded. Hence, when counting the ‘days’, the day of
arrival should be ignored.

The Bangalore Tribunal’s view was followed by the Mumbai Tribunal in the case of Fausta
C. Cordeiro, wherein it held that the arrival date is to be excluded from the count,
particularly when the assessee arrived late in the day.

Based on the Tribunals’ views, one may consider counting on the basis of calendar days,
excluding the day of arrival but including the day of departure, even if it is a fraction of a
day. Thus, if an individual arrives in the evening and leaves the next morning, he would
have been in India (for tax purposes) for one day.

A word of caution: tax officials tend to count both the day of arrival and day of departure
as ‘days in India’, irrespective of whether it is a full day or a few hours. Hence, the ‘days in
India” in the example above would be two days, not one.

So, when you zoom in and out of India on business or for pleasure, don’t forget to keep a
tab on your ‘days in India’, lest you are entangled in the tax net.

Questions
1. Study and analyse the case.

2. Write down the case facts.

3. What do you infer from it?

Source: http http://www.thehindubusinessline.com/industry-and-economy/taxation-and-accounts/
make-it-count-residential-status-key-to-taxation/article4085396.ece

2.7 Summary

° Tax incidence on an assessee depends on his residential status. Whether an income earned
by a foreign national in India or outside India taxable in India depends on the residential
status of the individual, rather than on his citizenship. Therefore, the determination of the
residential status of a person is very significant in order to find out his tax liability.

° There are three residential statuses that we will study in detail this unit namely the
Residents also referred to as Resident & Ordinarily Residents, the Resident but not
Ordinarily Residents and the Non-residents.
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° Residential status of an assessee is to be determined in respect of each previous year as it Notes
may vary from previous year to previous year.

° An assessee may enjoy different residential status for different assessment years. For
instance, an individual who has been regularly assessed as resident and ordinarily resident
has to be treated as non-resident in a particular assessment year if he satisfies none of the
conditions of section 6(1).

° Under section 6(1), an individual is said to be resident in India in any previous year, if he
satisfies any one of the conditions like he has been in India during the previous year for a
total period of 182 days or more, or he has been in India during the 4 years immediately
preceding the previous year for a total period of 365 days or more and has been in India for
at least 60 days in the previous year. If the individual satisfies any one of the conditions
mentioned above, he is a resident. If both the above conditions are not satisfied, the
individual is a non-resident also referred to as NRI.

° Only individuals and HUF can be resident but not ordinarily resident in India. All other
classes of assesses can be either a resident or non-resident.

° An individual is said to be a resident and ordinarily resident if he satisfies both the
following conditions: (i) He is a resident in any 2 out of the last 10 years preceding the
relevant previous year, and (ii) His total stay in India in the last 7 years preceding the
relevant previous year is 730 days or more.

If the individual satisfies both the conditions mentioned above, he is a resident and
ordinarily resident but if only one or none of the conditions are satisfied, the individual is
a resident but not ordinarily resident.

° Every Indian company is resident in India irrespective of the fact whether the control and
management of its affairs is exercised from India or outside. But a company, other than an
Indian company, would become resident in India only if the entire control and management
of its affairs is in India. The control and management of the affairs of company are said to
be exercised from the place where the director’s meetings (not shareholders’ meetings)
are held, decisions taken and directions issued.

° As per section 5, incidence of tax on a taxpayer depends on his residential status and also
on the place and time of accrual or receipt of income. In order to understand the relationship
between residential status and tax liability, one must understand the meaning of “Indian
income” and “foreign income”.

. The scope of total income of an assessee depends upon the following three important
considerations like the residential status of the assessee, the place of accrual or receipt of
income, whether actual or deemed and the point of time at which the income had accrued
to or was received by or on behalf of the assessee.

2.8 Keywords

AOP: It is an entity or a unit of assessment which is includes two or more persons who join for
a common purpose with a view to earn an income.

Company: It is an association or collection of individual real persons and/or other business
entities, which each provide some form of capital.

Hindu Undivided Family (HUF): 1t is a legal term related to the Hindu Marriage Act.

Incidence of Tax: Tax incidence means the final burden of tax. In other words, incidence of tax is
on person who actually bears or pays the final tax liability.
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Income: It is the consumption and savings opportunity gained by an entity within a specified
timeframe that is generally expressed in monetary terms.

Partnership Firm: It as a relation between two or more persons who have agreed to share the
profits of a business carried on by all of them or any of them acting for all.

Receipt: The receipt of income refers to the first occasion when the recipient gets the money
under his control.

Remittance: Remittance is transmission of income after its first receipt.

Royalty: It is consideration also including any lump sum consideration but excluding any
consideration which would be the income of the recipient chargeable under the head ‘Capital
gains’.

2.9 Review Questions

1.  What do you understand by residential status of an individual? How is it related to
incidence of an assessee?

Define the division of taxable entities for the purpose of determining residential status.
Discuss in detail the provisions for determining the residential status of an assessee.
Describe how you would determine the residential status of an assessee.

Write a note on residential status of a company.

Define incidence of tax as per section 5 of the income Tax Act 1961.

Differentiate between Indian and Foreign Income.

Explain the meaning of Income received or deemed to be received in India.

Y ® N A ok »w DN

Mention the different categories of income which are deemed to accrue or arise in India.

—_
e

X, an Indian citizen, leaves India on May 22, 2005 for vacation to Uganda and returns on
April 9, 2006. Determine the residential status of X for the assessment year 2006-07.

—_
—_

Y, a foreign citizen, visits India since 1985 every year for a period of 100 days. Determine
the residential status of Y for the assessment year 2006-07.

12. Rakesh was working as a crew member on an Indian ship plying in foreign waters. During
the year ended 31.03.2008, the ship did not touch the Indian coast, except for 180 days. State
the residential status for the assessment and taxability of his salary.

13. X got an employment in Singapore during the previous year 2008-09. He left for Singapore
on August 9, 2008. He is an Indian Citizen. Determine the residential status for the
Assessment Year 2009-10.

14. Following are the details of income of Mr. Subramani for the financial year 2009-2010:

Income from property in Sri Lanka remitted by the tenant to the assessee

in India through SBI < 2,10,000
Profit from business in India < 1,00,000
Loss from business in Sri Lanka (whose control and management of

business wholly remained in India) ¥ 80,000
Dividend from shares in foreign companies received outside India ¥ 60,000

Interest on deposits in India companies % 1,20,000
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Determine the total income in terms of the Income-tax Act, 1961 in the following situations: Notes
(@) Resident and ordinarily resident of India;
(b) Resident but not ordinarily resident of India;

(c) Non-resident.

Answers: Self Assessment

1. C 2. A
3. A 4. B
5. True 6. False
7. True 8. True
9. False 10. Taxable
11. Taxable 12.  Non-taxable
13.  Non-taxable 14.  Section 5
15. Residential status 16. India
17.  Resident and ordinary resident 18.  Cash system
19.  Accrue 20. Explanation 1
21. India 22.  True
23. False 24.  True
25.  True
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Unit 3: Tax Planning: An Introduction

Objectives Notes

After studying this unit, you will be able to:

° Explain the concept of Tax Planning
° Define Corporate Tax Planning

° Describe Tax Evasion

° Discuss Tax Avoidance

° Trace the concept of Tax Management
Introduction

Tax planning involves conceiving of and implementing various strategies in order to minimize
the amount of taxes paid for a given period. For a small business, minimizing the tax liability
can provide more money for expenses, investment, or growth. In this way, tax planning can be
a source of working capital. There are several general areas of tax planning that apply to all sorts
of small businesses. These areas include the choice of accounting and inventory-valuation
methods, the timing of equipment purchases, the spreading of business income among family
members, and the selection of tax-favoured benefit plans and investments.

So, before one can embark on a study of the tax planning, it is absolutely vital to understand the
meaning of tax planning and the concept of tax evasion, tax avoidance, tax planning and tax
management. The purpose of this unit is to enable the students to comprehend basic expressions.
Therefore, all such basic terms are explained and suitable illustrations are provided to define
their meaning and scope.

3.1 Concept of Tax Planning

Tax planning is a broad term that is used to describe the processes utilized by individuals and
businesses to pay the taxes due to local, state, and federal tax agencies. The process includes such
elements as managing tax implications, understanding what type of expenses are tax deductible
under current regulations, and in general planning for taxes in a manner that ensures the amount
of tax due will be paid in a timely manner.

One of the main focuses of tax planning is to apply current tax laws to the revenue that is received
during a given tax period. The revenue may come from any revenue producing mechanism that
is currently in operation for the entity concerned. For individuals, this can mean income sources
such as interest accrued on bank accounts, salaries, wages and tips, bonuses, investment profits,
and other sources of income as currently defined by law. Businesses will consider revenue
generated from sales to customers, stock and bond issues, interest bearing bank accounts, and
any other income source that is currently considered taxable by the appropriate tax agencies.

Tax planning involves conceiving of and implementing various strategies in order to minimize
the amount of taxes paid for a given period. For a small business, minimizing the tax liability
can provide more money for expenses, investment, or growth. In this way, tax planning can be
a source of working capital. Tax planning is not a device to reduce tax burden. In fact, it helps
savings by investments in government securities. Savings reduce extravagance, and
correspondingly inflation. Tax savings are permitted only for investment made in government
securities and bonds of priority sectors which ultimately help the nation. Therefore, the savings
in tax help the Central and state governments to mobilise funds by way of investments and as
such the government earns much by way of other benefits, by sacrificing small amount of tax.
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The Supreme Court in one case observed that “Tax planning may be legitimate provided it is
within the framework of Law”. By tax planning, the government is equally benefited.

AAND
o

Did u know? Basic rules applicable to tax planning for businesses:

1.  First, a small business should never incur additional expenses only to gain a tax
deduction. While purchasing necessary equipment prior to the end of the tax year
can be a valuable tax planning strategy, making unnecessary purchases is not
recommended.

2. Second, a small business should always attempt to defer taxes when possible.
Deferring taxes enables the business to use that money interest-free, and sometimes
even earn interest on it, until the next time taxes are due.

Tax planning is an essential part of your financial planning. Efficient tax planning enables you
to reduce your tax liability to the minimum. This is done by legitimately taking advantage of all
tax exemptions, deductions rebates and allowances while ensuring that your investments are in
line with your long term goals.

In many cases, a primary goal of tax planning is to apply current laws in a manner that allows
the individual or business to reduce the amount of taxable income for the period. Thus,
planning for taxes involves knowing which types of income currently qualify for as exempt
from taxation. The process also involves understanding what types of expenses may be
legitimately considered as deductions, and what circumstances have to exist in order for the
deduction to be claimed on the tax return.

i5
Notes There are three common approaches to tax planning for the purpose of minimizing
the tax burden.

The first is to reduce the adjusted gross income for the tax period. This is where
understanding current tax laws as they relate to allowances and exemptions come into

play.
A second approach to tax planning is to increase the amount of tax deductions. Again, this
means knowing current laws and applying them when appropriate to all usual and normal

expenses associated with the household or the business. Since these can change from one
annual period to the next, it is always a good idea to check current regulations.

One final approach that may be applicable to effective tax planning has to do with the use
of tax credits. This can include credits that relate to retirement savings plans, college
expenses, adopting children, and several other credits.

3.1.1 General Areas of Tax Planning

There are several general areas of tax planning that apply to all sorts of small businesses. These
areas include the choice of accounting and inventory-valuation methods, the timing of equipment
purchases, the spreading of business income among family members, and the selection of tax-
favoured benefit plans and investments. Some of the general taxes planning strategies are
described below:

1. Accounting Methods: Accounting methods refer to the basic rules and guidelines under
which businesses keep their financial records and prepare their financial reports.
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There are two main accounting methods used for record-keeping: the cash basis and the Notes
accrual basis. Small business owners must decide which method to use depending on the

legal form of the business, its sales volume, whether it extends credit to customers, and the

tax requirements set forth by the Internal Revenue Service (IRS). The choice of accounting

method is an issue in tax planning, as it can affect the amount of taxes owed by a small

business in a given year.

Accounting records prepared using the cash basis recognises income and expenses according
to real-time cash flow. Income is recorded upon receipt of funds, rather than based upon
when it is actually earned, and expenses are recorded as they are paid, rather than as they
are actually incurred. Under this accounting method, therefore, it is possible to defer
taxable income by delaying billing so that payment is not received in the current year.
Likewise, it is possible to accelerate expenses by paying them as soon as the bills are
received, in advance of the due date. The cash method is simpler than the accrual method,
it provides a more accurate picture of cash flow, and income is not subject to taxation until
the money is actually received.

In contrast, the accrual basis makes a greater effort to recognize income and expenses in
the period to which they apply, regardless of whether or not money has changed hands.
Under this system, revenue is recorded when it is earned, rather than when payment is
received, and expenses recorded when they are incurred, rather than when payment is
made. The main advantage of the accrual method is that it provides a more accurate
picture of how a business is performing over the long-term than the cash method. The
main disadvantages are that it is more complex than the cash basis, and that income taxes
may be owed on revenue before payment is actually received. However, the accrual basis
may yield favourable tax results for companies that have few receivables and large current
liabilities.

Some form of record-keeping is required by law and for tax purposes, but the resulting
information can also be useful to managers in assessing the company’s financial situation
and making decisions. It is possible to change accounting methods later, but the process
can be complicated. Therefore it is important for small business owners to decide which
method to use up front, based on what will be most suitable for their particular business.

Cash vs. Accrual Basis: A taxpayer chooses his accounting method when he files his first
income tax return. The Tax Code requires that taxpayers use a consistent method of
accounting from year to year. Thus, if a taxpayer wishes to change its accounting method
it must get permission to do so from the IRS. To request a change in accounting method
you must file IRS Form 3115. This is a highly complex form and should not be completed
without the assistance of a qualified CPA or tax attorney. The two most commonly used
methods of accounting are the Accrual and the Cash methods. Each of these methods is
discussed briefly under separate heading below:

(@) Cash Method: The Cash Method of accounting allows taxpayers to report
their revenues when received and expenses when paid. More than 95% of individual
taxpayers use the Cash Method of accounting to report their taxable income and
deductible expenses on their Forms 1040.

(b) Accrual Method: Under the Accrual Method of accounting a taxpayer
records his income when a sale occurs, not when payment is received. Likewise, he
records a deductible expense when it’s incurred, not when it’s paid.

A sale occurs when the following conditions are met:

* All the events that establish a taxpayer’s right to receive the income have
happened; and
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¢ The amount of income a taxpayer is to receive can be reasonably ascertained.
An expense is incurred when the following conditions are met:

’ All the events that establish a taxpayer’s obligation to pay it have occurred;
and

’ The amount of the expense to be paid can be reasonably ascertained.

The cash method of accounting lends itself to more planning opportunities because the
taxpayer himself has control over when he pays his expenses and how fast he gets paid for
his work.

Planning is more difficult under the accrual method because it’s more difficult to change
the objective fact of when a transaction is or is not complete. Regardless of whether you
use the accrual or cash method of accounting, in November or December of every year
you should consult with your tax planner to discuss options for deferring taxable income
to a subsequent tax year and accelerating deductions to the current year.

Example: If you use the cash basis method of accounting your tax planner might suggest
that you prepay certain expenses that you anticipate will come due early in the following tax
year. Likewise, your tax advisor might suggest that you delay the issuance of invoices in order
to defer income to the following tax year.

Since the recognition of revenues and expenses under the cash method depends upon the timing
of various cash receipts and disbursements, however, it can sometimes provide a misleading
picture of a company’s financial situation. In contrast, the accrual basis makes a greater effort to
recognize income and expenses in the period to which they apply, regardless of whether or not
money has changed hands. Under this system, revenue is recorded when it is earned, rather than
when payment is received, and expenses recorded when they are incurred, rather than when
payment is made.

Example: Say that a contractor performs all of the work required by a contract during the
month of May, and presents his client with an invoice on June 1. The contractor would still
recognize the income from the contract in May, because that is when it was earned, even though
the payment will not be received for some time.

The main advantage of the accrual method is that it provides a more accurate picture of
how a business is performing over the long-term than the cash method. The main
disadvantages are that it is more complex than the cash basis, and that income taxes may
be owed on revenue before payment is actually received.

—]]

Notes Under generally accepted accounting principles (GAAP), the accrual basis of
accounting is required for all businesses that handle inventory, from small retailers to
large manufacturers. It is also required for corporations and partnerships that have gross
sales over $5 million per year, though there are exceptions for farming businesses and
qualified personal service corporations-such as doctors, lawyers, accountants, and
consultants. A business that chooses to use the accrual basis must use it consistently for all
financial reporting and for credit purposes. For anyone who runs two or more businesses,
however, it is permissible to use different accounting methods for each.
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3. Inventory Valuation Methods: The method a small business chooses for inventory Notes
valuation can also lead to substantial tax savings. Inventory valuation is important because
businesses are required to reduce the amount they deduct for inventory purchases over
the course of a year by the amount remaining in inventory at the end of the year.

Example: Mr. X that purchased %10,000 in furniture during the year but had 36,000
remaining in furniture at the end of the year could only count ¥4,000 as an expense for furniture
purchases, even though the actual cash outlay was much larger. Valuing the remaining furniture
differently could increase the amount deducted from income and thus reduce the amount of tax
owed by the business.

The tax law provides two possible methods for inventory valuation: the first-in, first-out
method (FIFO); and the last-in, first-out method (LIFO). As the names suggest, these
inventory methods differ in the assumption they make about the way items are sold from
inventory. FIFO assumes that the items purchased the earliest are the first to be removed
from inventory, while LIFO assumes that the items purchased most recently are the first to
be removed from inventory. In this way, FIFO values the remaining inventory at the most
current cost, while LIFO values the remaining inventory at the earliest cost paid that year.

)\ ?
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Did u know? LIFO is generally the preferred inventory valuation method during times of
rising costs. It places a lower value on the remaining inventory and a higher value on the
cost of goods sold, thus reducing income and taxes. On the other hand, FIFO is generally
preferred during periods of deflation or in industries where inventory can tend to lose its
value rapidly, such as high technology. Companies are allowed to file Form 970 and
switch from FIFO to LIFO at any time to take advantage of tax savings. However, they
must then either wait ten years or get permission from the IRS to switch back to FIFO.

4. Equipment Purchases: It is often advantageous for small businesses to use this tax incentive
to increase their deductions for business expenses, thus reducing their taxable income and
their tax liability. Necessary equipment purchases up to the limit can be timed at year end
and still be fully deductible for the year.

AN

Caution This tax incentive is also applicable to the personal property put into service for
business use, but with the exception of automobiles and real estate.

5. Benefits Plans and Investments: Tax planning also applies to various types of employee
benefits that can provide a business with tax deductions, such as contributions to life
insurance, health insurance, or retirement plans. As an added bonus, many such benefit
programs are not considered taxable income for employees. Finally, tax planning applies
to various types of investments that can shift tax liability to future periods, such as treasury
bills, bank certificates, savings bonds, and deferred annuities. Companies can avoid paying
taxes during the current period for income that is reinvested in such tax-deferred
instruments.

3.1.2 Tax Planning for Different Business Forms

“The first step in tax planning—for small business owners and professionals, at least-is to select
the right form of organization for your enterprise,” is according to Albert B. Ellentuck in the



Notes

Laventhol and Horwath Small Business Tax Planning Guide. “You'll end up paying radically
different amounts of income tax depending on the form you select. And your odds of being
audited by the IRS will change, too.” There are also some areas of tax planning that are specific
to certain business forms—i.e., sole proprietorships, partnerships, C corporations, and S
corporations.

Many aspects of tax planning are specific to certain business forms. Some of these are discussed

below:

(@)

Sole Proprietorships and Partnerships: Tax planning for sole proprietorships and
partnerships is in many ways similar to tax planning for individuals. This is because the
owners of businesses organized as sole proprietors and partnerships pay personal income
tax rather than business income tax. These small business owners file an informational
return for their business with the IRS (Internal Revenue Service), and then report any
income taken from the business for personal use on their own personal tax return.

Since they do not receive an ordinary salary, the owners of sole proprietorships and
partnerships are not required to withhold income taxes for themselves. It is important
that the amount of tax paid in quarterly instalments equal either the total amount owed
during the previous year or 90 per cent of their total current tax liability. Otherwise, the
IRS may charge interest and impose a stiff penalty for underpayment of estimated taxes.

Since the IRS calculates the amount owed quarterly, a large lump-sum payment in the
fourth quarter will not enable a taxpayer to escape penalties. On the other hand, a significant
increase in withholding in the fourth quarter may help, because tax that is withheld by an
employer is considered to be paid evenly throughout the year no matter when it was
withheld. This leads to a possible tax planning strategy for a self-employed person who
falls behind in his or her estimated tax payments. By having an employed spouse increase
his or her withholding, the self-employed person can make up for the deficiency and
avoid a penalty. The IRS has also been known to waive underpayment penalties for
people in special circumstances.

' Example: They might waive the penalty for newly self-employed taxpayers who underpay
their income taxes because they are making estimated tax payments for the first time.

(ii)

Another possible tax planning strategy applies to partnerships that anticipate a loss. At
the end of each tax year, partnerships file the informational Form 1065 (Partnership
Statement of Income) with the IRS, and then report the amount of income. This income can
be divided in any number of ways, depending on the nature of the partnership agreement.
In this way, it is possible to pass all of a partnership’s early losses to one partner in order
to maximize his or her tax advantages.

C Corporations: Tax planning for C corporations is very different than that for sole
proprietorships and partnerships. This is because profits earned by C corporations accrue
to the corporation rather than to the individual owners, or shareholders. A corporation is
a separate, taxable entity under the law, and different corporate tax rates apply based on
the amount of net income received. Personal service corporations like medical and law
practices, pay a flat rate of 35 per cent. In addition to the basic corporate tax, corporations
may be subject to several special taxes.

Corporations must prepare an annual corporate tax return on either a calendar-year basis
(the tax year ends December 31, and taxes must be filed by March 15) or a fiscal-year basis
(the tax year ends whenever the officers determine). Most Subchapter S corporations, as
well as C corporations that derive most of their income from the personal services of
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shareholders, are required to use the calendar-year basis for tax purposes. Most other Notes
corporations can choose whichever basis provides them with the most tax benefits. Using

a fiscal-year basis to stagger the corporate tax year and the personal one can provide

several advantages.

Example: Many corporations choose to end their fiscal year on January 31 and give their
shareholder/employees bonuses at that time. The bonuses are still tax deductible for the
corporation, while the individual shareholders enjoy use of that money without owing taxes on
it until April 15 of the following year.

Both the owners and employees of C corporations receive salaries for their work, and the
corporation must withhold taxes on the wages paid. All such salaries are tax deductible for
the corporations, as are fringe benefits supplied to employees. Many smaller corporations
can arrange to pay out all corporate income in salaries and benefits, leaving no income
subject to the corporate income tax. Of course, the individual shareholder/employees are
required to pay personal income taxes. Still, corporations can use tax planning strategies
to defer or accrue income between the corporation and individuals in order to pay taxes in
the lowest possible tax bracket. The one major disadvantage to corporate taxation is that
corporate income is subject to corporate taxes, and then income distributions to
shareholders in the form of dividends are also taxable for the shareholders. This situation
is known as “double taxation.”

(iii) S Corporations: Subchapter S corporations avoid the problem of double taxation by passing
their earnings (or losses) through directly to shareholders, without having to pay dividends.
Experts note that it is often preferable for tax planning purposes to begin a new business
as an S corporation rather than a C corporation. Many businesses show a loss for a year or
more when they first begin operations. At the same time, individual owners often cash
out investments and sell assets in order to accumulate the funds needed to start the business.
The owners would have to pay tax on this income unless the corporate losses were passed
through to offset it.

Another tax planning strategy available to shareholder/employees of S corporations
involves keeping FICA (Federal Insurance Contributions Act) taxes low by setting modest
salaries for themselves, below the Social Security base. S corporation shareholder/
employees are only required to pay FICA taxes on the income that they receive as salaries,
not on income that they receive as dividends or on earnings that are retained in the
corporation. It is important to note, however, that unreasonably low salaries may be
challenged by the IRS.

The key objective in effective corporate tax planning is to identify the main factors in the
organisation’s structure that dictate the opportunities for tax efficiencies.

AN

Caution What tax planning is not...

1. Tax Planning is NOT tax evasion. It involves sensible planning of your income
sources and investments. It is not tax evasion which is illegal under Indian laws.

2. Tax Planning is NOT just putting your money blindly into any 80C investments

3. Tax Planning is NOT difficult. Tax Planning is easy. It can be practiced by everyone
and with a very little time commitment as long as one is organized with their
finances
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3.1.3 Tax Planning Tips that can Assist Salaried People to Reduce

Their Tax Accountability

Tax Planning India is an application to reduce tax liability through the finest use of all accessible
allowances, exclusions, deductions, exemptions, etc., to trim down income and/or capital profits.
Salaried individuals in India are not fully aware of the tax planning exercise which is why they
rush at the end of the tax-planning season and make investments to reduce their tax liability.
This has negative effect on tax payable by them and they eventually end up paying more taxes
than they are required to.

1. Make full use of the entire Section 80C deduction: The maximum reduction available in
Section 80C is ¥ 1,00,000 and salaried citizens whose gross salary is ¥ 2,50,000 or more are
entitled to use the full ¥ 1,00,000 limit. Individuals who make monetary infusions of over
% 1,00,000 in Section 80C in selected areas fail to understand that the advantages are
limited. In spite of investing ¥ 70,000 and < 40,000 in Public Provident Fund and ELSS
(Equity Linked Savings Scheme) respectively, the amount entitled by the investor is only
% 1,00,000.

]

Notes Following investments/contributions meet the criteria for Section 80C reduction:
1. Public Provident Fund

2. Accrued interest on National Saving Certificate

3. Life Insurance Premium

4. National Saving Certificate

5. Tuition fees paid for children’s education (maximum 2 children)

6. Principal component of home loan repayment

7. 5-Year fixed deposits with banks and Post Office

8.  Equity Linked Savings Schemes (ELSS)

2. Reduction of tax liability beyond Section 80C deductions: If your salary surpasses
%2,50,000 pa and the reductions under Section 80C are not enough to minimize the general
tax liability consider the following;:

B3 Home loan: Interest payments of upto ¥ 1,50,000 pa are entitled for reduction under
Section 24.

% Medical insurance: A deduction of upto ¥ 15,000 pa under section 80D is applicable
under this.

> Donations: Tax advantages under Section 80G entitle the donations to particular
funds/institutions.

3. Assert tax advantages on house rent paid: If HRA (House Rent Allowance) is not included

in the salary structure then the salaried individuals can asset rent paid by them for
residential lodging. This reduction is accessible under Section 80GG and is smallest amount
of the following:

% 25% of the total earnings or,
< ¥ 2,000 every month or,

* Surplus of housing charge paid over 10% of total salary.



Unit 3: Tax Planning: An Introduction

4. Reorganize the salary: Reorganizing the salary and incorporating certain apparatus can Notes
help in the long run in minimizing the tax liability. In order to assert tax benefits salary
reform is a more competent measure. The following can be included in an individual’s
salary structure:

* Food coupons can release up to ¥ 60,000 per year from tax.

* Medical expenses which are compensated by the employer spare up to % 15,000 per
year.

* House Rent Allowance (HRA) should be incorporated in the salaries of individuals
who stay in rented houses.

* Transport allowance discharge upto ¥ 800 per month.

5. Go for a combined home loan: The primary reimbursement on a home loan is entitled for
a reduction of up to ¥ 100,000 pa and the interest rewarded are entitled for a reduction of
up to T 150,000 pa. When a home loan is for a considerable amount then the interest and
chief reimbursement surpass the allotted limit. A salaried individual can go for a combined
joint home loan with his parent, spouse or sibling, to guarantee the best utilization of tax
advantages.

In this way both the owners can assert tax reductions in the percentage of their stake
holding in the loan.

3.1.4 Different Types of Tax Planning Strategies

The goal of all tax planning strategies is to minimize an individual’s or business’ total tax liability
for the year while also meeting personal or business financial goals. In order to achieve these
goals, comprehensive research and exacting record keeping are essential elements of all types of
successful planning strategies. An individual may not need to use every type of tax strategy, but
having a broad knowledge of tax issues will assure that he minimizes his tax liability and prepares
an accurate return. Whether it is taking advantage of current education-related tax credits or
understanding the intricacies of depreciation, each strategy relies on thorough research and
meticulous recordkeeping.

Investigating all aspects of income taxes — concentrating on the areas that pertain to the
individual’s financial situation — is the most important tax planning strategy. Many credits,
deductions and limits on retirement or health savings accounts contributions change from year
to year. Taxpayers often remain unaware of these changes and miss opportunities that they
would qualify for. The most accurate and updated information can be accessed through the
federal, state or local tax entity.

Whether using a tax professional, accountant, or self-preparing the return, implementing tax
planning strategies and maintaining records throughout the year provides the individual or
business with the necessary tools to minimize tax liability. This second important tax
planning strategy allows the individual or business to accurately track their progress on their
goals through precise record keeping. It also assures nothing is missed when it is time to
prepare the tax return. Spreadsheets and financial software are tax-planning tools that help
organize information. The software expense may be tax deductible.

Although the first two tax planning strategies apply to everyone, others are applicable depending
on the individual’s financial situation. Making sure that pre-tax contributions to retirement and
health savings accounts are maximized and done within the allowed time span may help lower
any tax liability. Homeowners should use strategies that take advantage of any credits available
for expenses related to their residences.
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'i Example: Property taxes and interest on mortgages are usually deductible expenses.
Special tax credits may be temporarily available for improvements that increase the energy
efficiency of the home, so taking advantage of these can also reduce tax liability.

College students, their families and anyone taking coursework should be aware of changes to
the credits and deductions available for education-related expenses. The treatment of investment
income and losses may change, too, so individuals might make advantageous adjustments
based on current rules. Other tax planning strategies involve medical expenses, charitable
contributions and adjustments to tax withholding amounts. Many people are unaware that
deductions can be taken up to the amount of any earnings related to a hobby. In the same
manner, gambling losses can be deducted up to the amount of gambling winnings.

Caselet Company Director Failed to Pay Employees’ Income Tax

The defendant was the director of two companies.

The Court was satisfied that at all material times the returns lodged by the defendant’s
companies were true and correct. There was no evidence of any false or misleading
statements or evidence of their failure to pay being concealed.

The defendant’s companies, in the usual fashion, deducted amounts from their employees’
income for the purpose of satisfying income tax obligations. It appears, however, that due
to severe cash flow issues, these amounts were never paid to the Commissioner.

The defendant was indicted on two charges of “Defrauding the Commonwealth” through
not remitting in full the amounts owed to the Commissioner. In other words, the
Commonwealth alleges that they were defrauded by the debtor’s failure to pay their debt.

The debtor was sentenced to six months’ periodic detention for the offences at first instance.

On appeal, the Court held that simply not paying a debt was not fraud in the absence of
evidence that the defendant had somehow concealed either information or the non-payment
of the debts. The Court said “in the present case... there was no evidence companies made
any false or misleading statements to the Commissioner or concealed their failures to pay
or that the Commissioner was deceived...” Thus the company’s returns contained no
fraudulent misrepresentations or non-disclosure, and in any event the Crown did not
establish that they deprived the Commonwealth of the group tax or put that tax at risk.

On this basis the Court held that there was no defrauding of the Commonwealth and
allowed the appeal, dismissing all the charges.

Source: http:/ /www.armstronglegal.com.au/corporate-crime/tax-fraud/cases
Self Assessment

State whether the following statements are true or false:
1. Savings increase extravagance, and correspondingly inflation.

2. In Inventory Valuation Methods, a small business chooses for inventory valuation can
also lead to substantial tax savings.

3. LIFO assumes that the items purchased the earliest are the first to be removed from
inventory.
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3.2 Corporate Tax Planning Notes

Corporate tax refers to a tax levied by various jurisdictions on the profits made by companies or
associations. As a general principle, the tax varies substantially between jurisdictions. In particular
allowances for capital expenditure and the amount of interest payments that can be deducted
from gross profits when working out the tax liability vary substantially. Also, tax rates may
vary depending on whether profits have been distributed to shareholders or not. Profits which
have been reinvested may not be taxed. The term “corporate tax planning” encompasses the
strategic structuring of business operations in order to minimize tax liabilities. Corporate tax
planning activities generally seek to avoid legally triggering tax costs rather than illegally
evading an existing obligation to pay taxes. Tax planning represents a forward-looking activity,
as opposed to tax compliance or reporting, which reflects back on events that have already taken
place. Corporations typically engage certified public accountants or tax attorneys for technical
advice in this complicated area. Basically Corporate Tax Planning is the strategies to reduce the
taxes. Tax planning and management is a risky and complex issue. It is very much at high
priority to deal with the taxes efficiently and effectively. There is indeed a need of perfect
corporate tax planning that will really facilitate the smooth flow.

A fundamental aspect of corporate tax planning involves determining which particular countries,
states and cities have the authority to impose tax on corporate activities. Each sovereign
government maintains different rules for imposing tax, which means that jurisdictional arbitrage,
can create tax cost differentials. Corporate tax planning opportunities oftentimes arise from
identifying the appropriate time to recognize an item of income or expense. Deferral of income
recognition to a future period or acceleration of expense deductions to current period result in
positive cash flows and savings due to the time value of money. Strategically exploiting the
discrepancies in rules for book accounting versus tax accounting may help create timing
differences that produce tax benefits.

Corporate tax rate in India is at par with the tax rates of other nations of the world. The corporate
tax rate in India is based on the origin of the company. If the company is domicile to India, then
the tax rate is flat at 30%. But for a foreign company, then the tax rate depends on several other
factors and considerations. For companies that are domicile to India, tax is charged on the global
income whereas for the foreign companies present in India, tax is charged on their income
within Indian Territory. Incomes that are taxable for foreign companies include income from
the capital assets in India, interest gained, income from sale of equity shares of the company,
royalties, dividends earned, etc.

3.2.1 Domestic Corporate Income Tax Rates
In case of Domestic Corporations, the effective taxes rate as well the tax rate with surcharge as is

30%. It should be noted that if the taxable income is greater than ¥ 1 million then a surcharge of
10% of the tax on income is also levied.

=/4|

Notes Tt is important to note the fact that all the companies formed in India are considered
as Indian domestic companies, even for ancillary units with mother companies in foreign
countries.
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3.2.2 Foreign Companies Income Tax Rates

Following are the Foreign Companies income tax rates:

For dividends: 20% for non-treaty foreign companies and 15% in case of companies under
the treaty based in the United States

For interest gains: 20% for non-treaty foreign companies and 15% for companies under the
treaty based in the United States

For royalties: 30% for non-treaty foreign companies and 20% for companies under the
treaty based in the United States

For the technology based services in case of non-treaty foreign companies and 20% for
companies under the treaty based in the United States

For all other kinds of income and gains: 55% in case of non-treaty foreign companies and
55% for the companies under the treaty based in the United States

Attention should be given on levying inter corporate rates in case holding is minimum
Attention should be given on the fact that sanctions of the tax authorities on tax withholding

Attention should be given on several of the tax treaties that India signed with other
countries and also on the various encouraging tax rates

3.2.3 Tax Rebates under Corporate Tax Rate

Some of the tax rebates under corporate tax rate in India:

Gains pertaining to long term capital are subject to low tax incidence
Venture capital funds and venture capital companies have special tax provisions

Specula tax provisions are applicable for non-resident Indians involved in activities in
India

Under the Finance Bill 1996, the Minimum Alternative Tax (MAT) is levied on the corporate
sector

Taxes can eat away at business profits. To address it, small business owners and corporate

leaders look for ways to reduce their tax liability—and the tax planning process is an integral
part of this activity.

(@)

(ii)

(iii)

Identification: Tax planning is the act of developing a plan to minimize or defer taxes paid
against current business revenue or income. The planning process includes understanding
all local, state and federal tax obligations, determining which deductions are available
and how and when to pay each tax.

Function: The essence of tax planning is determining how to maximize tax deductions
against current revenue. Options include, but are not limited to, deductions associated
with incorporation status (sole proprietorship, S-corporation, LLC or C-corporation), capital
expenditures and setting up 401(k) plans for employees. Business owners use the tax
planning process to find and take advantage of all deductions available.

Significance: Companies decide whether to expand and hire new employees based on
their tax burden. For this reason, tax planning is crucial and business owners do it religiously
every year.
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Wise corporate officials take time to perform due diligence in researching the availability of tax Notes
reducers, such as deduction and credits. They will use this research to design business activities

to qualify for these reducers as often as possible. Corporate officials also can minimize tax

liability by strategically locating business activities where they can take advantage of low tax

environments, deductions and credits.

3.2.4 Case for Levy of Corporate Tax

Under a system of general income taxation, whether companies should be taxed independently
as separate entitles has been the subject matter of prolonged debate among tax economists. One
view is that since corporations are not persons, strictly speaking, there is no case in equity for
taxing the profits of companies as such. The tax should be levied only on the owners, that is, the
equity holders, by attributing the profits of the companies to the shareholders. Such a system,
however, can operate smoothly only if all profits are distributed every year among the
shareholders. Where part of the profits is retained, the gain to the shareholders accruing from
appreciation in the value of equities escapes taxation unless there is an effective tax on realised
capital gains or unless the undistributed profits are attributed notionally to the shareholders.
This is not simple in the case of large corporations in which the shares undergo sale or transfer
all the time.

Since capital gains are usually treated preferentially, even where the income tax is levied on
capital gains, exclusion of retained profits of companies from taxation provides an easy way of
avoiding taxation by accumulating profits under the corporate cover. Taxation on the basis of
attribution also encounters problems in the determination of capital gains when the shares are
transferred, as the cost basis has to be adjusted annually to take account of the notional distribution
of accumulated profits underlying the capital gain. Besides, taxation on notional basis gives rise
to liquidity problems and hence does not seem equitable or feasible. It is therefore generally
accepted that some tax has to believe on the profits of companies so long as individuals and
unincorporated enterprises are subjected to tax on their profits.

Taxation of companies as separate entities is also justified as a withholding tax, which may be a
useful means of ensuring that income flowing through the conduit is taxed in a comprehensive
and timely manner and that the base of the individual income tax is protected. Many economists,
including some who have not advocated full integration, have argued that this withholding
function is indeed the main argument for the imposition of a tax on corporate income.

A separate tax on the profits of companies is considered reasonable also on the ground that
incorporation confers substantial benefits such as limited liability of shareholders, right to sue
and be sued and so on. What is more, corporate taxation is an administratively simple device for
taxing an important type of income from capital.

Self Assessment

Fill in the blanks:
4. Planning is the strategies to reduce the taxes.

5. Corporate officials also can ....................... tax liability by strategically locating business
activities.

6. Taxation on notional basis gives rise to .................... problems.
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3.3 Tax Evasion

Tax evasion as the term refers to the phenomenon of evading tax. Tax evasion is the general term
for efforts by individuals, firms, trusts and other entities to evade taxes by illegal means. Tax
evasion usually entails taxpayers deliberately misrepresenting or concealing the true state of
their affairs to the tax authorities to reduce their tax liability, and includes, in particular, dishonest
tax reporting (such as declaring less income, profits or gains than actually earned; or overstating
deductions).

Example: Some entities collect revenue in cash and do not record the same. The logic
behind not disclosing the true income is to avoid paying taxes on the non- recorded income. This
example is a clear example of tax evasion and is an illegal act. Tax avoidance on the other hand
is a legal activity.

Tax evasion is usually understood to be an act in which an individual intentionally chooses to
not pay income taxes due. This act of not paying taxes may be conducted by simply chooses to
not file an income tax return, or choosing to not include information about taxable income on
the filed return. In all instances, tax evasion can be considered to be fraud, and usually carries
stiff penalties.

AN

Caution Tax evasion is illegal, so those engaging in it have every reason to seek to conceal
what they are doing. This introduces a fundamental difficulty into the measurement of tax
evasion. Even so, the fact that the estimates those are available show evasion to constitute
a significant part of total economic activity underline the importance of measurement.
The lost revenue due to tax evasion also emphasizes the value of developing a theory of
evasion that can be used to design a tax structure that minimizes evasion and ensures that
policy is optimal given evasion occurs.

While there are some that consider any type of omission from the tax return to constitute tax
evasion, it is important to remember that it is possible to omit an item simply because the data
was overlooked when filing the return. Thus, the intent of the individual plays a key role in
determining if tax evasion has taken place. When the return fails to include information simply
because the filer overlooked the data, there is a good chance that the tax agency will still impose
a fine of some sort, but no further action would be taken.

However, when it can be demonstrated that the individual wilfully attempted to hide
information about income that was subject to withholding, the tax agency may choose to impose
more than a simple interest fine on the amount omitted. The filer may be subject to stiff fines
associated with the deliberate failure to file an accurate tax return, or even possibly face prosecution
and some time spent in jail for the intentional negligence.

Tax evasion is considered a crime, and is often classified as fraud. All citizens suffer from tax
evasion, as the act prevents the government from collecting funds to use for the operation of
essential services to the population. When these funds are not collected, services have to be
curtailed and thus result in a lower quality of life for all citizens.

Persons who become aware of an error on calculating taxes on reported income or notice that
income was inadvertently left off the tax return for a given period should contact the tax agency
and make arrangements to file an amended return as soon as possible. This will help to minimize
the chances of being suspected of tax evasion, and allow the matter to be settled before interest
charges become significant.
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T Notes

Notes Some of the Instances of Tax Evasion relate to failing and claiming:

Failing to:

1. report all income

2. report cash wages

3. forward tax withheld from employee’s wages to the ATO

4. withhold tax from a worker’s wages — for example, paying cash in hand
5. pay employee super entitlements

6. lodge tax returns, in an attempt to avoid payment

7. lodge a tax return in order to avoid child support or other obligations
Claiming:

1.  deductions for expenses not incurred or legally deductible

2. input credits for goods or services that GST has not been paid on.

3.3.1 Importance of Tax Evasion

Tax evasion is important for many reasons:

(i) It reduces tax collections, thereby affecting taxes that compliant taxpayers face and public
services that citizens receive.

(ii) Evasion creates misallocations in resource use when individuals and firms alter their
behaviour to cheat on their taxes.

(iii) Its presence requires that government expend resources to deter noncompliance, to detect
its magnitude, and to penalize its practitioners.

(iv) Tax evasion alters the distribution of income unpredictably; unless tax evaders are caught,
they pay fewer taxes than honest taxpayers. Evasion may contribute to feelings of unfair
treatment and disrespect for the law, creating a self-generating cycle that feeds upon itself
and leads to even more evasion. It affects the accuracy of macroeconomic statistics.

(v) More broadly, it is not possible to understand the true impact of taxation without
recognizing the existence of evasion.

3.3.2 Causes of Tax Evasion

Following are the causes of Tax Evasion:

(i)  Controls and Licensing System: The system of controls, permits, quotas and licenses which
are associated with misdistributions of the commodities in short supply results in the
generation of black money which leads to tax evasion. Since, considerable discretionary
powers lay in the hands of those who administered controls this provided them with a
scope for corruption — ‘speed money’ for turning a blind eye to the violation of controls.
All this gave rise to trading in permits, quotas and licenses, malpractices in distribution
and in the process; it generated sizeable sums of black money.” Price and distribution
controls have in the past led to the generation of black money on a significant scale.
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Did u know? Any price control without any adequate machinery of distribution and speedy
arrangement for increasing supplies is potentially a source of black money generation.

(ii)

(iii)

Tax Structure: High tax rates and defective tax structure is a major cause of tax evasion. An
individual has to pay a substantial amount of taxes on his salary and when he invests the
remaining salary, the profit earned is also taxable. This is not the least, on every purchase
of any product and commodities he pays the various taxes attached with it. This is annoying
to an individual which encourages him to default taxes. Honest assesses are not aware
how to file tax returns. This may lead to tax evasion.

Donation to Political Parties: Ever since the Government decided to ban donations to
political parties in 1968, it prompted businessmen to fund political parties, especially the
ruling party, with the help of black money. Ostensibly, this decision was taken to reduce
the influence of big business on the electoral process, but in practice what happened was
precisely the opposite. Businessmen everywhere have by now learnt that they should pay
a certain charge out of the black money to the coffers of political parties and then be sure
that the political leaders will only bark but not bite.

A\ l)
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Did u know? The political instability witnessed in the country in - various states has resulted
in widespread horse-trading of the MLAs at the state levels and MPs at the Central level.
In this process of buying political support, black money plays a crucial role. Consequently
the determination of the ruling political party to curb black money has become very
weak. As a consequence, businessmen feel they have an unfettered license to spin black
money, pay a small part to the political parties as donations and then enjoy the rest the
way they like. Unless the link between black money and political power is broken, there

is no hope of controlling the generation of black money or its link with crime.

(iv)

v)

Ineffective Enforcement of Tax Laws: Whereas the Government has an armoury of tax laws
pertaining to income tax, sales tax, stamp duties, excise duty etc., their enforcement is very
weak due to widespread corruption in these departments. . The high rates of these taxes
induce businessmen to avoid recording of these transactions. This evasion largely goes
unchecked and thus sets in a chain reaction for the generation of black money at the
wholesale, retail as well as production levels.

Generation of Black Money in the Public Sector: Every successive five-year plan is planned
for a larger size of investment in the public sector. The projects undertaken by the public
sector have to be monitored by the bureaucrats in Government departments and public
sector undertakings. Tenders are invited for the various works and these tenders are
awarded by the bureaucracy in consultation with the political bosses. Thus, a symbiotic
relationship develops between the contractors, bureaucracy and the politicians and by a
large number of devices costs ‘are artificially escalated and black money is generated by
underhand deals. Instability of the political system has given a further momentum to this
process. Since the ministers are not sure of their tenure and in a majority of cases, the
tenure is very short, the principle ‘Make hey while the sun shines’ is adopted by most of
them. The larger numbers of scandals that are unearthed by the Opposition only support
the contention that huge investment in the public sector is a big potential source for black
money generation. In this process, bureaucrats act as brokers for political leaders and thus
the nexus between business, bureaucracy and politicians promotes the generation of black
money.
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(vi) Ceiling on Depreciation and Other Business Expenses: Government has imposed restriction. Notes

It has also circumscribed expenses on advertisement, entertainment, guest houses,
and payment of perquisites to directors. The purpose of these restrictions is to protect the
shareholders and consumers from the unscrupulous action of businessmen. But
businessmen feel that these restrictions are unjustified. They take the maximum advantage
of these provisions but do not like to part with the remaining part of by various clandestine
devices; they convert it into black money and use it either for conspicuous production to
satisfy the wants of the rich and elite sections of society.

(vii) Unscrupulous Charitable Trusts and Societies Create Tax Evasion: Unscrupulous charitable
trusts and societies including religious institutions manipulate the funds of the institutions
run and managed by them and create black money.

Example: A stark example of this has come to light when crores of rupees in hard cash
and several more crores of rupees worth jewellery, diamonds and other valuables have been
taken over when the personal chambers of the late Satya Sai Baba were opened recently at
Puttaparthy in Andhra Pradesh. There are a lot of discussions going on in the matter whether
the money found at Satya Sai Baba’s Ashram at Puttaparthy is accounted or unaccounted money.
Only sincere investigations undertaken by the government in this matter can find out the exact
truth. This is one example which has come to light and many more are still likely to exist
running this fraudulent business simply because such institutions had been exempted to submit
the reports of their income and expenditure. It is feared that a lot of tax evasion is taking place
at the religious, social and educational trusts throughout the length and breadth of the country.

(viii) Foreign Banks are Havens for Tax Evaders: Foreign banks especially the Swiss Banks
which do not disclose the particulars of the account holders have become a safe haven for
the people who want to hide their income without paying the taxes. There are different
versions by different sources as to amount of the black money stashed in Swiss Banks.

' Example: As alleged by Baba Ramdev during his agitations against black money, the
amount of black money stashed in the Swiss banks ranges between % 50-75 lakh crore of rupees.

(ix) Prohibited Trades: Important source of unaccounted money generates from illegal activities
like large-scale smuggling of gold, diamond and numerous luxury products and drug
trafficking leads to tax evasion.

3.3.3 Impact of Tax Evasion

The impacts of Tax Evasion are as follows:

(i)  Country’s Economic Growth: The biggest impact of tax evasion is that it halts the country
GDP growth due to lack of funds from government. Government earning is depends upon
the tax revenue. If the public will not pay the tax to government, Government cannot fund
to particular sector which needs the funds for their better operation. Due to lack of funds
government force to have taken loan from World Bank or other’s countries, which will
increases the burden of foreign debit on the government.

(i)  Increase the Inflation: The inflation rises while the black money circulates in the market.
The price of eatable/others goods are increased to supply of that black money and less
production of things in the market. So people which have that money they offer more
price in the market. As compared from other person in the market. Higher inflation has
affected middle and poor class families very badly. Since high amount of cash in limited
hands has increased the purchasing power to that limited people and hence resulted in
growth of market and prices.
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The government taxes the people to earn revenue for its expenses in order to balance the
budget. It is but natural that if the black money circulating in the economy is brought back
to the government’s treasury, the government will have more money in its hand for its
expenses and thereby the tax burden on the people can be reduced.

(iii) Difficulty in the Formation of Monetary and Fiscal Policy: Since the government cannot
take into account the black money in circulation in the economy while forming its monetary
and fiscal policies, the policies so formed by the government cannot be realistic. It is
difficult to form these policies in the absence of the exact calculation of the black money
and without bringing it in the accounting procedures of the government.

(iv) Decreasing Rate of Investment in India: Since, the black money of Indian is mostly
deposited outside India, resulting decreasing rate of investment in India. The expected
amount of black money is supposed to end the unemployment problem of India in a few
years if it is bring back to India.

(v)  Tax Evasion Causes Decrease in Quality of Public Goods and Services: When bribes which
are to paid as black money to the producers of goods and provider of services, it is but
natural that they will provide the quality of goods and services only to the people who
pay bribes whereas the general public has to suffer as the same quality and service is not
provided to everyone.

' Example: If you have to get a job done in office, your work will be done without any
delay if you pay bribes to the officials who have to do your job. But for the same kind of job,
another person who does not bribe the officials has to wait for several days, weeks or even
months.

(vi) Rupee Depreciation: Tax evasion leads to flow of money out of country in terms of dollars
by selling rupee, which leads to its depreciation. If tax is paid to the government it leads
to the development of country which boosts overall growth of economy which in terms
increases the rupee value.

(vii) Formation of Parallel Economy: The money generated through ill legal activities that are
kept hidden from the concern government authorities. Taxes are not paid on that money.
In opposite to this white money shown in accounts and tax paid on it. There is not transaction
record of tax evaded money in the market. This is two different economy one is accountable
and other is not accountable. Now a day’s plenty of case of black money rises. The black
money involved in illegal transaction accounts that it's between the ranges of 20% to 50%
of country’s growth. The effect of parallel economy is too much on Indian economy.

(viii) Impact on India’s Reputation: This tax evasion and corruptions put a very bad impression
of India’s reputation. Many big businessmen in world are pulling their hand back from
India. They are not interested in to do business with India due to this corruption.
In Corruption Perceptions Index (CPI) India is ranked 87 numbers out of 178 countries.
Due to big scams like 2G scam, common wealth game scam.

3.3.4 Remedies to Overcome (Reduce) Tax Evasion

The remedies to Overcome (Reduce) Tax Evasion are as follows:

(i)  Reducing Tax Rate: Government by reducing the tax rate on an individual income &
income earned after investment will encourage them to avoid tax evasion & invest in
various investment instruments available in India itself, like DTC, tax deduction available
in Provident fund, Post office schemes, etc.
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(i)  Strong Surveillance System: Government should bring strong surveillance system in Notes
place which will check suspicious trade and transaction taking place and will have also
have the complete authority to check tax defaulter, etc.

(iii) Simplified Tax Laws and Filling Mechanism: Present tax laws and tax filling mechanism is
very complex and very difficult for a layman to understand it and claim for various
deductions available in various sections. Simplified tax law will make things easy for
everyone to pay taxes.

(iv) Disclosure of all Government Employees Assets: Disclosure of assets of government
employee every year will somehow restrict them to indulge them in illegal activities and
pay taxes on all income earned rightfully. This will also leads to overcome the loss of
country resources and force other to do work completely and legally.

(v)  Transparency in Government Expenditure: There should be transparency on government
expenditure at every level to make sure the every rupee sent by government is reached at
grass root level. This will avoid the vaporization of a large chunk of money done by
higher-class official, politician, bureaucrats, contractors, etc. All offices of government
should be brought under the audit of Comptroller and Auditor General of India (CAG).
Bringing expenditures of ministry of defiance was one of the major such developments.

(vi) Issue of Special Bonds by the Government: Special bonds may be issued by the government
asking the black money hoarders to invest in them by providing them immunity from
criminal proceeding existing under the existing law.

(vii) Bringing Strong Corruption Laws: Corruption is the root cause of tax evasion; if corruption
is reducing it will considerable reduce the tax evasion. And for reducing corruption and
effective strong law like LOKPAL is needed, which can have the power to investigate
every government employee and framing the maximum time for every case to make the
final judgments unlike present which take years and still cannot punish them.

(viii) Ban & Surveillance on Illegal Trade & Practices: Trades like smuggling of commodities,
drugs, baiting on cricket & various other activities like election polls, flesh trade are one
of the major causes of tax evasion as this activities are illegal they are not viable to pay
taxes on this and thus they evade taxes. Surveillance on these activities will reduce tax
evasion and crime as well.

Self Assessment

State whether the following statements are true or false:

7. Tax evasion is not considered a crime.

8.  Itisnot possible to understand the true impact of taxation without recognizing the existence
of evasion.

9. Government earning is depends upon the tax revenue.

3.4 Tax Avoidance

Tax avoidance is the legal utilization of the tax regime to one’s own advantage, in order to
reduce the amount of tax that is payable by means that are within the law. Tax avoidance is a
strategy which involves exploiting legal means of reducing taxes with the goal of minimizing
tax liability. Avoidance is a perfectly legal approach to handling taxes, although sometimes
avoidance practices can stray into the realm of being abusive, at which point people may cross
the line into tax evasion. In tax evasion, people utilize illegal means to avoid paying all or part
of their taxes; evasion can result in prosecution and fines or prison time.
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Most taxpayers engage in a certain amount of tax avoidance, because people want to avoid
paying more taxes than they need to. In a simple example, most people claim all of the exemptions
available to them. Likewise, people may take advantage of retirement accounts which offer tax
savings if they plan on saving money for retirement; as long as one is putting money aside, one
might as well reduce taxes at the same time. These tax avoidance strategies are usually encouraged
by financial planners and accountants.

Example: A skilled accountant can show a taxpayer where he or she can save on taxes,
and provide advice about conducting financial affairs in a way which will limit tax liability.
Accountants will usually not guarantee to reduce tax liability by a set amount or percentage, but
they do pride themselves on finding as many ways as possible to generate tax savings for their
clients.

Other tax avoidance strategies may be more aggressive. While still legal, they are sometimes
deemed ethically questionable, and taxpayers may skirt the line between legality and illegality.
Most accountants have personal limits when it comes to assisting people with tax avoidance,
and while they will provide advice and help with fully legal activities, they may be reluctant to
be involved in more gray areas. Aggressive tactics can include taking advantage of loopholes in
the law which may be subject to interpretation, and not all accountants interpret these loopholes
in the same way.

When people engage in tax avoidance, they are knowingly trying to reduce their taxes, but they
are not knowingly breaking the law. Tax evaders, on the other hand, are aware of the fact that
the means they are using are not legal, and they are choosing to engage in evasion activities
despite this. Evasion tactics vary by nation, but include hiding or moving income so that it
cannot be taxed even though it is legally taxable, or simply refusing to send in tax payments.

3.4.1 Double Taxation

Double taxation is the levying of tax by two or more jurisdictions on the same declared income
(in the case of income taxes), asset (in the case of capital taxes), or financial transaction (in the
case of sales taxes). This double liability is often mitigated by tax treaties between countries.
Most countries impose taxes on income earned or gains realized within that country regardless
of the country of residence of the person or firm. Most countries have entered into bilateral
double taxation treaties with many other countries to avoid taxing non-residents twice — once
where the income is earned and again in the country of residence. However, there are relatively
few double-taxation treaties with countries regarded as tax havens. To avoid tax, it is usually not
enough to simply move one’s assets to a tax haven. One must also personally move to a tax
haven to avoid tax.

India has comprehensive Double Taxation Avoidance Agreements (DTAA) with 84 countries.
This means that there are agreed rates of tax and jurisdiction on specified types of income arising
in a country to a tax resident of another country. Under the Income Tax Act, 1961 of India, there
are two provisions, Section 90 and Section 91, which provide specific relief to taxpayers to save
them from double taxation. Section 90 is for taxpayers who have paid the tax to a country with
which India has signed DTAA, while Section 91 provides relief to tax payers who have paid tax
to a country with which India has not signed a DTAA. Thus, India gives relief to both kinds of
taxpayers.
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Did u know? What is DTAA?

This means that there are agreed rates of tax and jurisdiction on specified types of income
arising in a country to a tax resident of another country.
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Notes
Example: If a person earns ¥ 10,00,000 India, the income tax that will go to the Indian
government will be ¥ 3,00,000, whereas the foreign government also will demand tax as per the
prevailing laws. This, however, has caused a lot of problems to the income tax payers in the
form of added taxation. Then, there’s also the Double Tax Avoidance Agreement.

A large number of foreign institutional investors who trade on the Indian stock markets operate
from Mauritius and the second being Singapore. According to the tax treaty between India and
Mauritius, capital gains arising from the sale of shares are taxable in the country of residence of
the shareholder and not in the country of residence of the company whose shares have been
sold. Therefore, a company resident in Mauritius selling shares of an Indian company will not
pay tax in India. Since there is no capital gains tax in Mauritius, the gain will escape tax altogether.

AN\ l)
Did u know? The Indian and Cypriot tax treaty is the only other such Indian treaty to
provide for the same beneficial treatment of capital gains.

Under the Income Tax Act, 1961 of India, there are two provisions, Section 90 and Section 91,
which provide specific relief to taxpayers to save them from double taxation. Section 90 is for
taxpayers who have paid the tax to a country with which India has signed DTAA, while Section
91 provides relief to taxpayers who have paid tax to a country with which India has not signed
a DTAA. Thus, India gives relief to both kinds of taxpayers.

With DTAA, there are fixed TDS rates applicable for income in India. These rates vary from
country to country. Countries such as UK (15%), USA (15%), UAE (12.5%), Germany (10%), China
(10%), etc. have maintained good trade as well as income tax agreements with India. However,
it is advisable for all NRIs to consult with a financial advisor before entering into any financial
or investment-related agreement.

3.4.2 Differences between Tax Avoidance and Tax Evasion

Tax evasion and tax avoidance are both practices designed to reduce the amount people pay in
taxes. The difference is that one involves legal means, while the other is illegal and is a form of
tax fraud. Professionals such as attorneys and accountants who assist people with illegal means
of reducing tax liability can be penalized along with the taxpayer.

In tax avoidance, people take advantage of the tax law to find ways to reduce their total tax
liability. This is entirely legal and many people practice it every year at tax time. Using the
services of a sharp tax attorney or tax accountant can save people significant amounts of money
on their taxes. With tax avoidance, taxpayers seek out tax credits, write offs, and other means of
cutting down on their tax liability.

The tax code is constantly being updated. Tax professionals keep up with changes to the law so
that they can advise their clients on the best ways to reduce the amount of money they owe. With
tax avoidance, people declare all of their income as required by law and submit other financial
documents as needed, and the means used to reduce their tax liability are clearly documented on
their tax returns.

With tax evasion, people avoid taxes not by scrupulously following the tax code, but by hiding
or moving income, making false claims on a tax return, and utilizing other illegal means to pay
less on their taxes. Some tax evaders avoid paying taxes altogether; people who work as
independent contractors or receive monies under the table for their work, for example, may
simply not declare this income and thereby avoid paying taxes on it.

The line between tax avoidance and tax evasion can sometimes be very fine. There are some
things people can do with their money that are perfectly legal under the law, but could be read
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Notes

as attempts to evade taxes. Moving funds suspiciously and with no clear reason or documentation
can attract the attention of tax authorities. Once tax authorities suspect someone of tax evasion,
they will scrutinize that taxpayer closely.

Notable members of the criminal community, including no less a figure than infamous gangster
Al Capone, have gotten in trouble for tax evasion. Sometimes, it is difficult to pinpoint illegal
activity and prosecute people for activities such as Mob involvement, but those individuals can
be thrown in jail for failing to pay taxes. In the eyes of the Internal Revenue Service, even income
acquired from illegal activities needs to be declared and taxed.

2

Task List out some of the people who are involved in the Tax Evasion.

Self Assessment

Fill in the blanks:
10, is a perfectly legal approach to handling taxes.

11, is the levying of tax by two or more jurisdictions on the same declared
income, asset, or financial transaction.

12, With taX.................. , people avoid taxes not by scrupulously following the tax code, but
by hiding or moving income, making false claims on a tax return, and utilizing other
illegal means to pay less on their taxes.

3.5 Tax Management

Tax management refers to the compliance with the statutory provisions. While tax planning is
optional, tax management is of law. It includes maintenance of accounts, filling of return, payment
of taxes, deduction of tax at source, timely payment of advance tax, etc. Poor tax management
may lead to levy of interest, penalty, prosecution, etc. In some cases it may lead to heavy
financial loss if proper compliance is not made.

' Example: If a loss return is not filed in time it will result in a financial loss because such
loss will not be allowed to be carried forward.

Tax Management includes maintenance of records in prescribed format. It also includes getting
audited the records, filing returns and pay taxes. It is a regular feature of business enterprises
and a form of tax planning. Here employees use CBDT (Central Board of Direct Taxes) and
employers can use TDCAN (Tax Deduction and Collection Account Number).

3.5.1 Main Aims of Tax Management

The main aims of tax management are as follows:

(i) Compliance with legal formalities

(ii) Saving from penalties and prosecution

(iii) Taking advantage of various tax incentives and deductions

(iv) Review of department orders
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3.5.2 Areas of Tax Management

The main areas of tax management are as follows:

1.  Deduction of tax at source can be done with respect of income from salaries, winning from
lottery, horse race etc.

* Employer seeks for TDCAN and employee for Pan Card.
* TDS should be deposited in government treasury.

* Employer should furnish to the employee a certificate regarding TDS.

* Employer should furnish quarterly and annual returns regarding TDS.
2. Payment of Tax on the basis of following;:

* Advance payment of tax.

* Tax on Self Assessment

* Payment on Demand

3. Audit of Accounts on the basis of the following;:
2 If business income exceeds 40 lakhs.

2 If business income exceeds 10 lakhs.
Fulfilment of conditions to claim deductions.
Furnishing return of income.

Documentation and maintenance of records.

N o @ e

Review of Orders.
3.5.3 Differences between Tax Planning and Tax Management

While tax planning and tax management correlate with each other, the two aspects of taxes have
several differences. The primary difference between tax planning and tax management is the
time frame in which each part is conducted. The tax planning takes place ahead of time, while the
tax management is the implementation of the plan.

The first primary difference between tax planning and tax management is the requirements.
While tax planning is not a requirement for either a business or individual, tax management is
a requirement. Every individual and business in the United States is required to manage taxes,
which includes filing the appropriate state and federal tax returns.

The second primary difference between tax planning and tax management is about tax liability.
When a business or individual goes through the tax planning process, they are trying to minimize
the tax liability of the entity by planning deductions, purchases and expenses ahead of time. Tax
management, however, involves making sure that when the tax plan is implemented, that it is
according to the tax laws and regulations.

The third difference between tax planning and tax management pertains to liabilities. Tax
planning involves taking the actions necessary to minimize the tax liabilities of the business or
the individuals. Tax management on the other hand is about avoiding the payment of interest or
fees for not abiding by the tax laws and regulations.

The fourth difference between tax planning and tax management is the time frame. Tax planning
is an action that is taken in the present but relates to the future. Tax management, on the other

Notes
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hand, encompasses the past, present and future. This includes tracking past sales, deductions,
assets and more, making current tax payments and preparing tax documents for any future
payments that must be made.

While there are plenty of differences between tax planning and tax management, there is also
one primary similarity. The primary similarity between tax planning and tax management is
that tax planning is a subset, or a part, of tax management. When an individual or business is in
the process of tax planning, they are also taking into account all of the aspects of tax management,
including tax deductions, proper auditing of the accounting files and records, putting together
and filing the tax return documents on time and planning for tax scenarios that may come up
during that particular tax year.

Self Assessment

State whether the following statements are true or false:

13.  Poor tax management may lead to levy of interest, penalty, prosecution, etc. In some cases
it may lead to heavy financial loss if proper compliance is not made.

14. Tax planning is a requirement for either a business or individual.

15.  Tax management on the other hand is about avoiding the payment of interest or fees for
not abiding by the tax laws and regulations.

Case Study  Tax Avoidance or Tax Evasion

n. Khir, the company accountant, was deep in thought in his office. His friend, Ravi,
who was passing by Khir’s office, saw him through the glass window. On seeing
his worried look, Ravi knocked and entered.

“What is haunting you? Immersed so deeply in something? What is in your mind,” Ravi
asked.

Khir replied, “Our human resources manager is recruiting some software employees
from India and has assigned me the job of recommending the most tax efficient remuneration
package equivalent to RM 200,000 per annum. To attract expatriates, the manager feels
that they should pay lower income tax as compared to others earning the same level of
income.”

“How is it possible for us to pay lesser income tax for the same level of income? Is it not
tax evasion?” Ravi asked. He cautioned Khir that tax evasion was illegal and both
employees and the organisation would be penalised for this by the Government for
violating the income tax laws. Moreover, tax evasion was unethical and also a crime
against society.

Khir explained, “Ravi, yes, tax evasion is illegal and punishable. But tax avoidance is not
punishable. In fact, tax law encourages assessors to plan their taxes and pay lesser tax by
properly applying the relevant sections of the Income Tax Act.”

“Is it so? It is interesting. Could you please elaborate? I am also an expatriate employee
and I want to know more about this,” Ravi replied.

Khir continued, “I think our employees especially those who draw more than RM100,000

per annum should be advised on this tax avoidance and tax planning techniques because
Contd...




Unit 3: Tax Planning: An Introduction

their income will be taxed at the maximum marginal tax rate which is 26% in 2010. If they Notes
apply tax avoidance techniques, they can save RM260 in taxes for every RM1,000 income
avoided which is a substantial sum.” “Please give some simple examples so that I can
understand all these tax jargons,” Ravi requested. “Sure, employees who draw higher
salaries should not go for allowances. Take for instance, the House Rent Allowance (HRA)
and Travelling Allowance (TA), these allowances are fully subjected to tax. Instead, if an
employee opts for a Rent-Free Accommodation (RFA) provided by the employer the tax
bill will be reduced. Similarly, the Travelling Allowance may be replaced by providing
car, fuel and driver to these employees. The car can be used by the employees for private
purposes also,” Khir added.

“In what way will this save tax? Both are taxable at the same rates,” Ravi insisted.

Khir gave an explanation on how different allowances were treated in the Income Tax Act.
“The HRA is fully taxable whereas for RFA there is a formula to convert this non-cash item
into cash equivalent. That formula produces a lesser value for the accommodation provided
and this in turn will reduce taxable income. Similarly, instead of travelling allowance, one
can opt for a car, fuel and driver from the employer. For the car, fuel and driver, there is
also a formula that will produce lesser taxable value and the taxable income will be
considerably reduced, especially for expatriates who are hesitant to buy cars as the disposal
value of the used cars is generally very low. Most times, there is no market for used car in
Malaysia. Another allowance that plays a significant role in tax planning is entertainment
allowance. Entertainment allowance will be fully added in Section 13.1(a) and the
expenditure incurred for official purposes will be given as a deduction. But the problem is
the RFA value is calculated with the gross entertainment allowance and not with the net
allowance.”

Tax Planning
“Then what is this tax planning about?” Ravi asked.

“One of the approaches is to invest our savings in Income Tax Act - approved schemes so
as to get approved reliefs and thus our chargeable income will be less and then subjected
to lesser tax payable,” Khir replied.

“It is interesting. Could you please give more examples for this?” Ravi requested. Khir
then gave to Ravi the following list of individual tax reliefs.

No. | Individual Relief Types Amount (RM)

1 Education Fees (self) 5,000 (Limited)

2 Complete medical examination (self) 500 (Limited)
Purchase of books, journals and magazines (not

3 newspapers) 1,000 (Limited)

4 Purchase of personal computer (once in every 3 years) 3,000 (Limited)

5 Saving in SSPN's scheme 3,000 (Limited)
Purchase of sport equipment for sport activities

B (approved) 300 (Limited)

7 Life insurance and EPF contributions by employee 6,000 (Limited)

8 Insurance premium for education or medical benefit 3,000 (Limited)

Ravi had a look at the list and immediately responded, “I cannot understand any of the
examples given. Rather than telling me and giving me this list, can you please come up
with some hypothetical income levels with HRA or RFA, CAR or TA etc. to illustrate how
much tax reduction one can get by applying different levels of salaries and remuneration
schemes? The illustrations you have prepared will not only be useful for expatriates but
also for all employees.
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Notes We can advise our employees on these useful matters. They will be happy. We also can
convince and educate them that tax evasion is unethical but tax avoidance and tax planning
are acceptable. Please illustrate with figures for all the above tax jargons.”

“Sure, but give me at least one week to come up with all details because I have to update
myself with the latest tax enactments,” Khir replied.

The following week Ravi received a call from Khir. He confirmed that he had prepared ten
different salary schemes with the same gross total income of RM 200,000, but with different
allowances, perquisites (PER) and benefits-in-kind (BIK).

He explained to Ravi that employees could get paid by employers in different forms and
how these payments were taxed under the Income Tax Act. He provided the following
table which provided all relevant details in matrix form.

E1 E2 E3 E4 ES E6 E7 EB ES E10
RFA HRA HRA
Only Sal+ TA TA CAR CAR RFACAR | CAR
salary EPF RFA HRA RFA HRA BIK BIK PER PER
Salary 120000 154000 108000 106000 42000 82000 76000 76000 76000 76000
Entertainment allowance 10000 10000 10000 10000 10000 10000 10000 10000 10000 10000
Employer EPF 36000 36000 36000 36000 36000 36000 36000 36000 36000
Fair rent | HRA 3000 48000 43000 48000 48000 48000 48000 48000 43000
Travelling Allowance | Value of car RM 130,000 24000 24000 10000 10000 10000 10000
Fusl | G000 4000 4000 6000
Driver | 12000 12000 12000 12000
Motebaook given by employer 2000 2000 2000 2000
Gross Package 200000 200000 | 200000 200000 | 200000 200000 200000 | 200000 200000 200000
Official Entertainment expenses 10000 10000 10000 10000 10000 10000 10000 10000 10000 10000
Donations to Govt 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000
Hotebook Purchased 2000 2000 2000 2000 2000 2000 0 0 ] 0
Employes PF confribution 4000 4000 4000 4000 4000 4000 4000 4000 4000 4000

Assumptions given:

1. All employees receive the same gross income of RM200,000. The payment method is
different. The savings remain the same. For instance, all employees save:

(@) RM4,000 in EPF payment,
(b) RM2,000 for purchase of one notebook (computer),
() RM1,000 for donations to the Government, and

(d)  All employees claim that the entertainment allowance (EA) was fully spent on
entertaining company’s clients.

2. Employee 1 (E1) gets his gross salary in two forms: RM190,000 as salary and RM
10,000 as EA.

3. Employee 2 (E2) gets RM154,000 as salary, RM10,000 EA and requests that his employer
contribute to his approved provident fund account the sum of RM3,000 monthly.

4. Employee 3 (E3) receives RM 118,000, RM10,000 and RM36,000 as salary, EA and rent
free accommodation (RFA) and also requests his employer to contribute to his
approved provident fund account the sum of RM3,000 monthly.

5. Employee 4 (E4) receives house rent allowance (HRA) instead of RFA for the same
value as employee 3.

6.  Employee five (E5) gets the same allowances as E4 but RFA and his salary is further
reduced as he gets travelling allowance (TA) of RM 24,000 for private purposes.

7. Employee six (E6) gets the same allowances as E5 but gets HRA instead RFA.

8. Employee 7 (E7) receives RFA and a car valued RM130,000 (company charges RM
10,000 pa for the car), fuel and driver for RM28,000 instead of travelling allowance.
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9. Employee 8 (E8) receives HRA instead of RFA and the same emoluments as E7. Notes

10. Employee 9 (E9) receives RFA and reimbursement of his personal car expenses, fuel
and driver valued at RM28,000.

11. Employee 10 (E10) receives HRA instead of RFA and the same emoluments as E9.
The Assignment

Ravi was really confused with the above data and was not sure whether there could be any
tax savings. He requested that Khir to give a more detailed calculations and explanations
on the relevant income tax sections that allowed those deductions and reliefs. Ravi wanted
to know the ultimate tax payable by each employee for the year of assessment 2010.

Tax Rates for YA 2010

Slabs | Chargeable Income (RM]) Slabs (RM) Rate % | Tax(RM) | Cumulative Tax (RM)
1 0-2500 On the First 2,500 0 0 0
2 2,501-5,000 Next 2,500 1 25 25
3 5,001-20,000 Next 15,000 3 450 475
4 20,001-35,000 Next 15,000 7 1050 1525
5 35,001-50.000 Next 15,000 12 1800 3325
6 50,001-70,000 Next 20,000 19 3800 7125
7 70,001-100,000 Next 20,000 24 7200 14325
8 Above 100,000 26 ? ?

Questions

1.  Comment on the differences in benefits to the employees.

2. What are the learning points from the case study?

Source: http:/ /ejournal.unirazak.edu.my/articles/TAX_AVOIDANCE-Ravindran.pdf

3.6 Summary

° Tax planning is not a device to reduce tax burden but is in fact helps savings by investments
in government securities.

° Tax planning is an essential part of your financial planning.

° There are also some areas of tax planning that are specific to certain business forms—i.e.,
sole proprietorships, partnerships, C corporations, and S corporations.

° Tax planning also applies to various types of employee benefits that can provide a business
with tax deductions, such as contributions to life insurance, health insurance, or retirement
plans.

° Tax Planning India is an application to reduce tax liability through the finest use of all

accessible allowances, exclusions, deductions, exemptions, etc., to trim down income and/
or capital profits.

° Corporate Tax Planning is the strategies to reduce the taxes.

° Tax evasion is the general term for efforts by individuals, firms, trusts and other entities
to evade taxes by illegal means.

° Tax avoidance is a strategy which involves exploiting legal means of reducing taxes with
the goal of minimizing tax liability.

° Double taxation is the levying of tax by two or more jurisdictions on the same declared
income (in the case of income taxes), asset (in the case of capital taxes), or financial
transaction (in the case of sales taxes).



Notes

° Tax management refers to the compliance with the statutory provisions and includes
maintenance of records in prescribed format.

3.7 Keywords

Accounting Methods: Accounting methods refer to the basic rules and guidelines under which
businesses keep their financial records and prepare their financial reports.

Corporate Tax: It refers to a tax levied by various jurisdictions on the profits made by companies
or associations.

Double Taxation: It is the levying of tax by two or more jurisdictions on the same declared
income (in the case of income taxes), asset (in the case of capital taxes), or financial transaction
(in the case of sales taxes).

Partnerships: A business organization in which two or more individuals manage and operate
the business.

Sole Proprietorships: A business structure in which an individual and his/her company are
considered a single entity for tax and liability purposes.

Tax Avoidance: It is the legal utilization of the tax regime to one’s own advantage, in order to
reduce the amount of tax that is payable by means that are within the law.

Tax Evasion: It is the general term for efforts by individuals, firms, trusts and other entities to
evade taxes by illegal means.

Tax Management: It refers to the compliance with the statutory provisions.

Tax Planning: Tax planning is a broad term that is used to describe the processes utilized by
individuals and businesses to pay the taxes due to local, state, and federal tax agencies.

Tax Rebates: A tax rebate may be a partial sum of money refunded to people from paid taxes, or
it may be an amount by which you reduce your taxes before you pay them.

Tax Savings: The deduction a taxpayer can take on their tax form for interest paid on a home
mortgage.

3.8 Review Questions

1.  Define Tax Planning. List out the general areas of tax planning.
2. “Tax planning is an essential part of your financial planning. “Elucidate.
3. Write short notes on the following:

(@) C corporations

(b)  Sole Proprietorships and Partnerships
(c) Case for Levy of Corporate Tax

(d) Double taxation

4. Describe some of the planning tips that can assist salaried people to reduce their tax
accountability.

5. What is Corporate Tax Planning?

6. Discuss the causes of Tax evasion.
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7.  Highlight the impacts of Tax Evasion.
8.  Differentiate the following:
(a) Tax Avoidance and Tax Evasion

(b) Tax Planning and Tax Management

9.  What are the objectives of Tax Management?

10.  Explain the remedies to Overcome (Reduce) Tax Evasion.

Answers: Self Assessment

1. False 2. True

3. False 4. Corporate Tax
5. Minimise 6. Liquidity

7. False 8. True

9. True 10.  Avoidance

11. Double taxation 12.  Evasion

13. True 14.  False

15.  True

3.9 Further Readings
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Books Aggarwal, K. Direct Tax Planning and Management. Atlantic Publications.

Notes

Ahuja, G. K. & Gupta, Ravi. Systematic Approach to Income Tax. Bharat Law House.

Lakhotia, R. N. Income Tax Planning Handbook. Vision Books.

Singhania, V. K. & Singhania, Kapil. Direct Taxes Law & Practice. Taxmann
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Srinivas E. A. Handbook of Corporate Tax Planning. Tata McGraw Hill.
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http:/ /www slideshare.net/anujbhatia09/ corporate-tax-planning



Notes

Unit 4: Exemptions and Deductions - I

CONTENTS
Objectives

Introduction

4.1

42
43
44
45
4.6
4.7
4.8
49

410 Keywords

4.1

412 Further Readings

Agricultural Income

411 Conditions to be Satisfied for Agricultural Income
412 Partly Agricultural Income

Other Important Exemptions

Tax Exemptions for Charitable Trusts and Institutions
Income Not to be Included in the Total Income

Income from Voluntary Contributions (Section 12)

Income to be Included in Total Income

Tax Exemptions to Political Parties

Allowable Deductions from Gross Total Income

Summary

1 Review Questions

Objectives

After studying this unit, you will be able to:

° Define agricultural income and its tax treatment

° Discuss the important Exemption in Income Tax Act

° Describe the tax exemptions for charitable trusts and institutions

. List down the Income not to be included in the Total Income

° Elucidate the tax treatment for Income from Voluntary Contributions
° Trace the Income to be included in Total Income

. Explain the Tax exemptions to political parties

Introduction

Various tax systems grant a tax exemption and tax deductions to certain organizations, persons,
income, property or other items taxable under the system. Tax exemption refers to a personal
allowance or specific monetary exemption which may be claimed by an individual to reduce
taxable income under some systems. Tax exempt status may provide a potential taxpayer complete
relief from tax, tax at a reduced rate, or tax on only a portion of the items subject to tax.
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On the other hand, a tax deduction is a reduction of a taxpayer’s total income that decreases the Notes
amount of money used in calculating the tax due. Essentially, it's a break granted by the

government that reduces taxes by a percentage that is dependent upon the income bracket of the

taxpayer.

Tax is calculated on the income earned in the previous year. For providing relief to the tax
payers from payment of tax, income tax law provisions contains concept of exemption and
deduction. Exempted income means the income which does not at all charged to any taxes, while
calculating the Gross Total Income.

Under Section 10 of the Income Tax Act, various items of income are totally exempt from
income-tax. Therefore, these incomes are not included in the total income of an assessee. Section
10 provides that in computing the total income of a previous year of any person, any income
falls in its ambit shall not be included in the total income, provided the assessee proves that a
particular item of income is exempt and falls within a particular clause. The onus is on the
assessee i.e. the assessee has to prove that his income falls under Section 10.

After going through this unit, you will learn the income which does not form part of the total
income, the conditions to be satisfied for availing exemption under Section 10.

4.1 Agricultural Income

Agricultural income as defined in Section 2(1A) is exempt from income tax in the case of all
assesses. This exemption has been granted on account of the constitutional provisions relating
to the powers of the Central and the State Governments for levying tax on agricultural income.

Agriculture income is exempt under the Indian Income Tax Act. This means that income earned
from agricultural operations is not taxed. The reason for exemption of agriculture income from
Central Taxation is that the Constitution gives exclusive power to make laws with respect to
taxes on agricultural income to the State Legislature. However while computing tax on
non-agricultural income agricultural income is also taken into consideration.

As per section 2(1A) of the Act, agricultural income means any income which includes the
following:

1. Rent received from the land used for agricultural purposes: When a person (landlord or
tenant) lets out a piece of land, which is situated in India, for agricultural purposes, the
rent received either in cash or kind from the tenant is considered as agricultural income.

2. Revenue income derived from agriculture: When the landlord or tenant cultivates the farm,
raises the product and sells it or appropriates it for his individual needs, the difference
between the cost and selling price (including the value of self consumption on the basis of
average market rate for the year) is the income derived from agriculture.

3. Income from making the produce fit to be taken to market: The crop as a harvested might
not find a market. If, in order to make the product a saleable commodity, the cultivator or
receiver of rent-in-kind performs some operation (manual or mechanical) and enhances
the value of the produce, the enhancement of value of the produce is also agriculture
income. Such income to be regarded as agricultural income, the following conditions
must be satisfied:

* The operation must be one which is ordinarily employed by the cultivator to make
the produce fit for market, i.e., threshing, winnowing, cleaning, drying, etc.

* There is no market (ready and willing and not a theoretical market) for the produce
as received from the farm.
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The process to make it marketable has been performed either by the cultivator or
receiver of rent-in-kind.

The produce must not change its original character.

' Example: Where a farmer grew mulberry leaves and fed the same to silk-worm, it was
not a process employed by the cultivator of mulberry leaves to make them marketable by way

of producing silk cocoons, and the income derived from rearing of silk-worms was not agricultural

income because the silk cocoons produced by silk-worms did not bear any character of an

agricultural produce or as a marketable form of mulberry leaves.

4. Income from sale of produce: When the cultivator or receiver of rent-in-kind sells the

produce either after performing certain activities to make it fit for market or without
doing any such activity, the income is agricultural income. It is immaterial that he has sold
the produce to the wholesaler in the market or through his own retail shop directly to the
consumers.

5. Income from building: In the following cases the income from building or house property
is treated as agricultural income:

If the landlord receives rent in cash, it is owned and occupied by him; or if the
landlord receives rent-in-kind, it is occupied by him — whether owned or not; or if it
is occupied by the cultivator — whether owned by him or not;

If it is on or in the immediate vicinity of the agricultural land;

If it is required as a dwelling-house or as a store house or as an out-house by the
landlord or cultivator;

If it is required by reason of the landlords or cultivators connection with the land,
i.e., either the building is required to make the produce fit to be taken to the market
or there is a sufficient quantity of produce which requires a store house or there are
numerous tenants and it is necessary to stay there to collect the rent or it is necessary
for the cultivator to be there to look after the farm.

The land is assessed to land revenue in India; or the land is subject to land revenue
or local rate assessed and collected by the officers of the Government — either Central
or State for the benefit of local bodies. Where the land is not so assessed, the building
should not be situated:

* in an area of municipality (whether known as Municipal Corporation, Notified
Area Committee, Town Area Committee, or by any other name or Cantonment
Board) whose population according to the latest census figures published is
10,000 or more; or

* in a notified area within such limits of a Municipality, etc., as may be notified
by Government.

However, the distance of notified area cannot exceed 8 kilometres from the local limits. The
department has issued various circulars from time to time specifying the notified areas.

=/4|

1.
2.

Notes Certain income which is not treated as Agricultural Income includes:
Income from poultry farming.

Income from bee hiving.

Contd...
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Income from sale of spontaneously grown trees.

Income from dairy farming.

Purchase of standing crop.

Dividend paid by a company out of its agriculture income.
Income of salt produced by flooding the land with sea water.

Royalty income from mines.

o ® N g ok W

Income from butter and cheese making.

10.  Receipts from TV serial shooting in farm house are not agriculture income.

Notes

4.1.1 Conditions to be Satisfied for Agricultural Income

According to the definition of Agricultural Income as per Section 2(1A) of the Act, the income

which satisfies following conditions is treated as agricultural income.

1. Rent or revenue derived from land: For any income to be considered as agricultural income,
the rent or revenue should be derived from land. Following things need to be kept in

mind:

> The word rent denotes the payment of money either in cash or in kind by one person

to another (owner of the land) in respect of grant of right to use land.

B3 The recipient of rent or revenue should be the owner of the land.

B3 The expression revenue is used in the broader sense of return, yield or income, and

not in the sense of land revenue.

B3 Income is said to be derived from land only if the land is the immediate and effective

source of the income and not the secondary and indirect source. Thus interest on
arrears of rent payable in respect of agricultural land is not agricultural income
because the source of income (interest) is not from land but it is from rent which is

a secondary source of income and is taxable under the head Income from other

sources.

2. Land must be situated in India: Land must be situated in India but it is immaterial whether
the agricultural land in question has been assessed to land revenue or local taxes assessed

and collected by the Officers of the Government in India.

3. Land must be used for agricultural purpose: The land must be used for agricultural purposes.
There must be some measure of cultivation on the land, some expenditure of skill and
labour upon it, to have been used for agricultural purposes within the meaning of the Act.

The operations on the land for agricultural purposes can be:

< Basic operation: These include tilling of the land, sowing of seeds, planting or an
operation of a similar kind such as digging pits in the soil to plant a sapling etc.

> Subsequent operations: These include weeding, digging the soil around the growth,

nursing, pruning, cutting, etc.

Caution Please note that here agriculture connotes all the products of vegetable kingdom
(food for human beings and animals, fruits, commercial crops, flowers, medicines, bamboo,

timber, fuel material) but it does not include the products of animal kingdom (dairy

farming, butter and cheese making, poultry farming, breeding of livestock etc.).
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4.1.2 Partly Agricultural Income

As per Rule 7 of the Income Tax Rules, 1962 — In the case of income which is partially agricultural
income as defined in section 2 and partially income chargeable to income-tax under the head
“Profits and gains of business”, in determining that part which is chargeable to income-tax the
market value of any agricultural produce which has been raised by the assessee or received by
him as rent-in-kind and which has been utilized as a raw material in such business or the sale
receipts of which are included in the accounts of the business shall be deducted, and no further
deduction shall be made in respect of any expenditure incurred by the assessee as a cultivator or
receiver of rent-in-kind. For this purpose “market value” shall be deemed to be:

1.  where agricultural produce is ordinarily sold in the market in its raw state, or after
application to it of any process ordinarily employed by a cultivator or receiver of
rent-in-kind to render it fit to be taken to market, the value calculated according to the
average price at which it has been so sold during the relevant previous year;

2. where agricultural produce is not ordinarily sold in the market in its raw state or after
application to it of any process aforesaid, the aggregate of —

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

(¢)  such amount as the Assessing Officer finds, having regard to all the circumstances in
each case, to represent a reasonable profit.

'i Example: If a cotton mill has its own farm and the cotton grown on the farm has been
utilized in the factory, the average market price of the cotton shall be deducted from the sale
proceeds of cotton while computing the taxable income from business.

Self Assessment

Fill in the blanks:
1. Agriculture income is .................. under the Indian Income Tax Act.

2. For any income to be considered as agricultural income, the rent or revenue should be
derived from ..................all

T denotes the payment of money either in cash or in kind by one person
to another in respect of grant of right to use land.

4 include tilling of the land, sowing of seeds, planting or an operation of a
similar kind such as digging pits in the soil to plant a sapling etc. in agricultural income.

4.2 Other Important Exemptions

In addition to the exemption of tax on agricultural income in India the following exemptions are
also available under the Section 10 of Income Tax Act:

1.  Money received by an individual as a member of H.ULF [Section 10(2)]: Any sum received
by an individual in his capacity as a member of H.U.F. is wholly exempt from income-tax
where such sum has been paid out of the income of the family, or out of the income of an
impartible estate belonging to the family, because that has been taxed in hand of H.U.F.
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A9 Notes
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Did u know? This exemption is, however, subject to the provisions of Section 64(2), where

the income from self acquired assets which are converted into property of the H.U.F. are

to be clubbed with the income of the person who makes the conversion subject to certain

conditions. For the purpose of this exemption, it is immaterial whether the H.U.F. has

been subject to tax in respect of the income. It is also immaterial whether the member who

has received the share of income from the family is a coparcener or not but he must be a

member of that family at the time of receiving the money.

Share of profit from partnership firm [Section 10(2a)]: Share income of a person being a
partner of a firm (including Limited Liability Partnerships) which is separately assessed
as such is exempt from tax. For the purposes of this clause, the share of a partner in the total
income of a firm separately assessed as such shall be an amount which bears to the total
income of the firm the same proportion as the amount of his share in the profits of the firm
in accordance with the partnership deed bears to such profits.

Interest income of non-residents [Section 10(4)]: In the case of non-residents any income
from interest on such securities or bonds as the Central Government may by notification
in the Official Gazette specify in this behalf including income by way of premium on the
redemption of such bonds. However in the case of an individual, any income by way of
interest on moneys standing to his credit in a Non-resident (External) Account in any bank
in India in accordance with the Foreign Exchange Regulation Act, 1973 and the Rules made
thereunder.

Interest income of non-residents from specified savings certificates [Section 10(4b)]: In the
case of an individual being a citizen of India or a person of Indian origin, who is a
non-resident, any income from interest on notified savings certificates issued before the
1st day of June, 2002 by the Central Government will be exempt provided he subscribes to
such certificates in foreign currency or other foreign exchange remitted from a country
outside India in accordance with the provisions of the Foreign Exchange Management Act,
1999 and any rules made thereunder. It is important to note that the exemption will be
available only to the original subscribers to the savings certificates.

Leave travel concession [Section 10(5)]: As per section 10(5), the amount exempt under
section 10(5) is the value of any travel concession or assistance received or due to the
assessee from his employer for himself and his family in connection with his proceeding
on leave to any place in India. The amount exempt can in no case exceed the expenditure
actually incurred for the purposes of such travel. Only two journeys in a block of four
years are exempt. Exemption is available in respect of travel fare only and also with
respect to the shortest route.

Tax paid on behalf of foreign companies in respect of certain income [Section 10(6a)]:
Under clause (6A), where income is derived by a foreign company by way of royalty or
fees for technical services received from government or an Indian concern in pursuance of
an agreement made by the foreign company with government or Indian concern after
March 31, 1976 which is approved by the Central Government or where the agreement
relates to matter included in the industrial policy of the government for the time being in
force and tax on such income is payable, under the terms of such agreement by the
government or the Indian concern to the Central Government, the tax so paid will not be
included in computing the total income of the foreign company. This exemption is not
available under Section 10(6A) if the agreement is entered into on or after 1.6.2002, as
amended by Finance Act, 2002. In other words, the exemption is available for the
agreements entered into up to 31.5.2002 only.
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Income derived by a foreign company [Section 10(6b)]: Clause (6B) provides that where in
the case of non-resident (other than a company) or of a foreign company deriving income
(other than salary, royalty or fees for technical services) from Government or an Indian
concern in pursuance of an agreement entered into by the Central Government with the
Government of a foreign State or an international organisation, the tax on such income is
payable by Government or the Indian concern to the Central Government under the terms
of that agreement or any other related agreement approved by the Central Government,
the tax so paid shall be exempt. Finance Act, 2002 has provided that this exemption is not
available under Section 10(6A) if the agreement is entered into on or after 1.6.2002. In
other words, the exemption is available for the agreements entered into upto 31.5.2002
only.

Fees for technical services received by foreign companies [Section 10(6c)]: Clause (6C) grants
exemption to any income arising to the foreign companies notified by the Central
Government by way of royalty or fees for technical services received pursuant to an
agreement entered into with that Government for providing services in or outside India
in projects connected with security of India.

Foreign allowance [Section 10(7)]: Allowances or perquisites paid or allowed as such
outside India by the Central Government to a citizen of India for his services rendered
outside India, would be wholly exempt from income-tax.

Co-operative technical assistance programmes [Section 10(8)]: In the case of an individual
who is assigned duties in India in connection with co-operative technical assistance
programmes and projects in accordance with an agreement entered into by the Central
Government with the Government of a foreign State, the terms of which provide for the
exemption from tax, the remuneration received by the individual directly or indirectly
from the Government of that foreign State for such duties and any other income of such
individual which accrues or arises outside India (but is not deemed to accrue or arise in
India) and in respect of which such individual is required to pay any income- tax or social
security tax to the Government of that foreign State, would be exempt from income-tax.

Income of any member of the family [Section 10(9)]: The income of any member of the
family of any such individual referred to in the preceding Clauses 8, 8A & 8B of Section 10,
accompanying him to India which accrues or arises outside India and is not deemed to
accrue or arise in India, is also exempt from tax provided that the member is required to
pay any income-tax or social security tax to the Government of that foreign State on such
income or as the case may be to the country of origin of such member.

Death-cum-retirement gratuity [section 10(10)]: The amount of any death-cum-retirement
gratuity received under:

23 the revised pension rules of the Central Government; or
% the Central Civil Services (Pension) Rules, 1972; or
< any similar scheme applicable to (a), the members of civil services of the Union, or

(b) holders of posts connected with defence or of civil posts under the Union, or
(c) the member of All India Services, or (d) the members of civil services of a State,
or (e) holders of civil posts under a State, or (f) employees of a local authority, or
(g) Pension Code or Regulations applicable to the members of the defence services
is wholly exempt from tax under Section 10(10)(i) of the Act.
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T Notes

Notes The payment of gratuity by the Life Insurance Corporation of India under the Staff
Regulations is wholly exempt from tax under Section 10(10), as the object and purpose of
the gratuity scheme of the Life Insurance Corporation of India and the Revised Pension
Rules of the Central Government are the same.

Retrenchment compensation [section 10(10b)]: Any compensation received by a workman
under the Industrial Disputes Act, 1947 or under any other Act or rules, orders or
notifications issued thereunder or under any standing orders or under any award, contract
of service or otherwise, at the time of his retrenchment. The amount is exempt under this
clause to the extent of least of the following limits:

(a)  Actual amount received.
(b)  Amount specified by Central Government i.e. ¥ 5,00,000.

(©0  An amount calculated in accordance with the provisions of clause (b) of Section 25F
of the Industrial Disputes Act, 1947 i.e. 15 day’s average pay for every completed
years of services or part thereof in excess of 6 months.

AN

Caution It may be noted that the above provision shall not apply in respect of any
compensation received by a workman in accordance with any scheme which the Central
Government may, having regard to the need for extending special protection to the
workmen in the undertaking to which such scheme applies and, other relevant
circumstances, approve in this behalf and the entire amount of compensation so received
shall be exempt.

ol

Vi
Did u know? Where retrenchment compensation received by a workman exceeds the
amount which qualifies for exemption under the new clause, he will be entitled to relief

under section 89 read with rule 21A of the Income Tax Rules, in respect of such excess.

Compensation received by victims of Bhopal gas leak disaster [Section 10(10bb)]: According
to the clause any compensation received by victims of Bhopal Gas Leak Disaster under the
Bhopal Gas Leak Disaster (Processing of Claims) Act, 1985 and any scheme framed
thereunder is exempt from tax. This exemption of compensation received, however, would
not be available to any assessee in connection with the Bhopal Gas Leak Disaster of an
expenditure which has been incurred and allowed as a deduction from taxable income.

Payment received on voluntary retirement [section 10(10c)]: The amended provision
provides for exemption of any amount received or receivable by an employee of a public
sector company or of any other company or an authority established under Central, State
or Provincial Act or a local authority, or any State Government or Central Government or
the Institution having importance throughout India or a recognised management institute,
on his voluntary retirement or termination of his service, in accordance with any scheme
or schemes of voluntary retirement or in the case of a public sector company, a scheme of
voluntary separation. The scheme of voluntary retirement is to be framed in accordance
with such guidelines as may be prescribed which may include among other things the
criteria of economic viability. The amount of exemption is the actual amount of
compensation or % 5,00,000, whichever is less. This exemption is available only once in the
life time of an assessee.
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Caution The assessee shall not be eligible for relief under section 89 in case he has claimed
exemption under section 10(10C). On the other hand, if he claims relief under section 89,
he cannot claim exemption under section 10(10C)

16.  Tax on perquisite paid by employer [Section 10(CC)]: As per section 10(CC), the amount of
tax actually paid by an employer, at his option, on non-monetary perquisites on behalf of
an employee, is not taxable in the hands of the employee. Such tax paid by the employer
shall not be treated as an allowable expenditure in the hands of the employer under
section 40.

17.  Amount paid on life insurance policies [Section 10(10D)]: As per section 10(10D), any sum
received on life insurance policy (including bonus) is not chargeable to tax. Exemption is,
however, not available in respect of the amount received on the following policies:

a. any sum received under section 80DD (3) or 80DDA (3);
b.  any sum received under a Keyman insurance policy;

c. any sum received under an insurance policy (issued after March 31, 2003) in respect
of which the premium payable for any of the years during the term of policy exceeds
20 per cent of the actual sum assured.

(R’

Vi
Did u know? “Keyman insurance policy” means a life insurance policy taken by a person
on the life of another person who is or was the employee of the first-mentioned person or
is or was connected in any manner whatsoever with the business of the first-mentioned

person.

In respect of (c) above, the following points should be noted:

3

o

3 Any sum received under such policy on the death of a person shall continue to be
exempt.

«

e
o<

The value of any premiums agreed to be returned or of any benefit by way of bonus or
otherwise, over and above the sum actually assured, which is received under the policy
by any person, shall not be taken into account for the purpose of calculating the actual
capital sum assured under this clause.

18.  Payment from statutory provident fund [section 10(11)]: Any payment received from a
provident fund to which the Provident Funds Act, 1925 applies or any other provident
fund set-up by the Central Government and notified by it in the Official Gazette, would be
exempt from tax without any monetary or other limits.

IS
Notes Any payment received from a provident fund to which the Provident Funds Act,
1925 applies is known as Statutory Provident Fund and the provident fund set-up by the
Central Government and notified by it in the Official Gazette is known as Public Provident
Fund.

19.  Payment from a recognised provident fund [section 10(12)]: The accumulated balance due
and becoming payable to an employee participating in a recognised provident fund,
would be exempt from tax if the following conditions are satisfied:

LOVELY PROFESSIONAL UNIVERSITY
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20.

21.

(@) The employee has rendered continuous service with his employer for a period of
5 years or more; or

(b)  Where he has not rendered such continuous service, the service has been terminated
by reason of employee’s ill-health or by the contraction or discontinuance of the
employer’s business or by any other cause beyond the control of the employee; or

(¢)  On cessation of his employment he obtains employment with any other employer
and the balance standing in his Recognised Provident Fund is transferred to his
account in a Recognised Provident Fund maintained by the new employer.

Where the accumulated balance of the fund has been transferred to any other such fund,
then in computing the period of continuous service for clause (i) or clause (ii) the period or
periods for which such employee rendered continuous service under his former employer
or employers shall be included.

Payment from an approved superannuation fund [section 10(13)]: Any payment from an
approved superannuation fund made:

(a) on the death of the beneficiary; or

(b) to an employee in lieu of or in commutation of an annuity on his retirement at or
after a specified age or on his becoming incapacitated prior to such retirement; or

(¢) by way of refund of contributions on the death of the beneficiary; or

(d) by way of refund of contributions to an employee on his leaving the service in
connection with which the fund is established otherwise than by retirement at or
after a specified age or at his becoming incapacitated from service prior to such
retirement to the extent to which such payment does not exceed the contributions
made prior to the commencement of this Act, i.e., 1.4.1962, and also any interest
thereon, would be wholly exempt from tax.

House Rent Allowance (HRA) [Section 10(13a)]: Any special allowance specifically granted
to an employee by his employer to meet expenditure actually incurred on payment of rent
in respect of residential accommodation occupied by the assessee, is exempt to the extent
of least of the following:

(@) Actual amount of such allowance received in respect of the relevant period; or
(b) Rent paid over 10% of salary [Rent paid — 10% of salary]

(¢)  Anamount equal to one-half of the amount of salary due to the assessee in respect of
the relevant period where such accommodation is situated at Mumbai, Kolkata,
Delhi or Chennai and where such accommodation is situated at any other place,
two-fifth of the amount of salary due to the assessee in respect of the relevant
period.

AN

Caution Following points should be kept in mind while providing exemption for HRA:

1.

Salary = Basic Pay + D.A. (If form part of retirement benefit) + Commission (If it is
based on specific % of turnover). Thus ‘Salary” includes Basic pay, dearness allowance,
if the terms allow, includes commission, but excludes all other allowances and
perquisites.

‘Relevant period” means the periods during which the said accommodation was
occupied by the assessee during the previous year.

Notes



Notes

22.

23.

24.

25.

26.

27.

28.

Special allowance [Section 10(14)]: Any special allowance in cash or the value of any
benefit granted by the employer to an employee with the specific object of enabling the
employee to meet expenses ‘wholly’, ‘necessarily” and ‘exclusively” incurred by him in the
performance of the duties of his office or employment of profit, is exempt from tax to the
extent to which such expenses are actually incurred for that purpose. This allowance may
include travelling allowance to agents, conveyance allowance, transfer allowance, etc.,
but it does not include entertainment allowance, perquisites and the allowance to meet
personal expenses (i.e. City Compensatory Allowance) at the place where the duties of
office are performed by him or at the place where he ordinarily resides.

A\ l)

Did u know? City Compensatory Allowance or CCA is an allowance paid by the employer
to compensate high cost of living incurred by an employee in big cities.

Scholarships [Section 10(16)]: Scholarships granted to meet the cost of education would be
exempt in every case regardless of the residential status or citizenship of the scholar and
the person from whom the scholarships are received.

Daily Allowances of MPs and MLAs [Section 10(17)]: The provisions in this regard are as
follows:

Any income by way of:

(a) daily allowance received by any person by reason of his membership of Parliament
or of any State legislature or of any Committee thereof;

(b) any allowance received by any person by reason of his membership of Parliament
under the Members of Parliament (Constituency Allowance) Rules, 1986;

(c)  any constituency allowance received by any person by reason of his membership of
any State Legislature under any Act or rules made by that State Legislation.

Awards or rewards [Section 10(17A)]: Any payments made, whether in cash or in kind, in
pursuance of any award instituted in the public interest by the Government or instituted
by any other body and approved by the Central Government or as a reward by the
Government for such purposes as may be approved by the Central Government in the
public interest.

Pension [Section 10(18)]: A new clause 10(18) has been inserted by Finance Act, 1999 with
effect from 1.4.2000 to provide that any income by way of pension received by an individual
or family pension received by any member of the family of such individual shall be
exempt if such individual has been in the service of Central or State Government and has
been awarded Param Vir Chakra or Maha Vir Chakra or Vir Chakra or such other gallantry
award as may be notified.

Family pension [Section 10(19)]: Family pension received by the widow or children or
nominated heirs, as the case may be, of a member of the armed forces (including
paramilitary forces) of the Union, where the death of such member has occurred in the
course of operational duties, in such circumstances and subject to such conditions, as may
be prescribed, shall be exempt from tax. However, family pension received by others is
exempt upto least of ‘15,000 or 1/3rd of family pension and it is taxable under the head
other sources.

Annual value of palace of a ruler [Section 10(19A)]: The annual value of any one palace in
the occupation of a Ruler would be exempt if it was exempt from income tax before the
commencement of the Constitution Twenty-Sixth (Amendment) Act, 1971 by virtue of the
provisions of the Merged States (Taxation Concessions) Order, 1949 or any other taxation
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concession order. Annual value of the entire building is exempt even though a portion Notes
only is occupied by the ruler

Income of local authorities [Section 10(20)]: The income of a local authority which is
chargeable under the head ‘Income from house property’, ‘Capital gains’ or ‘Income from
other sources’ or even from a trade or business carried on by it which accrues or arises
from the supply of commodities or services (other than water or electricity) within its
own jurisdictional area or from the supply of water or electricity within or outside its own
jurisdictional area would be wholly exempt from income-tax.

Pension fund of LIC [Section 10(23AAB)]: The Income of the Life Insurance Corporation of
India or any other insurer to the extent it is from a fund set up under a pension scheme to
which contribution is made by any person for receiving pension from such fund is exempt
from tax provided the pension scheme is approved by the Controller of Insurance or the
Insurance Regulatory and Development Authority established under Sub-section (1) of
Section 3 of the Insurance Regulatory and Development Authority Act, 1999, as the case
may be.

Income of research associations [Section 10(21)]: Any income of a Research Association,
Association applies its income or accumulates it for application, wholly and exclusively,
to the objects for which it is established and the provisions of Section 11(2) and (3) shall be
applicable to such accumulations with due adaptations for the purposes of scientific research
or research in social science or statistical research and it does not invest or deposit its
funds, other than:

(a) any assets held by the research association where such assets form part of the corpus
of the fund of the association as on the first day of June, 1973;

(b) any assets (being debentures issued by or on behalf of, any company or corporation)
acquired by the research association before the 1st day of March, 1983;

(c) any accretion to the shares forming part of the corpus of the fund mentioned by way
of bonus shares allotted to the research association;

(d) voluntary contribution received and maintained in the form of jewellery, furniture
or any other article as the Board may by notification in the official gazette, specify,
for any period during the previous year otherwise than in the forms and modes as
specified in Section 11(5).

However, the exemption under this clause shall not be denied in relation to voluntary
contribution, other than voluntary contribution in cash or voluntary contribution of the
nature referred to (a), (b), (c) and (d) above, subject to condition that such voluntary
contribution is held by the research association only in the forms or modes as specified in
Section 11(5) after the expiry of one year from the end of the previous year in which such
asset is acquired or the 31st day of March, 1992 whichever is later.

Further, the exemption under this clause to any profits and gains of business carried on by
the research association shall be available if the business is incidental to the attainment of
its objectives and separate books of account are maintained in respect of such business.

AN

Caution The exemption under this clause shall be withdrawn if the Central Government is
satisfied that the conditions are not being fulfilled but an opportunity of being heard shall
be provided.
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32.

33.

34.

35.

36.

37.

Income of a regimental fund or non-public fund [Section 10(23AA)]: Income derived by
any Regimental Fund or Non-Public Fund established by the armed forces of the Union
for the welfare of their past and present members and their dependents will be exempt
from tax.

Income of a mutual fund [Section 10(23D)]: Subject to the provisions of Chapter XIIE any
income of a Mutual Fund set up by a public sector bank or a public financial institution or
authorised by the Securities and Exchange Board of India or the Reserve Bank of India is
exempt from tax. This exemption is subject to such conditions as the Central Government
may, by notification in the Official Gazette, specify in this behalf. However, these conditions
are not applicable in case of a Mutual Fund is registered under the SEBL

Income of investor protection fund (Section 23EA): Any income by way of contributions
received from recognized stock exchanges and members thereof, of such Investor Protection
Fund set up by recognised stock exchanges in India, either jointly or separately, as the
Central Government may, by notification in the Official Gazette, specify in this behalf.

JAN

Caution Provided that where any amount standing to the credit of the Fund and not
charged to income-tax during any previous year is shared, either wholly or in part, with
a recognised stock exchange, the whole of the amount so shared shall be deemed to be the
income of the previous year in which such amount is so shared and shall accordingly be
chargeable to income-tax.

Income of venture capital company [Section 10(23FB)]: Any income of a venture capital
company or venture capital fund set up to raise funds for investment in a venture capital
undertaking is exempt from the assessment year 2001-02.

)\ l‘)
Did u know? Venture Capital Company means such company:

(i)  Which has been granted a certificate of registration under the Securities and Exchange
Board of India Act, 1992 (15 of 1992), and regulations made thereunder;

(ii)  Which fulfils the conditions as may be specified, with the approval of the Central
Government, by the Securities and Exchange Board of India, by notification in the
Official Gazette, in this behalf.

Income of a registered trade union [Section 10(24)]: Any income chargeable under the head
‘income from house property” and income from other sources of a registered Trade Union
within the meaning of the Indian Trade Unions Act, 1926, formed primarily for the purposes
of regulating the relations between workmen and the employers or between the workmen
and the workmen is exempt from income-tax and also of a federation of such unions.

Income of minor child [Section 10(32)]: Where the income of an individual includes any
income of his minor child in terms of Section 64(1A), such individual shall be entitled to
exemption of the amount includible under Section 64(1A) of each minor child or ¥ 1,500 for
each minor child whichever is less.

2

Tusk Discuss in a group who is a minor as per Income Tax Act.
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38.  Income from transfer of units of UTI [Section 10(33)]: Any income arising from the transfer Notes
of a capital asset, being a unit of the Unit Scheme, 1964 referred to in Schedule I to the Unit
Trust of India (Transfer of Undertaking and Repeal) Act, 2002 (58 of 2002) and where the
transfer of such asset takes place on or after the 1st day of April, 2002 shall be exempt from
income tax.

39. Anyincome by way of dividends referred to in Section 115-O [Section 10(34)]: Any income
by way of dividends referred to in Section 115-O shall be exempt from income tax. As per
section 1150 the company paying or declaring any dividend have to pay tax @15% plus
surcharge 5% plus education cess @3% on such dividend. Hence, such dividend shall be
exempt in the hands of shareholders.

40. Income from Mutual Funds and certain units [Section 10(35)]: Any income by way of:

(a) income received in respect of the units of a Mutual Fund specified under Clause
(23D); or

(b) income received in respect of units from the Administrator of the specified
undertaking; or

(c)  income received in respect of units from the specified company shall be exempt
from income tax.

This clause shall not apply to any income arising from transfer of units of the Administrator
of the specified undertaking or of the specified company or of a mutual fund, as the case
may be.

41.  Income from subsidiary company [Section 10(40)]: Any income of any subsidiary company
by way of grant or otherwise received from an Indian company, being its holding company
engaged in the business of generation or transmission or distribution of power if receipt
of such income is for settlement of dues in connection with reconstruction or revival of an
existing business of power generation shall be exempt from income tax.

42.  Income from transfer of a capital asset [Section 10(41)]: Any income arising from transfer
of a capital asset, being an asset of an undertaking engaged in the business of generation
or transmission or distribution of power where such transfer is effected on or before the
31st day of March, 2006, to the Indian company notified under sub-clause (a) of clause (v)
of Sub-section (4) of Section 80-IA shall be exempt from income tax.

Self Assessment

Fill in the blanks:

5. Any sum received by an individual in his capacity as a member of H.U.F. is
............................ exempt from income-tax.

6.  Share income of a person being ...................... of a firm which is separately assessed as
such is exempt from tax.

7. Allowances or perquisites paid or allowed as such outside India by .......................... to
a citizen of India for his services rendered outside India, would be wholly exempt from
income-tax.

8  Asper........ccoccoeei the amount of tax actually paid by an employer, at his option, on
non-monetary perquisites on behalf of an employee, is not taxable in the hands of the
employee.

9. The provident fund set-up by the Central Government and notified by it in the Official
Gazette is known as ....................



Notes

4.3 Tax exemptions for Charitable Trusts and Institutions

Before the discussion of the provisions of the Income Tax Act in this connection, it is important
to note the meanings of some terms like ‘“Trust’, ‘Institution’, and ‘Income’ from property,
charitable purpose and Religious purpose. These are discussed as under:

1.

Trust: Section 3 of the Indian Trusts Act defines a trust to mean “an obligation annexed to
the ownership of property and arising out of a confidence reposed in and accepted by the
owner, or declared and accepted by him for the benefit of another and the owner”.

Institution: An organisation with a constitution composed of a President, Vice-President,
Secretary, Committee Members and ordinary members, is known as an Institution. The
activities of the institution and its office-holders are regulated by rules and bye-laws of
the institution. A university or a Chamber of Commerce is an Institution.

A\ l)
§2

Did u know? Founded in 1925, Indian Chamber of Commerce (ICC) is the leading and only
National Chamber of Commerce operating from Kolkata, and one of the most proactive
and forward-looking Chambers in the country today. Its membership spans some of the
most prominent and major industrial groups in India.

Income from property: This includes income from movable or immovable property,
voluntary donations received and income from business undertaking(s) held by the trust.

Charitable purpose: The term ‘charitable purpose’ has been defined in this Act in a wider
sense than what is commonly understood. According to Section 2(15) of the Act, it includes
relief of the poor, education, medical relief, preservation of environment (including
watersheds, forests and wildlife) and preservation of monuments or places or objects of
artistic or historic interest and advancement of any other object of general public utility
not involving the carrying on of any activity for profit.

In order to qualify for tax exemptions the charity must be of a public character, and the trust or
institution should not be created or established for the benefit of any particular religious
community or caste, if the trust or institution is established for the benefit of the member of a
club or employees of a factory, it would not be a public charitable trust. Vide Circular No. 395
dated Sept. 24, 1984 promotion of sports and games is considered to be a charitable purpose
within the meaning of Section 2(15). Accordingly an association or institution, engaged in the
promotion of sports or games can claim exemption under Section 11, even if it is not approved
under Section 10(23).

AN

Caution If advancement of any other object of general public utility involves any activity
in the nature of trade, commerce or business or any activity of rendering any service in
relation to any trade, commerce for any fee shall not considered as charitable purpose
however this restriction shall be applicable only if total receipts from these activities
exceeds ¥ 25 lakh in a previous year.

Self Assessment

State whether the following statements are true or false:

10.
11.

Section 3 of the Indian Trusts Act defines a trust.

An organisation with a constitution composed of a President, Secretary, and Committee

Members is known as an Institution.
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12. A university or a Chamber of Commerce is an Institution. Notes

13. Income from property includes income from only immovable property, voluntary
donations received and income from business undertaking(s) held by the trust.

14.  An association or institution, engaged in the promotion of sports or games cannot claim
exemption under Section 11, even if it is not approved under Section 10(23).

4.4 Income Not to be Included in the Total Income

According to Section 11(1), the following items of income are not to be included in the total
income of the previous year of the assessee who is in receipt of the same:

1. Income derived from property held under trust wholly for charitable or religious purposes:
Income derived from property held under trust wholly for charitable or religious purposes
shall be exempt to the extent to which such income is applied for such purposes in India
and where any such income is accumulated or set apart for application to such purposes in
India, to the extent to which the income so accumulated or set apart is not in excess of 15%
of the income from such property.

2. Income derived from property held under trust in part only for charitable or religious
purposes: Income derived from property held under trust in part only for charitable or
religious purposes shall be exempt. This exemption would, however, be available only
for trusts created before 1.4.1962.

]

Notes Where any such income is finally set apart for application to such purposes in India,
shall be exempt to the extent to which the income so set apart is not in excess of 15% of the
income from such property.

3. Income from property held under trust created on or after 1.4.1952 for a charitable purpose:
Income from property held under trust created on or after 1.4.1952 for a charitable purpose
which tends to promote international welfare in which India is interested shall be exempt
to the extent to which such income is applied for such charitable purposes outside India.

4. Income from property held under trust created before 1.4.1952 for charitable or religious
purposes: Such income shall be exempt to the extent to which such income is applied for
such purposes outside India. This exemption is, however, subject to the condition that the
Central Board of Direct Taxes has, by a general or special order, issued a direction in either
of the above two cases that the income in question would not be included in the total
income of the person in receipt of such income.

5. Voluntary contribution: Income in the form of voluntary contributions made with a
specific direction that they shall form part of the corpus of the trust or institution shall be
fully exempt.

Self Assessment

Fill in the blanks:

15. Income derived from property held under trust in part only for charitable or religious
purposes shall be .................... from tax.

16. Income from property held under trust created on or after .................. for a charitable
purpose which tends to promote international welfare in which India is interested shall be
exempt.
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17.  Income from property held under trust created before 1.4.1952 for charitable or religious
purposes is subject to conditions by ....................

18. Income in the form of ....................... made with a specific direction that they shall form
part of the corpus of the trust or institution shall be fully exempt.

4.5 Income from Voluntary Contributions (Section 12)

The income of a trust by way of voluntary contributions would also be treated for all purposes
as income deemed to have been derived by the trust from property held by it under trust except,
however, in case where the voluntary contribution is received with a specific direction that it
shall form part of the corpus of the trust. As a result, voluntary contribution received by a trust
should also be applied for charitable purposes before the end of the accounting year or within 3
months following so that income-tax exemption could be availed of. However, voluntary
contributions could be accumulated for future obligation for charitable purposes in the same
manner as specified earlier.

The value of any services, being medical or educational services, made available by any charitable
or religious trust running a hospital or medical institution or an educational institution, to any
person referred to in Clause (a) or Clause (b) or Clause (c) or Clause (cc) or Clause (d) of
Sub-section (3) of Section 13, shall be deemed to be income of such trust or institution derived
from property held under trust wholly for charitable or religious purposes during the previous
year in which such services are so provided and shall be chargeable to income-tax notwithstanding
the provisions of Sub-section (1) of Section 11.

JAN

Caution For the purposes of this sub-section, the expression “value” shall be the value of
any benefit or facility granted or provided free of cost or at concessional rate to any person
referred to in Clause (a) or Clause (b) or Clause (c) or Clause (cc) or Clause (d) of Sub-
section (3) of Section 13.

Notwithstanding anything contained in Section 11, any amount of donation received by the
trust or institution in terms of Clause (d) of Sub-section (2) of Section 80G which has been
utilised for purposes other than providing relief to the victims of earthquake in Gujarat or
which remains unutilized in terms of Sub-section 5(C) of Section 80G in respect of which accounts
of income and expenditure have not been rendered to the authority prescribed under clause (v)
of sub-section (5C) of that section, in the manner specified in that clause, and not transferred to
the Prime Minister’s National Relief Fund on or before the 31st day of March, 2004 shall be
deemed to be the income of the previous year and shall accordingly be charged to tax.

2
Task Discuss how Income in the form of voluntary contribution made with a specific

direction which shall form part of the corpus of the trust or institution shall be fully
exempt.

Self Assessment

State whether the following statements are true or false:

19. The income of a trust by way of voluntary contributions would also be treated for all
purposes as income deemed to have been derived by the trust from property held by it
under trust except.
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20. Voluntary contributions cannot be accumulated for future obligation for charitable Notes
purposes in the same manner as specified earlier.

21.  The value of any services, being medical or educational services, made available by any
charitable or religious trust running a hospital or medical institution or an educational
institution, to any person referred shall be deemed to be income of such trust or institution
derived from property.

4.6 Income to be Included in Total Income

The exemption granted by Sections 11 or 12 of the Act would not, however, be available in the
following cases and circumstances:

1. Where any part of the income from property held under trust for private religious purposes
does not ensure for the benefit of the public;

2. In the case of a trust for charitable purposes or an institution created or established for
charitable purposes on or after 1.4.1962, any income of the trust will not qualify for tax
exemption if the trust or institution is created or established for benefit of any particular
religious community or caste. By virtue of explanation 2 to Section 13, any trust created for
the benefit of Scheduled Castes, backward classes, or Scheduled Tribes or women or
children would not be deemed to be a trust or institution created or established for the
benefit of any particular religious community or caste for purposes of this exemption.
Consequently, income derived by trusts or institutions established purely for the benefit
of scheduled castes or tribes or backward classes or women or children would qualify for
tax exemption even though the income is applied in reality for the benefit of a particular
community or caste.

3. In the case of a trust or institution established after 1.4.1962 or in the case of a trust,
whenever created or established, if the income of the trust or institution is applied during
the accounting year, directly or indirectly for benefit of any of the specified persons or if
under the terms of the trust or the rules governing that institution, any part of the income
of the trust ensures for the benefit of such specified persons, whether directly or indirectly,
the trust would not be given tax exemption under Section 11, with the exception that
(i) where such use or application is by way of compliance with a mandatory term of the
trust or a mandatory rule governing the institution, and (ii) where such use or application
relates to any period before the 1st day of June, 1970, the aforementioned provision shall

not apply.

4. Where any business is owned by a religious or charitable trust or institution, the income
of such business shall be determined by the Assessing Officer in the same way as the
assessment of business income of any other assessee. Consequently, any additions to the
business income shown in the accounts of the assessee made by the Assessing Officer is
deemed to be income applied by the trust for purposes other than charitable or religious.
Such additions, therefore, do not qualify for tax exemptions under Section 11(4).

However, in the case of a trust or institution established before 1.4.1962, the exemption would
not be forfeited merely on the ground that a part of the income or property of the trust or
institution is applied directly or indirectly for the benefit of the specified persons if such use or
application is for compliance with a mandatory term of the trust or a mandatory rule governing
the institution.

For purposes of the disallowance of exemption, the ‘specified persons” are the following namely:

° the author of the trust or the founder of the institution,



Notes

any person who has made a substantial contribution to the trust or institution, that is to
say, any person whose total contribution up to the end of the relevant previous year
exceeds ¥ 25,000,

where the author, founder or other substantial contributor is a Hindu Undivided Family,
any member of the family,

any trustee of the trust or manager, by whatever name called, of the institution,

any relative of such author, founder, person, member, trustee or manager, referred to
above, and

any concern in which any of the above mentioned persons has a substantial interest.

=/4|

Notes The expression ‘relative’ used for this purpose has been defined in the Explanation (1)
to Section 13 to mean:

(@)
(b)
©
(d
(e)
()

the spouse of the individual,

brother or sister of the individual,

the brother or sister of the spouse of the individual,

any lineal ascendant or descendant of the individual,

any lineal ascendant or descendant of the spouse of the individual, and

the spouse of any of the persons referred to in (b) to (e) above and any lineal
ascendant or descendant of a brother or sister of either the individual or the spouse
of the individual.

The income or the property of the trust or institution or any part thereof shall be deemed to have
been used or applied for the benefit of the specified persons and consequently the trust will
forfeit its exemption from income tax in the following cases specified in Section 13(2):

1.

Where any part of the income or property of the trust or institution is, or continues to be
lent to any of the specified persons for any period during the previous year without either
adequate security or adequate interest or both;

If any land, building or other property of the trust or institution is or continues to be made
available for the use of any of the specified persons for any period during the previous
year without charging adequate rent or other compensation;

If any amount is paid by way of salary, allowance or otherwise during the previous year
to any of the specified persons out of the resources of the trust or institution for service
rendered by that person to such trust or institution and the amount so paid is in excess of
what may reasonably be paid for such service;

If the services of the trust or institution are made available to any of the specified persons
during the previous year without adequate remuneration or other compensation;

If any security, share or other property is purchased by or on behalf of the trust or institution
from any of the specified persons during the previous year for a consideration which is
more than adequate;

If any share, security or other property is sold by or on behalf of the trust or institution to
any of the specified persons during the accounting year for a consideration which is less
than adequate;
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7. If any income or property of the trust or institution is diverted during the previous year in Notes
favour of any of the specified persons. However, if the total value of the income and/or
property so diverted does not exceed % 1,000 in value, the trust will not forfeit the exemption
merely because any portion of the income or property of the trust is diverted for the
benefit of any of the specified persons; and

8. If any funds of the trust or the institution are, or continue to remain, invested for any
period during the accounting year in any concern in which any of the specified persons has
a substantial interest.

For purposes of disallowance of the exemption to a charitable trust or institution the specified
persons shall be deemed to have a substantial interest in a concern under the following
circumstances:

° In case where the concern is a company: If its equity shares carrying not less than 20% of
the total voting power are, at any time during the previous year, owned beneficially by
such person or partly by such person and partly by one or more of the other specified
persons, or

° In the case of any other concern: If such specified persons are entitled individually or
jointly to not less than 20% of the profits of such concern at any time during the relevant
accounting year.

Where the trust funds are invested in a concern in which any of the specified persons has a
substantial interest and the quantum of the investment does not exceed 5% of the capital of the
concern, the exemption shall not be allowed in respect of the income arising from such investment
and the remaining income will continue to enjoy exemption from tax.

Further for debentures of an Indian company or Corporation acquired by the trust or institution
after 28 February, 1983 but before 25th July, 1991, the exemption from tax under Section 11 or
Section 12 shall be allowed to the trust or institution in respect of interest on such debentures if
the trust or institution disinvests such debentures latest by 31st March, 1992.

Any charitable or religious trust or institution will forfeit exemption from tax if any funds of the
trust or institution are invested or deposited, after February 28, 1983, otherwise than in any one
or more of the modes specified in Section 11(5). Such trusts and institutions will also forfeit
exemption from tax if any part of their funds invested before March 1, 1983 otherwise than in
any one or more of the forms or modes specified in Section 11(5) continue to remain so invested
or deposited after November 30, 1983. Trusts or institutions which continue to hold any shares
in a company (other than a Government company or a statutory corporation) after the said date
will also forfeit exemption from income-tax.

The aforesaid provisions will, however, not apply in relation to assets which constituted the
original corpus of the trust or institution as on June 1, 1973 and any accretion to the assets being
shares of a company forming part of the corpus of the trust or institution as on June 1, 1973,
where such accretion arises by way of bonus shares.

The aforesaid provisions will also not apply in relation to assets (being debentures issued by a
company) acquired by the trust/institution before March 1, 1983. Further, it will not apply in
relation to any asset [other than an investment or deposit in the mode or form as specified in
Section 11(5)] which is held after the expiry of one year from the end of the previous year in
which such asset is acquired or the 31st Day of March, 1993 whichever is later in the mode and
form as specified in Section 11(5). Also, it will not apply in relation to any funds representing the
profits and gains of business relevant to the assessment year 1984-85 or any subsequent year.

Notwithstanding anything contained in Sub-section (1) or Sub-section (2), but without prejudice
to the provisions contained in Sub-section (2) of Section 12, in the case of a charitable or religious
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trust running an educational institution or a medical institution or a hospital, the exemption
under Section 11 or Section 12 shall not be denied in relation to any income, other than the
income referred to in Sub-section (2) of Section 12, by reason only that such trust has provided
educational or medical facilities to persons referred to in Clause (a) or Clause (b) or Clause (c) or
Clause (cc) or Clause (d) of Sub-section (3).

If the trust or institution has any other income in addition to profits and gains of business, for
getting exemption under this clause separate books of account in respect of such business are to
be maintained.

N’

VA ad

Did u know? Business income of charitable trusts: The exemption from income- tax will not be
denied to any religious or charitable trust in respect of profits or gains of business provided
that:

(a)

(b)

As

the business is carried on by a trust wholly for public religious purposes and the
business consists of printing and publication of books or is of a kind notified by the
Government, or

the business is carried on by an institution wholly for charitable purposes and the
work in connection with the business is mainly carried on by the beneficiaries of the
institution and, separate books of account are maintained by the trust/institution of
such business.

per Section 13(7), nothing contained in Section 11 or 12 shall operate so as to exclude

from the total income of the previous year of the person in receipt thereof, any anonymous
donation referred to in Section 115BBC on which tax is payable in accordance with the
provisions of that section.

A new sub-section (8) to section 13 has been inserted by the Finance Act, 2012 which
provides that nothing contained in section 11 or section 12 shall operate so as to exclude
any income from the total income of the previous year of the person in receipt thereof if
the provisions of the first proviso to clause (15) of section 2 become applicable in the case
of such person in the said previous year.

Self Assessment

Fill in the blanks:

22.

23.

24.

25.

In the case of a trust for charitable purposes or an institution created or established for
charitable purposes on or after 1.4.1962, any income of the trust will not qualify for tax
exemption if it is established for the benefit of any .........................

Where any business is owned by a religious or charitable trust or institution, the income
of such business shall be determined by the ......................... in the same way as the
assessment of business income of any other assessee.

The expression ‘relative’ used for this purpose has been defined in the Explanation (1) to

If the trust or institution has any other income in addition to profits and gains of business,
for getting exemption under this clause separate ......................... in respect of such
business are to be maintained.
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4.7 Tax Exemptions to Political Parties Notes

‘Political party’ means an association or body of individual citizens of India registered with the
Election Commission of India as a political party and includes a political party deemed to be
registered with that Election Commission of India.

Political parties are liable to pay tax on their income and they are assessed as “An association of
persons’. However, the income derived by these parties as income by way of voluntary
contributions, Income from House Property; and Income from Other Sources or Capital Gains
are exempt from subject to the following conditions:

(a) the party keeps and maintains such books of account and other documents as would
enable the Assessing Officer to properly deduce the income;

(b) in respect of each such voluntary contribution in excess of ¥ 20,000, the party keeps and
maintains a record of the contributions and names and addresses of the persons who have
made such contribution; and

(c) the accounts of the party are audited by a Chartered Accountant or other qualified
accountant.

The Chief Executive Officer of the political party is required to file a return of income if the total
income (computed under this Act without giving effect to the provisions of Section 13A) exceeds
the maximum amount which is not chargeable to income-tax. In this connection, the provisions
of Section 139(1) shall apply.

A\ l)

L)
Did u know? Voluntary contributions received by an electoral trust
Any voluntary contributions received by an electoral trust shall not be included in the
total income of the previous year of such electoral trust, if:

(a)  such electoral trust distributes to any political party, registered under section 29A of
the Representation of the People Act, 1951, during the said previous year, ninety-
five per cent of the aggregate donations received by it during the said previous year
along with the surplus, if any brought forward from any earlier previous year; and

(b) such electoral trust functions in accordance with the rules made by the Central
Government.

=74|

Notes ‘Electoral Trust’ means a trust so approved by the Board in accordance with the
scheme made in this regard by the Central Government.

Self Assessment

Fill in the blanks:

26. means an association or body of individual citizens of India
registered with the Election Commission of India as a political party and includes a
political party deemed to be registered with that Election Commission of India.

27. Political parties are liable to pay tax on their income and they are assessed as
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28. The ...cooooviiiiiiin of the political party is required to file a return of income if the
total income exceeds the maximum amount which is not chargeable to income-tax.

29, means a trust so approved by the Board in accordance with the
scheme made in this regard by the Central Government.

4.8 Allowable Deductions from Gross Total Income

There are different tax saving options i.e. Allowable Deductions or Exemption under Income
Tax, are given under chapter VIA of the Income Tax Act, 1961. Summary of different tax saving
section under which person can claim deduction or exemption from total Income are given
below:

1. Section 80C: This section has been introduced by the Finance Act 2005. Broadly speaking,
this section provides deduction from total income in respect of various investments or
expenditures or payments in respect of which tax rebate u/s 88 was earlier available. The
total deduction under this section (along with section 80CCC and 80CCD) is limited to
Z 1 lakh only. These include:

(a) Life Insurance Premium for individual, policy must be in self or spouse’s or any
child’s name. For HUF, it may be on life of any member of HUF.

(b) Sum paid under contract for deferred annuity for individual, on life of self, spouse
or any child.

(¢)  Sum deducted from salary payable to Govt. Servant for securing deferred annuity
for self-spouse or child Payment limited to 20% of salary.

(d) Contribution made under Employee’s Provident Fund Scheme.

(e)  Contribution to PPF for individual can be in the name of self/spouse, any child and
for HUF, it can be in the name of any member of the family.

(f)  Contribution by employee to a Recognised Provident Fund.
(g) Sum deposited in 10 year/15 year account of Post Office Saving Bank
(h)  Subscription to any notified securities/notified deposits scheme. e.g. NS

(i)  Subscription to any notified savings certificate, Unit Linked Savings certificates. E.g.
NSC VIII issue.

(j)  Contribution to Unit Linked Insurance Plan of LIC Mutual Fund e.g. Dhanrakhsa
1989

(k) Contribution to notified deposit scheme/Pension fund set up by the National
Housing Scheme.

1 Certain payment made by way of instalment or part payment of loan taken for
pay y way part pay
purchase or construction of residential house property.

Caution Condition has been laid that in case the property is transferred before the expiry
of 5 years from the end of the financial year in which possession of such property is
obtained by him, the aggregate amount of deduction of income so allowed for various
years shall be liable to tax in that year.
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(m) Contribution to notified annuity Plan of LIC (e.g. Jeevan Dhara) or Units of UTI/ Notes
notified Mutual Fund. If in respect of such contribution, deduction u/s 80CCC has
been availed of rebate u/s 88 would not be allowable.

(n)  Subscription to units of a Mutual Fund notified u/s 10(23D).

(o) Subscription to deposit scheme of a public sector, company engaged in providing
housing finance.

(p) Subscription to equity shares or debentures forming part of any approved eligible
issue of capital made by a public company or public financial institutions.

(qQ) Tuition fees paid at the time of admission or otherwise to any school, college,
university or other educational institution situated within India for the purpose of
full time education of any two children. Available in respect of any two children

Section 80CCC - Deduction in respect of Premium Paid for Annuity Plan of LIC or Other
Insurer: Payment of premium for annuity plan of LIC or any other insurer Deduction is
available upto a maximum of % 100,000/-. (This limit has been increased from % 10,000/- to
¥1,00,000/- w.e.f. 01.04.2007). The premium must be deposited to keep in force a contract
for an annuity plan of the LIC or any other insurer for receiving pension from the fund.

—]]

Notes The limit for maximum deduction available under Sections 80C, 80CCC and
80CCD(1) (combined together) is ¥ 1,00,000 (X one lac only). An additional deduction upto
a maximum of ¥ 20,000 will be available from Assessment Year 2011-12 (FY 2010-11) for
investment in Infrastructure Bonds.

Section 80CCD (1) - Deduction in respect of Contribution to Pension Account (by Assessee}:
Deduction available for the amount paid or deposited in a pension scheme notified or as
may be notified by the Central Government subject to a maximum of:

(@) 10% of salary in the previous year in the case of an employee
(b)  10% of gross total income in any other case.

Section 80CCD (2) - Deduction in respect of Contribution to Pension Account (by Employer}:
Deduction available for the amount paid or deposited by the employer of the assessee in
a pension scheme notified or as may be notified by the Central Government subject to a
maximum of 10% of salary in the previous year.

Section 80CCG — Rajiv Gandhi Equity Saving Scheme (RGESS): As per the Budget 2012
announcements, a new scheme Rajiv Gandhi Equity Saving Scheme (RGESS) will be
launched. Those investors whose annual income is less than % 10 lakh (proposed ¥ 12 lakh
from A.Y. 2014-15) can invest in this scheme up to ¥ 50,000 and get a deduction of 50% of
the investment. So if you invest ¥ 50,000 (maximum amount eligible for income tax rebate
is ¥ 50,000), you can claim a tax deduction of % 25,000 (50% of % 50,000). View key features
of Rajiv Gandhi Equity Saving Scheme (RGESS).

Section 80D- Deduction in respect of Medical Insurance: Deduction is available upto
% 20,000 for senior citizens and upto % 15,000 in other cases for insurance of self, spouse and
dependent children. Additionally, a deduction for insurance of parents (father or mother
or both) is available to the extent of ¥ 20,000 if parents are senior Citizen and
% 15,000 in other cases. Therefore, the maximum deduction available under this section is
to the extent of ¥ 40,000. From AY 2013-14, within the existing limit a deduction of upto
% 5,000 for preventive health check-up is available.
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10.

11.

12.

13.

14.
15.

16.

Section 80DD - Deduction in respect of Rehabilitation of Handicapped Dependent Relative:
Deduction of ¥ 50,000 w.e.f. 01.04.2004 in respect of Expenditure incurred on medical
treatment, (including nursing), training and rehabilitation of handicapped dependent
relative. Payment or deposit to specified scheme for maintenance of dependent handicapped
relative.

Further, if the defendant is a person with severe disability a deduction of ¥ 1,00,000 shall
be available under this section. The handicapped dependent should be a dependent relative
suffering from a permanent disability (including blindness) or mentally retarded, as
certified by a specified physician or psychiatrist. Note: A person with ‘severe disability’
means a person with 80% or more of one or more disabilities as outlined in section 56(4)
of the ‘Persons with disabilities (Equal opportunities, protection of rights and full
participation)” Act.

Section 80DDB - Deduction in respect of Medical Expenditure on Self or Dependent Relative:
A deduction to the extent of ¥ 40,000 or the amount actually paid, whichever is less is
available for expenditure actually incurred by resident assessee on himself or dependent
relative for medical treatment of specified disease or ailment. The diseases have been
specified in Rule 11DD. A certificate in form 10 I is to be furnished by the assessee from any
Registered Doctor.

Section 80E - Deduction in respect of Interest on Loan for Higher Studies: Deduction in
respect of interest on loan taken for pursuing higher education. The deduction is also
available for the purpose of higher education of a relative w.e.f. A.Y. 2008-09.

Section 80G - Deduction in respect of Various Donations: The various donations specified
in Sec. 80G are eligible for deduction upto either 100% or 50% with or without restriction
as provided in Sec. 80G

Section 80GG: Deduction in respect of House Rent Paid Deduction available is the least of
a)  Rent paid less 10% of total income
b) ¥ 2000 per month i.e. Maximum Deduction available is 24,000

) 25% of total income,

Provided:
23 Assessee or his spouse or minor child should not own residential accommodation at

the place of employment.

* He should not be in receipt of house rent allowance.
* He should not have self-occupied residential premises in any other place.

Section 80GGA: Deduction in respect of certain donations for scientific research or rural
development

Section 80GGC: Deduction in respect of contributions given by any person to political
parties

Section 80QQB: Royalty Income on patents. Maximum deduction % 3,00,000

Section 80RRB: Royalty Income to author of certain books other than text books. Maximum
deduction ¥ 3,00,000

Section 80 TTA - Deduction from gross total income in respect of any Income by way of
Interest on Savings account: Deduction from gross total income of an individual or HUF,
upto a maximum of ¥ 10,000/-, in respect of interest on deposits in savings account
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(not time deposits) with a bank, co-operative society or post office, is allowable w.e.f. Notes
01.04.2012 (Assessment Year 2013-14).

17.  Section 80U - Deduction in respect of Person suffering from Physical Disability: Deduction
of ¥ 50,000 to an individual who suffers from a physical disability (including blindness) or
mental retardation. Further, if the individual is a person with severe disability, deduction
of ¥ 1,00,000 shall be available u/s 80U. Certificate should be obtained from a Govt.
Doctor. The relevant rule is Rule 11D.

18.  Deductions Allowable under Section 24 of Income Tax Act: Where a housing property has
been acquired or constructed or repaired or renewed with borrowed capital, the amount
of interest payable yearly on such capital is allowed as deduction under Section 24 of
Income Tax Act, subject to the limits stated below. Penal interest on housing loan is not
eligible for deduction. If a fresh loan has been raised to repay the original loan and the
new loan has been used only for the purpose of repaying the original loan then, the
interest accrued on such fresh loan is allowed for deduction.

If the property is acquired or constructed with the capital borrowed on or after 01-04-1999 and
such acquisition or construction is completed within 3 years of the end of the financial year in
which capital was borrowed then the actual interest payable is allowed as deduction subject to
a maximum ¥ 1,50,000. In other case interest up to maximum .30, 000 is deductible. The ceiling
of %.1,50,000 or % 30,000 is only in case the property is self occupied. There is no limit on
deduction of interest if the property is let out.

Self Assessment

Fill in the blanks:

30. There are different tax saving options i.e. Allowable Deductions or Exemption under
Income Tax, are given under .......................... of the Income Tax Act, 1961.

Bl section has been introduced by the Finance Act 2005.

32. Payment of premium for annuity plan of LIC or any other insurer Deduction is available
upto a maximum of T ...

33. The various donations specified in Sec. 80G are eligible for deduction upto either
......................... with or without restriction as provided in Sec. 80G.

Case Sudy — Should Agricultural Income be Taxed in India?

of India is completely exempt from income-tax. A question now crops up in our
minds are whether such agricultural income should be taxed right now. Those who
are deriving the agricultural income will surely not like this income to be a part of the

I Yor the last so many decades the agricultural income derived in India by tax payers

taxable income. But the fact remains that in a country like India where huge expenditure
is still required for the development of the infrastructure and also because of the fact that
the GDP ratio is not in tune with the desired benchmark and keeping all these factors in
view, we can say that it is time now to tax the agricultural income of the agriculturists in
India.

Substantial revenue will be collected by the Tax Department in case agricultural income is

subjected to income-tax. However, the problem in India is that because of the politics of
Contd...




Notes vote bank no government can dare to touch this subject matter namely of taxing the
agricultural income of the agriculturists in India.

The fact remains that fiscal concessions are granted by the statute to certain categories of
tax payers to achieve a particular goal. For example couple of years ago the exporters of
India were granted complete tax holiday in respect of their foreign exchange earnings.
Now the Government feels that this category of tax payers are right now out from the
clutches of the problems and that is reason that export income is now subjected to income-
tax. Whenever the point comes of taxing the agricultural income the eyes of the statute
makers is focused on one single objective namely the impact on the next elections.

A real bold and dynamic approach is now needed in India whereby all the political parties
and all the Chief Ministers of India organize a conclave to debate and discuss the issues
concerning taxation of agricultural income in India.

Persons who are engaged in cultivation and produce agricultural income always enjoy the
sympathy of the statute makers of the country. The rising trend in suicides being committed
by agriculturists also goes to support the sympathy in favour of the agriculturists of the
country. With the rise in the suicide rate by the agriculturists more and more sympathy
goes in favour of agriculturists and at that point of time to think about taxing agricultural
income might bring home a fear of more and more suicides being further committed by
the agriculturists. With regard to suicides by agriculturists the Government should analyse
the reason behind the committing of the suicide and should bring home positive ideas to
control such suicides by the farmers of the country. But on the other hand taxing agricultural
income should not be ignored keeping in view the rising money requirement of the
country to meet fiscal deficit and to develop the infrastructure of the country.

In case income tax is levied on agricultural income without considering the real impact on
the agriculturists, all those persons who are attached with the political parties would
immediately jump upon to say that as a result of taxing the agricultural income, the poor
farmer will virtually die because of the increased burden of income-tax on him in case
agricultural income-tax is levied in the country.

If we analyse the land holding by individual persons in India, we would find that in
majority of the cases the land holding is in the name of different family members of the
farmer. As a result of land holding being available in different individual names in the
family, the advantage is that each family member of the farmer will get income-tax
exemption up to % 2,00,000 per annum even if the agricultural income is subjected to
income-tax. The practical impact of this can be seen from an example of a family of five
persons of a farmer and in case agricultural income is subjected to tax but still all the five
family members will have a combined income of ¥ 10 lakhs in a family which would be
exempt from income-tax. This is the special advantage available to a farmer and this
advantage is generally not available to all those tax payers in India who are not farmers.
For example in another family of five persons where the head of the family is doing a job
or running a shop, he finds that income-tax exemption is available of ¥ 2,00,000 only to
him because other family members who are not working or who are not running their
separate shops hence have no income. Hence, from practical angle also it can be argued
with confidence that if agricultural income is subject to income-tax, even then the poor
farmer will have no problem with regard to income-tax payment just because of the fact
that the basic income-tax exemption of ¥ 2,00,000 per annum would equally be applicable
to a farmer. Hence, the law makers in the country as well as the most respected
parliamentarians of the country should now think of taxing agricultural income so that
tax burden is at par for salaried employees, for businessman as well as for the persons

carrying on agricultural activities.
Contd...
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Similarly, the agriculturist, if income-tax is levied on him will also be able to save taxes Notes

over and above the basic income-tax exemption limit if he were to make investment by
way of contribution to the Public Provident Fund or to a Life Insurance Policy within the
framework of section 80C of the Income-tax Act, 1961. I personally feel that if income-tax
is levied on agricultural income, the farmers of the country will be able to develop the
habit of saving for their bright future in the years to come especially because of the
income-tax provision granting tax deduction on certain investments etc., etc.

It is certain that in case agricultural income-tax is levied in India, the farmers of the
country in next one decade will have more money power available at their disposal just
because of the savings made by them through various investment channels so as to achieve
a tax deduction in terms of section 80C of the Income-tax Act, 1961. Likewise, a farmer if he
is taxed on the agricultural income apart from making a tax saving under section 80C will
also be able to save income-tax like any other individual if he were to invest in a residential
housing. Thus, the problem of the Government to provide housing for those who are in
the villages can be a thing of the past once the agricultural income is subjected to tax and
our agriculturists enjoy the same tax benefit which are available to other tax payers of the
country whereby the end result after a decade would be more prosperity to the farmers,
more housing being available to the farmers because of their own investment in housing
sector and so on.

Driving in Mercedes cars are a common feature in Punjab particularly where large number
of agriculturists buy luxury cars, luxury homes and luxury holidays. Tax Paying public of
India is frustrated when they find that a tax payer doing hard work in his business after
making payment of income-tax is not able to buy a Mercedes car but an agriculturist who
is required to work much less in comparison with a person in a city goes scot-free for
making investments in the manner he likes just because there is no income-tax on the
agricultural income earned by him. Hence, if the Government takes a decision to levy tax
on agricultural income, then surely the rich and famous agriculturists of India would be
required to make payment of income-tax which will increase government revenue on the
one hand and which will increase GDP ratio in the country and would finally help in the
holistic development of the country.

Sometimes a question may also arise as to how an illiterate poor farmer will be able to
comply with the formalities required for income-tax payment and maintenance of the
accounts etc. to derive the taxable agricultural income. Well, the answer to this can be
found out by reference to the provisions contained in the Income-tax Act especially in
section 44AD whereby up to a turnover of ¥ 1 crore a person engaged in business can walk
away without maintaining the accounts and is subjected to income-tax on a presumptive
basis. Same set of provision can be applied even for taxing agricultural income whereby
the poor and illiterate agriculturists also will not have any problem to comply with the
provisions of income-tax law.

Again and again it may be noted that the so called poor small farmer in any case would be
outside the clutches of payment of agricultural income-tax because the income in any case
up to ¥ 2,00,000 per annum for every adult member of the farmer’s family will be exempt
from income-tax. I also strongly feel that if agricultural income-tax is levied in India, then
it is possible that the farmers would be tempted to go in for research based new innovations
in agriculture and would be seen using new technology, new machinery and new vistas to
achieve higher agricultural output which will be helpful to the country. Hence, if
agricultural income-tax is levied in India then fruit juice, ayurvedic herbs production and
such other connected activities in agriculture will flourish and there would be desire
amongst the agriculturists also to achieve more output from the land which they own.

Contd...
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It is expected that dynamism amongst the agriculturists will be on fast track in case
agricultural income-tax is levied in India.

Nation first and not just vote politics should be on the back of the mind of every political
party if they really want to tax the agricultural income in India. It is often seen that while
the tax payers of India feel cheated because they are being subjected to income-tax and
persons deriving agricultural income specially the rich farmers are not being subjected to
income-tax at all. A large number of politicians as well as a large number of business
communities also owns substantial part of agricultural land in India and are deriving
substantial tax free agricultural income. Hence, if agricultural income is subjected to
income-tax in India, it is felt that there would be no agony or problem especially to these
rich farmers because they would be placed at par with other tax payers of India earning
big income and engaged in non-agricultural income producing activities.

If the Government finds that it is not ready right now to tax the entire agricultural income,
in that situation they may initially exempt agricultural income by farmers having land
holding up to five acres and likewise to start with, the Government may also exempt
taxing agricultural income in case it is derived by cultivating rice, wheat and vegetables.
The theme is that at least let there be a start for taxing the agricultural income of particularly
the rich farmers and thereafter let the Government study its impact, the tax collection, the
problems and then come to an amendment of taxing agricultural income. It is a fact that
taxing agricultural income is a State subject but just like having a debate on GST with the
States the Government should now have a debate with the States for taxing agricultural
income. It is strongly felt that if agricultural income is taxed and in case the policy of
taxing agricultural income is designed in a very scientific manner, then it will have no
adverse impact on the common farmer but the Government would find easily substantial
amount coming in its kitty from the agricultural income derived by rich farmers and rich
corporates.

Way back in the year 1975 a Committee on Agriculture Taxation was headed by Dr. K.N.
Raj. The recommendation of this Committee was to tax agricultural income of rich.
However, the same was not made law. Similarly, eighty years ago Dr. B.D. Ambedkar
who was a man with towering personality and a great visionary and his view was that he
favoured taxing agricultural income with his sound reasoning. He was of the view that tax
should be levied on tax paying capacity or income of the tax payer and that rich must be
taxed more and poor less. It was Dr. Ambedkar who criticised land revenue by the British
Government as it was against the interest of the poor but according to him tax on agricultural
income should be levied. Later on the Taxation Enquiry Commission which was set up in
the year 1953-54 also recommended the revision of tax laws taking into consideration the
changes in the prices of agricultural produce.

Later on long term fiscal policy was introduced by the Government in the year 1985 and
they also recognized the concept of taxing agricultural income. In short the fact is that
almost all the commissions and agencies appointed or created by the Government in last
sixty years have unanimously been of the view that agricultural income should be subjected
to tax but the million dollars question is that who will bell the cat. The fact remains that
the law makers could not dare to taxing agricultural income mainly because of the vote
bank problem. It is at this point of time that when we are thinking of devising new vistas
and new means to gather finances for the development of the country the theme of taxing
agricultural income specially the rich agriculturists should be taken into consideration
and that it is high time now that the agriculturists be brought in the tax net. The Government
should make a study to bring agricultural income and non-agricultural income at par and
for this purpose the Government should also analyse that the overall hard work done by

Contd...
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the agriculturists be compared with hard work and long hours of work being put by a Notes

person in trade or industry or in service and then surely the Government would come to
the conclusion that it is now high time to tax the agricultural income so that the rich and
famous people do not walk away without contributing any money to the exchequer.

Finally, it is time now to think of taxing agricultural income and simultaneously the
Government should also think of measures to enhance the income earning capacity of the
agriculturists. In the first 2/3 years the entire income-tax recovered from taxing agricultural
income should be spent by the Government in the development of agricultural activities
and for the welfare of the agriculturists so that ultimately the agriculturist also reaps
better fruits for his labour and the Government earns more revenue because of higher
production of agriculture as a result of implementation of new technologies and new
equipment being made available in the agriculture sector. A question we would now like
to pose to each and every citizen of India is why not now the Government should be
thinking on taxing agricultural income by rising above the politics and in the interest of
nation building and equity to all categories of tax payers of India.

Questions
1. Study and analyse the case.

2. Write down the case facts.

3. What do you infer from it?

Source: http://www.moneycontrol.com/smementor/news/government-policy /should-agricultural-
income-be-taxed-in-india-828150.html

4.9 Summary

° Tax exemption refers to a personal allowance or specific monetary exemption which may
be claimed by an individual to reduce taxable income under some systems. Tax exempt
status may provide a potential taxpayer complete relief from tax, tax at a reduced rate, or
tax on only a portion of the items subject to tax.

° A tax deduction is a reduction of a taxpayer’s total income that decreases the amount of
money used in calculating the tax due.

° Section 10 provides that in computing the total income of a previous year of any person,
any income falls in its ambit shall not be included in the total income, provided the
assessee proves that a particular item of income is exempt and falls within a particular
clause.

° Agricultural income as defined in Section 2(1A) is exempt from income-tax in the case of
all assesses. This exemption has been granted on account of the constitutional provisions
relating to the powers of the Central and the State Governments for levying tax on
agricultural income.

° Any sum received by an individual in his capacity as a member of H.U.F. is wholly exempt
from income-tax where such sum has been paid out of the income of the family, or out of
the income of an impartible estate belonging to the family, because that has been taxed in
hand of HU.F.

. Share income of a person being a partner of a firm (including Limited Liability Partnerships)
which is separately assessed as such is exempt from tax.

. Allowances or perquisites paid or allowed as such outside India by the Central Government
to a citizen of India for his services rendered outside India, would be wholly exempt from
income-tax.
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° As per section 10(CC), the amount of tax actually paid by an employer, at his option, on
non-monetary perquisites on behalf of an employee, is not taxable in the hands of the
employee. Such tax paid by the employer shall not be treated as an allowable expenditure
in the hands of the employer under section 40.

° The term ‘charitable purpose” has been defined in this Act in a wider sense than what is
commonly understood. According to Section 2(15) of the Act, it includes relief of the poor,
education, medical relief, preservation of environment (including watersheds, forests and
wildlife) and preservation of monuments or places or objects of artistic or historic interest
and advancement of any other object of general public utility not involving the carrying
on of any activity for profit.

° The income of a trust by way of voluntary contributions would also be treated for all
purposes as income deemed to have been derived by the trust from property held by it
under trust except, however, in case where the voluntary contribution is received with a
specific direction that it shall form part of the corpus of the trust. As a result, voluntary
contribution received by a trust should also be applied for charitable purposes before the
end of the accounting year or within 3 months following so that income-tax exemption
could be availed of. However, voluntary contributions could be accumulated for future
obligation for charitable purposes in the same manner as specified earlier.

. ‘Political party’ means an association or body of individual citizens of India registered
with the Election Commission of India as a political party and includes a political party
deemed to be registered with that Election Commission of India. Political parties are
liable to pay tax on their income and they are assessed as ‘An association of persons’.

4.10 Keywords

AOP: It is an entity or a unit of assessment which is includes two or more persons who join for
a common purpose with a view to earn an income.

Basic operation: These agricultural operations include tilling of the land, sowing of seeds,
planting or an operation of a similar kind such as digging pits in the soil to plant a sapling etc.

Deduction: It is a reduction of a taxpayer’s total income that decreases the amount of money used
in calculating the tax due.

Electoral Trust: It is a trust so approved by the Board in accordance with the scheme made in this
regard by the Central Government.

Exemption: It refers to a personal allowance or specific monetary exemption which may be
claimed by an individual to reduce taxable income under some systems.

Hindu Undivided Family (HUF): 1t is a legal term related to the Hindu Marriage Act.

Keyman insurance policy: It means a life insurance policy taken by a person on the life of
another person who is or was the employee of the first-mentioned person or is or was connected
in any manner whatsoever with the business of the first-mentioned person.

Leave travel concession: It is defined as the cost of travel granted to employees to travel anywhere
in India, while on leave from work.

Political party: It is an association or body of individual citizens of India registered with the
Election Commission of India as a political party and includes a political party deemed to be
registered with that Election Commission of India.

Receipt: The receipt of income refers to the first occasion when the recipient gets the money
under his control.
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Royalty: It is consideration also including any lump sum consideration but excluding any Notes
consideration which would be the income of the recipient chargeable under the head ‘Capital
gains’.

Subsequent operations: These agricultural operations include weeding, digging the soil around
the growth, nursing, pruning, cutting, etc.

4.11 Review Questions

1.  Define and differentiate tax exemption from tax deductions.

Define agricultural income. Discuss its essential characteristics.

List down the income which is not treated as agricultural incomes.

Write a note on Partly Agricultural Income.

Explain the exemptions available on the Income of Research Associations.

Discuss in brief the tax exemptions for charitable trusts and institutions.

N o g ok w0

According to Section 11(1), provide a list of Income which are not to be included in the
Total Income of an assessee.

*®

Explain the treatment of tax exemption for Income from Voluntary Contributions.

9.  The exemptions granted by Sections 11 or 12 of the Act are not be available under which all
cases and circumstances.

10.  Briefly explain the Tax exemptions to political parties.

11.  What are the conditions to be satisfied to enable the Electoral Trust to claim full exemption?

Answers: Self Assessment

1. Exempt 2. Land

3. Rent 4. Basic operations

5. Wholly 6. Partner

7. Central government 8. Section 10(CC)

9. Public Provided Fund (PPF) 10. True

11. False 12.  True

13. False 14.  False

15.  Exempt 16. 1% April 1952

17.  CBDT 18.  Voluntary contribution
19. True 20. False

21.  True 22.  Religious community or caste
23.  Assessing officer 24.  Section 13

25.  Books of accounts 26.  Political parties

27.  AOP 28.  Chief Executive Officer

29.  Electoral trust 30. Chapter VIA
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31.  Section 80C 32. 1,00,000

33.  100% or 50%
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Objectives

After studying this unit, you will be able to:
° Explain the Special provision in respect of newly established undertaking in FTZ's
° Discuss the Special provision in respect of newly established undertaking in SEZ's

° Describe the Special provision in respect of newly established undertaking in 100% EOUs

Introduction

Free Trade Zone, also called Foreign-trade Zone, formerly Free Port, an area within which
goods may be landed, handled, manufactured or reconfigured, and re-exported without the
intervention of the customs authorities.

Section 10AA was inserted in the Income-tax Act, 1961 by the Special Economic Zones Act, 2005
(the SEZ Act) with effect from 10-2-2006. The section was enacted specially with respect to
provide tax exemption to the newly established units in the Special Economic Zone (SEZ).

The Export Oriented Unit (EOU) Scheme, which had been introduced in the early 1980s remains
in the forefront of country’s export production schemes. The Government amended in November



Notes

1983 a concession scheme to facilitate the setting up of export-oriented units (EOUs) in order to
enable them to meet requirements of foreign demand in terms of pricing, quality, precision etc.

In this unit you will be able to gain in-depth knowledge about the tax provisions in respect of
newly establish undertakings in FTZ, SEZ and 100% EOU in context with Income Tax Act, 1961.

5.1 Special Provisions in Respect of Newly Established
Undertaking in FTZs

Free Trade Zone, also called Foreign-trade Zone, formerly Free Port, an area within which
goods may be landed, handled, manufactured or reconfigured, and re-exported without the
intervention of the customs authorities. Only when the goods are moved to consumers within
the country in which the zone is located do they become subject to the prevailing customs duties.

)\ l)
Did u know? There are six free trade zones in India namely Kandla free trade zone, Santa

Cruz Electronics Export processing zone, Falta Export processing Zone, Madras export
processing zone, Cochin Export Processing zone and Noida Export Processing zone.

Subject to the provisions of this section, a deduction of such profits and gains as are derived by
an undertaking from the export of articles or things or computer software for a period of ten
consecutive assessment years beginning with the assessment year relevant to the previous year
in which the undertaking begins to manufacture or produce such articles or things or computer
software, as the case may be, shall be allowed from the total income of the assessee

Provided that where in computing the total income of the undertaking for any assessment year,
its profits and gains had not been included by application of the provisions of this section as it
stood immediately before its substitution by the Finance Act, 2000, the undertaking shall be
entitled to deduction referred to in this sub-section only for the unexpired period of the aforesaid
ten consecutive assessment years.

An undertaking initially located in any free trade zone or export processing zone is subsequently
located in a special economic zone by reason of conversion of such free trade zone or export
processing zone into a special economic zone, the period of ten consecutive assessment years
referred to in this sub-section shall be reckoned from the assessment year relevant to the previous
year in which the undertaking began to manufacture or produce such articles or things or
computer software in such free trade zone or export processing zone.

For the assessment year beginning on the 1st day of April, 2003, the deduction under this sub-
section shall be ninety per cent of the profits and gains derived by an undertaking from the
export of such articles or things or computer software. Provided also that no deduction under
this section shall be allowed to any undertaking for the assessment year beginning on the 1st
day of April, 2012 and subsequent years.

Provided also that no deduction under this section shall be allowed to any undertaking for the
assessment year beginning on the 1st day of April, 2012 and subsequent years.

5.1.1 Conditions to be Fulfilled

The tax benefit under section 10A is available to an undertaking which fulfils all the following
conditions:

1. It has begun or begins to manufacture or produce articles or things or computer software
during the previous year relevant to the assessment year.
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(a) commencing on or after 1-4-1981, in any Free Trade Zone; or Notes

(b) commencing on or after 1-4-1994, in any Electronic Hardware Technology Park or
Software Technology Park; or

() commencing on or after 1-4-2001, in any Special Economic Zone;

2. Itis not formed by the splitting up or the reconstruction of a business already in existence
except in the circumstances and within the period specified in section 33B of the Income-
tax Act.

3. Itis not formed by the transfer to a new business of machinery or plant previously used

for any purpose.

This section applies to the undertaking, if the sale proceeds of articles or things or computer
software exported out of India are received in, or brought into, India by the assessee in convertible
foreign exchange, within a period of six months from the end of the previous year or, within
such further period as the competent authority may allow in this behalf.

5.1.2 Deductions

Notwithstanding anything contained in sub-section (1), the deduction, in computing the total
income of an undertaking, which begins to manufacture or produce articles or things or computer
software during the previous year relevant to any assessment year commencing on or after the
1st day of April, 2003, in any special economic zone, shall be:

(i)  hundred per cent of profits and gains derived from the export of such articles or things or
computer software for a period of five consecutive assessment years beginning with the
assessment year relevant to the previous year in which the undertaking begins to
manufacture or produce such articles or things or computer software, as the case may be,
and thereafter, fifty per cent of such profits and gains for further two consecutive assessment
years, and thereafter;

(ii)  for the next three consecutive assessment years, so much of the amount not exceeding fifty
per cent of the profit as is debited to the profit and loss account of the previous year in
respect of which the deduction is to be allowed and credited to a reserve account (to be
called the “Special Economic Zone Re-investment Allowance Reserve Account”) to be
created and utilised for the purposes of the business of the assessee in the manner laid
down in sub-section (1B)

No deduction under this section shall be allowed to an assessee who does not furnish a return of
his income on or before the due date specified under sub-section (1) of section 139.

The deduction under clause (ii) of sub-section (1A) shall be allowed only if the following
conditions are fulfilled, namely:

(a) the amount credited to the Special Economic Zone Re-investment Allowance Reserve
Account is to be utilised:

(i)  for the purposes of acquiring new machinery or plant which is first put to use before
the expiry of a period of three years next following the previous year in which the
reserve was created; and

(ii)  until the acquisition of new machinery or plant as aforesaid, for the purposes of the
business of the undertaking other than for distribution by way of dividends or
profits or for remittance outside India as profits or for the creation of any asset
outside India;
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(b) the particulars, as may be prescribed in this behalf, have been furnished by the assessee in
respect of new machinery or plant along with the return of income for the assessment year
relevant to the previous year in which such plant or machinery was first put to use.

Where any amount credited to the Special Economic Zone Re-investment Allowance Reserve
Account under clause (ii) of sub-section (1A):

(a) has been utilised for any purpose other than those referred to in sub-section (1B), the
amount so utilised; or

(b) has not been utilised before the expiry of the period specified in sub-clause (i) of clause (a)
of sub-section (1B), the amount not so utilised, shall be deemed to be the profits,—

(i)  in a case referred to in clause (a), in the year in which the amount was so utilised; or

(ii) in a case referred to in clause (b), in the year immediately following the period of
three years specified in sub-clause (i) of clause (a) of sub-section (1B), and shall be
charged to tax accordingly.

In computing the total income of the assessee of the previous year relevant to the assessment
year immediately succeeds the last of the relevant assessment years, or of any previous year,
relevant to any subsequent assessment year:

(i)  Section 32, section 32A, section 33, section 35 and clause (ix) of sub-section (1) of section 36
shall apply as if every allowance or deduction referred to therein and relating to or
allowable for any of the relevant assessment years 13[ending before the 1st day of April,
2001], in relation to any building, machinery, plant or furniture used for the purposes of
the business of the undertaking in the previous year relevant to such assessment year or
any expenditure incurred for the purposes of such business in such previous year had been
given full effect to for that assessment year itself and accordingly sub-section (2) of section
32, clause (ii) of sub-section (3) of section 32A, clause (ii) of sub-section (2) of section 33,
sub-section (4) of section 35 or the second proviso to clause (ix) of sub-section (1) of section
36, as the case may be, shall not apply in relation to any such allowance or deduction

(ii) No loss referred to in sub-section (1) of section 72 or sub-section (1) or sub-section (3) of
section 74, in so far as such loss relates to the business of the undertaking, shall be carried
forward or set off where such loss relates to any of the relevant assessment years 13[ending
before the 1st day of April, 2001];

(iii) No deduction shall be allowed under section 80HH or section 80HHA or section 80-I or
section 80-IA or section 80-IB in relation to the profits and gains of the undertaking; and

(iv) In computing the depreciation allowance under section 32, the written down value of any
asset used for the purposes of the business of the undertaking shall be computed as if the
assessee had claimed and been actually allowed the deduction in respect of depreciation
for each of the relevant assessment year.

—]]

Notes For the purposes of this section:
1. Computer software means:

a.  Any computer programme recorded on any disc, tape, perforated media or
other information storage device; or

b. Any customized electronic data or any product or service of similar nature, as
may be notified20 by the Board, which is transmitted or exported from India

1 ide Indi
to any place outside India by any means Contd...
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2. Convertible foreign exchange means foreign exchange which is for the time being Notes
treated by the Reserve Bank of India as convertible foreign exchange for the purposes
of the Foreign Exchange Regulation Act, 1973 (46 of 1973), and any rules made there
under or any other corresponding law for the time being in force

3. Electronic hardware technology park means any park set up in accordance with the
Electronic Hardware Technology Park (EHTP) Scheme notified by the Government
of India in the Ministry of Commerce and Industry

4. Export turnover means the consideration in respect of export of articles or things or
computer software received in, or brought into, India by the assessee in convertible
foreign exchange in accordance with sub-section (3), but does not include freight,
telecommunication charges or insurance attributable to the delivery of the articles
or things or computer software outside India or expenses, if any, incurred in foreign
exchange in providing the technical services outside India

5. Free trade zone means the Kandla Free Trade Zone and the Santacruz Electronics
Export Processing Zone and includes any other free trade zone which the Central
Government may, by notification in the Official Gazette, specify for the purposes of
this section

6.  Relevant assessment year means any assessment year falling within a period of ten
consecutive assessment years referred to in this section

7. Software technology park means any park set up in accordance with the Software
Technology Park Scheme notified by the Government of India in the Ministry of
Commerce and Industry

8. Special economic zone means a zone which the Central Government may, by
notification in the Official Gazette, specify as a special economic zone for the purposes
of this section.

5.1.3 Consequences of Amalgamation, Demerger and Section 10A

Where any undertaking of an Indian company which is entitled to the deduction under this
section is transferred, before the expiry of the period specified in this section, to another Indian
company in a scheme of amalgamation or demerger:

(@) no deduction shall be admissible under this section to the amalgamating or the demerged
company for the previous year in which the amalgamation or the demerger takes place;
and

(b) the provisions of this section shall, as far as may be, apply to the amalgamated or the
resulting company as they would have applied to the amalgamating or the demerged
company if the amalgamation or demerger had not taken place.

Caselet Nasscom for Tax Exemption under Section 10A or 10B

ew Delhi: As part of its budget recommendations to the government, National

Association of Software and Services Companies (Nasscom) has reiterated its

demand to retain the complete tax exemption under section 10A or 10B to the
industry.

Contd...
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“Government should honour the commitment of full exemption from taxes on export
profits till 2010, since investments and business plans have been made on the basis of this
commitment. We urge the government not to be short-sighted but look at long-term
gains from this sector, which has contributed consistently to the growth of our economy,”
Nasscom president Kiran Karnik said. Nasscom has also suggested that the government
should pursue the totalisation agreement with the US and tax withholding issue with
Japan and other countries to help the Indian IT companies further expand in these markets.
It has recommended tax holiday benefits as well as demergers and amalgamations to be
excluded from the provisions of sections 10A/10B. Under custom-related issues, it has
recommended that all taxable services provided in relation to software and services of
online information, database access and data processing within banking and financial
services, should be exempted from the levy of service tax. Within e-commerce, it has
demanded that a tax moratorium on e-commerce at least for the next five years.

Source: http:/ /www.financialexpress.com/news/nasscom-for-tax-exemption-under-section-10a10b/
71143

Self Assessment

Fill in the blanks:

1. is an area within which goods may be landed, handled, manufactured or
reconfigured, and re-exported without the intervention of the customs authorities.

2. For the assessment year beginning on the 1st day of April, 2003, the deduction under this
sub-section shall be .................. of the profits and gains derived by an undertaking.

3 deduction under this section shall be allowed to an assessee who does not
furnish a return of his income on or before the due date specified under sub-section (1) of
section 139.

4. means any park set up in accordance with the Electronic Hardware Technology
Park (EHTP) Scheme notified by the Government of India in the Ministry of Commerce
and Industry.

5. means any park set up in accordance with the Software Technology Park
Scheme notified by the Government of India in the Ministry of Commerce and Industry.

5.2 Special Provisions in Respect of Newly Established Undertaking
in SEZs

Section 10AA was inserted in the Income-tax Act, 1961 by the Special Economic Zones Act, 2005
(the SEZ Act) with effect from 10-2-2006. The section was enacted specially with respect to
provide tax exemption to the newly established units in the Special Economic Zone (SEZ).

5.2.1 Conditions to be Fulfilled

For claiming deduction under section 10AA of the Act following conditions are to be satisfied:

1. The assessee being an entrepreneur as defined under section 2(j) of the SEZ Act has to set
up a unit in the SEZ

2. The unit so set up by the assessee should commence to manufacture or produce articles or
things or provide any service during the previous year commencing after 1-4-2006

LOVELY PROFESSIONAL UNIVERSITY
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3. The undertaking should not be formed: Notes
(a) Dby splitting up, or by the reconstruction, of a business already in existence; or

(b) by atransfer to new business of machinery and plant previously used for any purpose
by the assessee;

4. The assessee has exported goods or provided services out of India from the SEZ, whether
physically or otherwise

5. The books of account are audited and audit report is filed along with the return of income
and the assessee claims the deduction in its return of income;

Subject to the provisions of the Sectionl0AA(1), in computing the total income of an assessee,
being an entrepreneur as referred to in clause (j) of section 228 of the Special Economic Zones
Act, 2005, from his Unit, who begins to manufacture or produce articles or things or provide any
services during the previous year relevant to any assessment year commencing on or after the
1st day of April, 2006, a deduction of:

(i)  Hundred per cent of profits and gains derived from the export, of such articles or things or
from services 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, and fifty per cent of
such profits and gains for further five assessment years and thereafter;

(i)  For the next five consecutive assessment years, so much of the amount not exceeding fifty
per cent of the profit as is debited to the profit and loss account of the previous year in
respect of which the deduction is to be allowed and credited to a reserve account (to be
called the “Special Economic Zone Re-investment Reserve Account”) to be created and
utilized for the purposes of the business of the assessee in the manner laid down in
sub-section (2).

The deduction under clause (ii) of sub-section (1) shall be allowed only if the following conditions
are fulfilled, namely:

a. the amount credited to the Special Economic Zone Re-investment Reserve Account is to be
utilised—

(i)  for the purposes of acquiring machinery or plant which is first put to use before the
expiry of a period of three years following the previous year in which the reserve
was created; and

(ii)  until the acquisition of the machinery or plant as aforesaid, for the purposes of the
business of the undertaking other than for distribution by way of dividends or
profits or for remittance outside India as profits or for the creation of any asset
outside India;

b.  the particulars, as may be specified by the Central Board of Direct Taxes in this behalf,
under clause (b) of sub-section (1B) of section 10A have been furnished by the assessee in
respect of machinery or plant along with the return of income29 for the assessment year
relevant to the previous year in which such plant or machinery was first put to use.

Where any amount credited to the Special Economic Zone Re-investment Reserve Account
under clause (ii) of sub-section (1): (a) has been utilised for any purpose other than those referred
to in sub-section (2), the amount so utilised; or (b) has not been utilised before the expiry of the
period specified in sub-clause (i) of clause (a) of sub-section (2), the amount not so utilised, shall
be deemed to be the profits:
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° in a case referred to in clause (a), in the year in which the amount was so utilised; or

° in a case referred to in clause (b), in the year immediately following the period of three
years specified in sub-clause (i) of clause (a) of sub-section (2), and shall be charged to tax
accordingly:

Provided that where in computing the total income of the Unit for any assessment year, its
profits and gains had not been included by application of the provisions of sub-section (7B) of
section 10A, the undertaking, being the Unit shall be entitled to deduction referred to in this sub-
section only for the unexpired period of ten consecutive assessment years and thereafter it shall
be eligible for deduction from income as provided in clause (ii) of sub-section (1).

Explanation: For the removal of doubts, it is hereby declared that an undertaking, being the Unit,
which had already availed, before the commencement of the Special Economic Zones Act, 2005,
the deductions referred to in section 10A for ten consecutive assessment years, such Unit shall
not be eligible for deduction from income under this section:

Provided further that where a Unit initially located in any free trade zone or export processing
zone is subsequently located in a Special Economic Zone by reason of conversion of such free
trade zone or export processing zone into a Special Economic Zone, the period of ten consecutive
assessment years referred to above shall be reckoned from the assessment year relevant to the
previous year in which the Unit began to manufacture, or produce or process such articles or
things or services in such free trade zone or export processing zone :

Provided also that where a Unit initially located in any free trade zone or export processing
zone is subsequently located in a Special Economic Zone by reason of conversion of such free
trade zone or export processing zone into a Special Economic Zone and has completed the
period of ten consecutive assessment years referred to above, it shall not be eligible for deduction
from income as provided in clause (ii) of sub-section (1) with effect from the 1st day of April,
2006.

This sub-section applies to any undertaking, being the Unit, which fulfils all the following
conditions, namely:

(i) it has begun or begins to manufacture or produce articles or things or provide services
during the previous year relevant to the assessment year commencing on or after the 1st
day of April, 2006 in any Special Economic Zone;

(ii) it is not formed by the splitting up, or the reconstruction, of a business already in existence:

Provided that this condition shall not apply in respect of any undertaking, being the Unit,
which is formed as a result of the re-establishment, reconstruction or revival by the
assessee of the business of any such undertaking as is referred to in section 33B, in the
circumstances and within the period specified in that section;

(iii) it is not formed by the transfer to a new business, of machinery or plant previously used
for any purpose.

Explanation: The provisions of Explanations 1 and 2 to sub-section (3) of section 80-IA shall apply
for the purposes of clause (iii) of this sub-section as they apply for the purposes of clause (ii) of
that sub-section.

Where any undertaking being the Unit which is entitled to the deduction under this section is
transferred, before the expiry of the period specified in this section, to another undertaking,
being the Unit in a scheme of amalgamation or demerger,

(@) no deduction shall be admissible under this section to the amalgamating or the demerged
Unit, being the company for the previous year in which the amalgamation or the demerger
takes place; and
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(b)  the provisions of this section shall, as they would have applied to the amalgamating or the Notes
demerged Unit being the company as if the amalgamation or demerger had not taken
place.

Loss referred to in sub-section (1) of section 72 or sub-section (1) or sub-section (3) of section 74,
in so far as such loss relates to the business of the undertaking, being the Unit shall be allowed
to be carried forward or set off.

For the purposes of sub-section (1), the profits derived from the export of articles or things or
services including computer software 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 such articles or things or services bears to the total turnover of the business carried on:

Provided that the provisions of this sub-section shall have effect for the assessment year beginning
on the 1st day of April, 2006 and subsequent assessment years. The provisions of sub-sections (5)
and (6) of section 10A shall apply to the articles or things or services referred to in sub-section (1)
as if:

(a) For the figures, letters and word “1st April, 2001”, the figures, letters and word “1st April,
2006” had been substituted;

(b)  For the word “undertaking”, the words “undertaking, being the Unit” had been substituted.

The provisions of sub-section (8) and sub-section (10) of section 80-IA shall, so far as may be,
apply in relation to the undertaking referred to in this section as they apply for the purposes of
the undertaking referred to in section 80-IA.

Explanation 1: For the purposes of this section:

(i)  “export turnover” means the consideration in respect of export by the undertaking, being
the Unit of articles or things or services received in, or brought into, India by the assessee
but does not include freight, telecommunication charges or insurance attributable to the
delivery of the articles or things outside India or expenses, if any, incurred in foreign
exchange in rendering of services (including computer software) outside India

(i) “export in relation to the Special Economic Zones” means taking goods or providing
services out of India from a Special Economic Zone by land, sea, air, or by any other mode,
whether physical or otherwise

(iii) “manufacture” shall have the same meaning as assigned to it in clause (r) of section 2 of the
Special Economic Zones Act, 2005

(iv) “relevant assessment year” means any assessment year falling within a period of fifteen
consecutive assessment years referred to in this section

(v)  “Special Economic Zone” and “Unit” shall have the same meanings as assigned to them
under clauses (za) and (zc) of section 2 of the Special Economic Zones Act, 2005.

Explanation 2: For the removal of doubits, it is hereby declared that the profits and gains derived
from on site development of computer software (including services for development of software)
outside India shall be deemed to be the profits and gains derived from the export of computer
software outside India.

A\ l)

L) )
Did u know? In order to remove this anomaly, the aforesaid provision of the sub-section
(7) of section 10AA was amended by section 6 of the Finance (No. 2) Act, 2009, so as to
substitute the reference to “assessee” by the word “undertaking”. Accordingly, the
exemption under section 10AA was to be computed with reference to the total turnover of
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the undertaking in the SEZ and not with reference to the total turnover of the business of
the assessee. The said amendment made by Finance (No. 2) Act, 2009 become effective
from 1-4-2010 and accordingly, applied in relation to the A.Y. 2010-11 and subsequent
years. At the time when this amendment by the Finance (No. 2) Act, 2009 was made doubts
were expressed as to whether the amendment should be retrospective or prospective from
2010-11 so as to streamline the provisions of the section.

5.2.2 Amount of Deduction: A Simplified Explanation

If the above conditions are satisfied, one can claim deduction under section 10AA. Deduction
depends upon quantum of profit derived from export of articles or things or services (including
computer software). It is calculated as under:

Export Turnover of the Unit

Profits of the business of the Unit x - -
Total Turnover of the business carried out by the assessee

=74|

Notes In the above formula ‘export turnover’ means the consideration in respect of export
by the undertaking of articles or things or services received in, or brought into India by
the assessee, but does not include the following:

a. freight
b.  telecommunication charges;
c. insurance attributable to the delivery of the articles or things or computer software

outside India;

d. expenses, if any, incurred in foreign exchange in providing the technical services
(including computer software) outside India.

Profits and gains derived from on site development of computer software (including services
for development of software) outside India shall be deemed to be the profits and gains derived
from the export of computer software outside India.

This formula was seemingly created discrimination between assessee who were having multiple
units in the SEZ as well as in the Domestic Tariff Area (DTA) and the assessee who were having
units only in the SEZ. Here it may be pertinent to note that section 10AA itself clarified that the
word, ‘assessee’ for the purpose of this section would mean an entrepreneur referred to in
section 2(j) of the SEZ Act, as such the word, ‘assessee’ referred to in the formula should be an
undertaking in the SEZ.

Deduction for First Five Assessment Years: 100 per cent of the profit and gains derived from
export of articles or things or from services is deductible for a period of 5 consecutive assessment
years. Deduction for the first year is available in the assessment year relevant to the previous
year in which the unit begins to manufacture or produce articles or things or provide services.

Deduction for Sixth Assessment Year to Tenth Assessment Year: 50 per cent of the profit and
gains derived from export of articles or things or from services is deductible for the next 5 years.

Deduction for Eleventh Assessment Year to Fifteenth Assessment Year: For the next 5 years, a
further deduction would be available to the extent of 50 per cent of the profit provided an
equivalent amount is debited to the profit and loss account of the previous year and credited to
Special Economic Zone Re-investment Allowance Reserve Account (hereinafter referred to as
Special Reserve Account). The following conditions should be satisfied:
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1. The Special Reserve Account should be utilised for the purpose of acquiring new plant and Notes
machinery.
2. The new plant and machinery should be first put to use before the expiry of 3 years from

the end of the year in which the Special Reserve Account was created. For instance, if the
reserve account was created during the previous year ending March 31, 2007, it should be
utilized for acquiring machinery or plant on or before March 31, 2010.

3. Until the acquisition of new plant and machinery the Special Reserve Account can be
utilised for the business purposes of the undertaking but it cannot be utilised for distribution
of dividends/profits or for remittance outside India as profits or for creating an asset
outside India.

4. Prescribed particulars [Form No. 56FF] should be submitted in respect of new plant and
machinery along with the return of income for the previous year in which such plant and
machinery was first put to use.

5. If the Special Reserve Account is misutilised, then the deduction would be taken back in
the year in which the Special Reserve Account is misutilised. If the Special Reserve Account
is not utilised for acquiring new plant and machinery within three years as stated above
then the deduction would be taken back in the year immediately following the period of
three years. For instance, if ¥ 1,50,000 is transferred to the reserve account for the year
ending March 31, 2007 and out of which only ¥ 96,000 is utilized for acquiring plant and
machinery up to March 31, 2010, then % 54,000 would be taxable for the previous year
2010-11.

Special Provisions for Existing Units
The following points should be noted:

1.  In respect of an undertaking setup in Special Economic Zone on or after April 1, 2003 a
deduction is available under section 10A(1A). This deduction is available for 10 assessment
years. If an undertaking is setup in a Special Economic Zone during April 1, 2003 and
March 31, 2005, then such undertaking can claim deduction for the first then assessment
years under the provisions of section 10A(1A). Such undertaking can further claim deduction
from eleventh year to fifteenth year.

2. If deduction has already been claimed by an undertaking (other than the undertaking
mentioned above) under section 10A for ten consecutive assessment years before the
commencement of SEZ Act, such Unit shall not be eligible for deduction under section
10AA.

3. Where a unit initially located in any free trade zone or export processing zone is
subsequently located in a Special Economic Zone by reason of conversion of such free
trade zone or export processing zone into a Special Economic Zone and has completed the
period of 10 consecutive assessment years referred to above, it shall not be eligible for
deduction.

' Example: X Ltd. owns an industrial undertaking in a notified special economic zone. It
starts manufacturing on April 10, 2004. It can claim deduction under sections 10A and 10AA as
follows:

First 5 years: For the assessment years 2005-06 to 2009-10, it can claim 100 per cent deduction
under section 10A.

Next 2 years: For the next two assessment years, i.e., 2010-11 and 2011-12, it can claim 50 per cent
deduction under section 10A.
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Next 3 years: For the next three assessment years, i.e., 2012-13 to 2014-15, it can claim 50 per cent
deduction (subject to an additional requirement of transferring an equivalent amount to Special
Economic Zone Re-investment Allowance Reserve Account) under section 10A.

Next 5 years: For the next five assessment years, i.e., 2015-16 to 2019-20, it can claim 50 per cent
deduction (subject to an additional requirement of transferring an equivalent amount to Special
Economic Zone Re-investment Reserve Account) under section 10AA (1)(ii).

Y Ltd. owns an industrial undertaking. It was set up in a notified free trade zone on June 10, 1991.
It claims deduction under section 10A for 10 consecutive assessment years (i.e., 1992-93 to
2001-02). Since the undertaking has already claimed deduction for 10 years before the assessment
year 2006-07, no further deduction is available for the same industrial undertaking under section
10AA. Suppose in the aforesaid case, the free trade zone is converted into a special economic
zone with effect from January 1, 2001. The undertaking will get deduction under section 10A for
10 consecutive assessment years (i.e., 1992-93 to 2001-02). After claiming deduction for 10 years
under section 10A (before the commencement of Special Economic Zone Act, 2005), no further
deduction will be available for the same industrial undertaking under section 10AA.

5.2.3 Consequences for Amalgamation and Demerger

Where an undertaking is transferred to another company under a scheme of amalgamation or
demerger, the deduction under section 10AA shall be allowable in the hands of the amalgamated
or the resulting company. However, no deduction shall be admissible under this section to the
amalgamating company or the demerged company for the previous year in which amalgamation
or demerger takes place.

Consequences of Claiming Deduction under Section 10AA

One should note the following consequences:

° For the assessment year(s) succeeding the last assessment year for which the deduction is
claimed under this section, deduction under section 32 and the expenditures under sections
35 and 36(1)(ix) pertaining to the assessment year 2005-06 (or earlier year) would be
considered as had been given full effect to for the period covered under the period of
deduction. Thus, unabsorbed depreciation allowances or unabsorbed capital expenditure
on scientific research or family planning (pertaining to the assessment year 2005-06 or
earlier years) are not allowed to be carried forward and set off against the income of
assessment years following the period of deduction.

° The losses under section 72(1) or 74(1) or 74(3) (pertaining to the assessment year 2005-06
or earlier years) are not allowed to be carried forward in assessment years succeeding the
period of deduction. The deductions under section 80-IA or 80-IB shall also not be available
to such undertakings after the expiry of tax holiday period.

° In the assessment year following period of deduction, the depreciation will be computed
on the written down value of the asset as if the depreciation has actually been allowed in
respect of each assessment year falling in the period of exemption.

Exemption of capital gains on transfer of assets in cases of shifting of industrial undertaking
from urban area to any Special Economic Zone:

Section 54GA has been inserted to give exemption in case of shifting of an industrial undertaking
from urban area to a special economic zone. Exemption can be availed if the following conditions
are satisfied —

1. A capital asset (being plant, machinery, land or building or any right in land or building)
used for the purpose of an industrial undertaking situated in an urban area is transferred.
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2. The transfer is affected in the course of, or in consequence of, the shifting of such industrial Notes
undertaking (hereinafter referred to as the “original asset”) to any Special Economic
Zone. Such Special Economic Zone may be situated in urban area of any other area.

3. The assessee has within a period of one year before or 3 years after the date on which the
transfer took place:

a.  purchased machinery or plant for the purposes of business of the industrial
undertaking in the Special Economic Zone to which the said undertaking is shifted;

b.  acquired building or land or constructed building for the purposes of his business in
the Special Economic Zone;

c. shifted the original asset and transferred the establishment to Special Economic
Zone; and
d.  incurred expenses on such other purpose as may be specified in a scheme framed by

the Central Government for the purposes of this section.
If the above conditions are satisfied, then the amount of exemption is equal to:

(i) the amount of capital gain generated on transfer of capital assets in the case of
shifting of an industrial undertaking as stated above; or

(ii)  the cost and expenses incurred in relation to all or any of the purposes mentioned in
(a) to (d) supra (such cost and expenses being hereinafter referred to as the new
asset), whichever is lower.

Consequences if the New Asset is Transferred within 3 Years

If the new asset is transferred within a period of 3 years from the date of its purchase or construction
or acquisition, the amount of exemption given earlier under section 54G would be taken back.
In such a case, the capital gain on transfer of the new asset will be calculated as follows:

Particulars 3
Sale consideration of the new asset XOOXXXX
Less: Cost of acquisition (original cost of acquisition of the new asset minus XXXXXX

exemption given earlier under section 54GA which is going to be taken back
because the new asset is transferred within 3 years)

Short-term capital gain XXXXXX

Deductions in respect of profits and gains by an undertaking or enterprise engaged in
development of Special Economic Zone

Section 80-IAB has been inserted to give deduction to the developers of special economic zone.
The following conditions should be satisfied —

1. The taxpayer is a developer of a special economic zone.

2. The gross total income of the taxpayer includes profits and gains derived by an undertaking
from any business of developing a special economic zone.

3. Such special economic zone is notified on or after April 1, 2005.
4. The books of the account of the taxpayer are audited.

If the above conditions are satisfied, the taxpayer can claim 100 per cent deduction in respect of
the aforesaid profit.

The aforesaid deduction is available for 10 consecutive assessment years. The deduction may be
claimed, at the option of the taxpayer, for any 10 consecutive assessment years out of 15 years
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beginning from the year in which the special economic zone has been notified by the Central
Government. If a taxpayer who develops a special economic zone on or after April 1, 2005
(“transferor”) transfers the operation/maintenance of such zone to another developer
(“transferee”), then deduction shall be allowed to the transferee for the remaining period of 10
years as if the operation and maintenance were not so transferred. Similar rule will be applicable
in the case of amalgamation of an Indian company which has developed a special economic zone
with another Indian company.

AN

Caution One should also keep in view the following points—

1. The profits and gains from the eligible business shall be computed as if such eligible
business were the only source of income of the assessee during the relevant
assessment year.

2. The Assessing Officer has power to recompute profit in some cases. These cases are
given by section 80-IA(8)/(10).

3. Where any amount of profits and gains is claimed and allowed as deduction under
section 80-IAB for any assessment year, deduction to the extent of such profits and
gains shall not be allowed under sections 80HH to 80RRB and shall in no case
exceeds profits and gains of such eligible business.

Self Assessment

Fill in the blanks:

6. e was inserted in the Income-tax Act, 1961 by the Special Economic Zones
Act, 2005 (the SEZ Act) with effect from 10-2-2006.

7. . in relation to the Special Economic Zones means taking goods or providing
services out of India from a Special Economic Zone by land, sea, air, or by any other mode,
whether physical or otherwise.

8.  In case of an SEZ deduction for first five assessment years is............. of the profit and
gains derived from export of articles or things or from services is deductible for a period
of 5 consecutive assessment years.

9. In respect of an undertaking setup in Special Economic Zone on or after April 1, 2003 a
deduction is available under ....................

10.  Where an undertaking is transferred to another company under a scheme of amalgamation
or demerger, the deduction under section 10AA shall be allowable in the hands of the
amalgamated or the ........................

5.3 Special Provisions in Respect of Newly Established Undertakings
in 100% Export Oriented Units (EOUs)

The Export Oriented Unit (EOU) Scheme, which had been introduced in the early 1980s remains
in the forefront of country’s export production schemes. The Government amended in November
1983 a concession scheme to facilitate the setting up of Export Oriented Units (EOUs) in order to
enable them to meet requirements of foreign demand in terms of pricing, quality, precision etc.

The main objectives of the EOU scheme is to increase exports, earn foreign exchange to the
country, transfer of latest technologies stimulate direct foreign investment and to generate
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additional employment. The scheme has witnessed many changes over the last twenty-four Notes
years in the context of ever changing economic realities. However, the basic premise remains

the same. This premise is that the exporters are treated as a special class and given the required

tariff, non-tariff and policy support to facilitate their export efforts. Thus, today the EOU Scheme

has emerged as a dynamic policy initiative facilitating the exporting community in the task of

increased exports. The EXIM Policy, 2002-07 reinforces the importance of Scheme in chapter 6 of

the policy.

N’

Vi
Did u know? Need for Special License

To set up an EOU for the following sectors, an EOU owner needs a special license.
1. Arms and ammunition,

Explosives and allied items of defence equipment,

Defence aircraft and warships,

Atomic substances,

Narcotics and psychotropic substances and hazardous chemicals,

Distillation and brewing of alcoholic drinks,

N o g ok w0

Cigarettes/cigars and manufactured tobacco substitutes.

In the above mention cases, EOU owner are required to submit the application form to the
Development Commissioner who will then put them up to the Board of Approvals (BOA).

Major Sectors in EOUs

The following is the list of major sectors in EOUs:

° Granite

° Textiles/garments

° Food processing

° Chemicals

° Computer software

° Coffee

° Pharmaceuticals

. Gem & jewellery

. Engineering goods

° Electrical & electronics

. Aqua & pearl culture

Categories of 100% EOUs

The 100% EOUs fall into three categories:

(@) EOUs established anywhere in India and exporting 100% products except certain fixed
percentage of sales in the Domestic Tariff Area (DTA) as may be permissible under the
Policy.
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(b)  Units in Free Trade Zones in Special Economic Zones (SEZs) and exporting 100% of their
products.

(¢)  EOUs set up in Software Technology Parks (STPs) and Electronic Hardware Technology
Parks (EHTPs) of India for development of Software & Electronic Hardware.

5.3.1 Conditions to be Fulfilled

A 100 per cent export-oriented unit is an industrial unit offering for export its entire production,
excluding the permitted levels of domestic tariff area sales. EOUs may be set up with a foreign
equity participation of up to 100 per cent. For setting up a 100 per cent EOU the following
conditions are applicable:

(i)  The entire production and operation of 100 per cent EOUs must be in a customs bonded
factory, unless specifically exempt from physical bonding; Goods will be imported into
the customs bonded factory.

(ii) The unit shall undertake to manufacture in the bonded area and to export its entire
production for a period of 10 years ordinarily and 5 years in case of products liable to
rapid technological change.

A\ l)
o
Did u know? Regarding the export obligations of 100 per cent EOUs, the following
conditions apply:

1.  EOUs need not export their manufactured goods themselves but may use an export
house/trading house/star trading house or other EOUs subject to certain conditions;

2. EOUs may execute export orders also through third parties given that the goods will
be directly transferred from the customs bonded factory to the port of shipment and
all export benefits will be to EOUs only.

(iii) An approved EOU will execute a bond/legal undertaking with the Development
Commissioner concerned; Failure to fulfil the obligations stipulated in the letter of approval
or intent will render the unit liable to penalty.

(iv) EOUs have to adhere to the minimum value addition conditions incorporated in the letter
of permission/letter of intent/industrial license issued to them; In general, such minimum
value addition will be 35 per cent for automatic approvals and 20 per cent for other cases.

(v) EOUs have to maintain a proper account of the imports, consumption and utilization of all
imported materials and exports made by the unit; These accounts will be submitted
periodically to the Development Commissioner. Wherever an existing industrial unit is
operating both as a domestic unit as well as an approved 100 per cent EOU, it should have
two distinct identities with separate accounts.

(vi) EOUs are permitted to sell part of the production in the domestic tariff area subject to
certain limits.

(vii) The f.o.b. value of exports of an EOU can be clubbed with the f.0.b. value of exports of its
parent company in the domestic tariff area to attain export house, trading house or star
trading house status for the parent company.

(viii) Supplies produced in the domestic tariff area under global tender conditions, against
payment in foreign exchange, against advance licenses and other import licenses, and to
other EOUs with the permission of the Development Commissioner, will be counted
towards the fulfilment of export obligations.



Unit 5: Exemptions and Deductions — I1

T Notes

Notes On completion of the bonding period, it shall be open to the unit to continue under
the scheme or to opt out of the scheme. Debonding will, however, be subject to the
industrial policy in force at the time the option is exercised. Where debonding is sought
before the stipulated export obligation period of 5 to 10 years, or where EOUs are unable
to fulfil their export commitments out of various reasons, it is considered premature
debonding. This is subject to payment of all leviable duties without the benefit of
depreciation, and also subject to penalties and other conditions as decided by the Board of
Approvals for 100 per cent EOUs.

AN

Caution Customs duties on capital goods as well as customs duties on unused raw materials,
components, consumables and spares are leviable on debonding after the export period.

5.3.2 Deductions

Section 10-B of the Income-tax Act provides for 100% deduction of profits derived by a hundred
by a hundred per cent Export Oriented undertaking, form export of articles or things or computer
software manufactured or produced by it. The deduction is available for a period of ten consecutive
assessment years beginning with the assessment year relevant to the previous year in which the
undertaking begins to manufacture or produce articles or things or computer software. However,
no deduction under section 10-B is available after assessment year 2009-10. The deduction u/s
10-B is available to an undertaking which fulfils and the following conditions:

(i) it manufacturers or produces any article or thing or commuter software;

(ii) it is not formed by the splitting up, or the reconstruction, of a business already in existence
except in the circumstances specified under section 33B or the IT Act.

(iii) it is not formed, by the transfer to a new business of machinery or plant previously used
for any purpose.

Representations have been received from various quarters as to whether an undertaking set up
in Domestic tariff Area, which is subsequently approved as 100% EOU by the Board appointed
by the Central Government in exercise of powers conferred under section 14 of the Industries
(Development and Regulation) Act, 1951, is eligible for deduction u/s. 10B of the Income-tax
Act.

The matter has been examined and it is hereby clarified that an undertaking set up in domestic
Tariff Area (DTA) and deriving profit from export of articles or things or computer software
manufactured or produced by it, which is subsequently converted into EOU, shall be eligible for
deduction u/s. 10B of the IT Act, on getting approval as 100% export oriented undertaking. In
such a case, the deduction shall be available only from the year in which it has got the approval
as 100% EOU and shall be available only for the remaining period of ten consecutive assessment
years, beginning with the assessment year relevant to the previous year in which the undertaking
begins to manufacture or produce articles or things or computer software, as a DTA unit. Further,
in the year of approval, the deduction shall be restricted to the profits derived from exports,
from and after the date of approval of the DTA Unit as 100% EOU. Moreover, the deduction to
such units in any case will not be available after assessment year 2009-10.
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'i Example: To clarify the above position, certain illustrations are given as under:

(i)

(ii)

(iii)

(iv)

V)

Undertaking ‘A’ is set up in domestic Tariff Area and starts manufacture or production of
computer software in Financial Year 1999-2000 relevant to assessment year 2000-01. It
gets approval as 100% EOU on 10th September, 2004 in the Financial Year 2004-05 relevant
to assessment year 2005-06. Accordingly, it shall be eligible for deduction under section
10B from assessment year 2005-06 i.e., the year in which it fulfils the basic condition of
being a 100% EOU. Further, the deduction shall be available only for the remaining period
of ten years i.e. from AY. 2005-06 to A.Y. 2009-10. This deduction under section 10B for
A.Y. 2005-06 shall be restricted to the profits derived from exports, from and after the date
of approval of the DTA unit as 100% EOU.

Undertaking ‘B’ set up in Domestic Tariff Area, begins to manufacture or produce computer
software in financial year 96-97 relevant to assessment year 1997-98. It gets approval as
100% EOU in Financial year 2007-08 relevant to assessment year 2008-09. No deduction
under section 10B shall be admissible to undertaking B as the period of 10 years expires in
F.Y. 2005-06 relevant to A.Y. 2006-07 prior to its approval as 100% EOU.

Undertaking ‘C’ is set up in Domestic Tariff Area in the financial year 2000-01 relevant to
assessment year 2001-02 and engaged in the business of providing computer related
services, other than those notified by the Board for the purpose of section 10B. In financial
year 2002-2003, it acquires more than 20% of old plant & machinery and starts manufacturing
computer software. It also gets approval as 100% EOU in financial year 2002-03. Undertaking
‘C’ shall not be eligible for deduction under section 10B, as there has been transfer of old
plant and machinery.

Undertaking ‘D’ is set up and starts producing computer software in Financial year
2003-04 relevant to AY 2004-05. It gets approval as 100% EOU in FY 2006-07 relevant to
AY 2007-08. It shall be eligible for deduction u/s. 10B from AY 2007-08. However, the
deduction shall not be available after AY 2009-10.

Undertaking ‘E’ is set up and starts producing computer software prior to 31.3.1994. It gets
approval as 100% EOU in FY 200405 relevant to AY 2005-06. Undertaking ‘E’ shall not be
eligible for deduction u/s. 10B as the period of deduction of 10 years expires prior to
AY. 2005-06.

5.3.3 Consequences for Amalgamation and Demerger

Where any undertaking of an Indian company which is entitled to the deduction under this
section is transferred, before the expiry of the period specified in this section, to another Indian

company in a scheme of amalgamation or demerger:

(i)

(ii)

Amalgamating or the Demerged company: No deduction shall be admissible under this
section to the amalgamating or the demerged company for the previous year in which the
amalgamation or the demerger takes place; and

Amalgamated or the Resulting company: Deduction shall be admissible under this section
to the amalgamated or the resulting company for the unexpired period of deduction.

Self Assessment

Fill in the blanks:

11.

The Government amended in November 1983 a concession scheme to facilitate the setting
up of .o in order to enable them to meet requirements of foreign demand in
terms of pricing, quality, precision etc.
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The EXIM Policy, 2002-07 reinforces the importance of Scheme in ............... of the policy. Notes

EOUs established anywhere in India and exporting 100% products except certain fixed
percentage of sales in the ................... as may be permissible under the Policy.

............. of the Income-tax Act provides for 100% deduction of profits derived by a hundred
by a hundred per cent Export Oriented undertaking, form export of articles or things or
computer software manufactured or produced by it.

.................. deduction shall be admissible under this section to the amalgamating or the
demerged company for the previous year in which the amalgamation or the demerger
takes place.

Case Sudy  Tata Infotech Limited, Mumbai vs Assistant

Commissioner of Income Tax

his is an appeal filed by the assessee against the order passed by the Commissioner
of Income Tax under section 263 of the Income Tax Act, 1961, on 31.03.2008.

The appeal relates to the assessment year 2003-04. The assessment of the assessee was
completed by the Assessing Officer on a total income of ¥8,36,338/-. In the return the
assessee had claimed deduction under section 10A in respect of income arising from the
industrial undertakings located at the Electronic Hardware Technology Park (EHTP) at
Goa and the Software Technology Parks (STP) situated at Pune, Bangalore and Chennai.
Under the section, as it stood at the relevant time, the assessee was entitled to the deduction
of 90% of the profits of the above 2 ITA No: 4324/Mum /2008 undertakings. The assessee
claimed deduction of 90% of the profits in the following manner:

EHTP - Goa %10,78,39,621/- STP - Pune ¥16,69,51,092/- STP - Bangalore ¥ 7,76,04,345/- STP -
Chennai ¥ (-)1,06,428/ and the total coming as %35,22,88,630/-.

In support of the above claim for deduction, detailed computations in respect of each
undertaking were submitted along with the return. In the statement of income from
profits and gains of the business, the assessee started the computation of the income from
the profit figure shown in the Profit and Loss Account and reduced therefrom the figure of
¥35,22,88,630/-. The ultimate income shown in the computation was a loss of 2,96, 39,052.
In the assessment order passed under section 143(3), the Assessing Officer also started the
computation from the figure of net profit as per the Profit and Loss Account, as was done
by the assessee and deducted %32,15,58,051/- under section 10A. However, there was one
change. Due to slight changes in the computation of the profits of each of the undertakings,
there was a change also in the figure of 90% of the profits of the undertakings. As per the
computation in the assessment order, the figure of 90% of the profits of the Goa unit came
t0 39,97,95,226/- as against the figure of ¥10,78,39,621/- as per the assessee’s computation.
There were similar changes in respect of the Pune and Bangalore units also. The result was
as against the deduction of 35,22, 88,630/- claimed by the assessee 3 ITA No: 4324/Mum/
2008 under section 10A, the Assessing Officer allowed deduction of 32,15,58,051/-. The
Assessing Officer determined the taxable income of the assessee at ¥8,36,338/-.

On 18.03.2008 the CIT issued notice to the assessee proposing to revise the assessment
under section 263 of the Act. According to him, the Assessing Officer ought to have assessed
the difference of 33,07,30,529/- between the claim of ¥35,22,88,630/- made by the assessee
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under section 10A and 32,15,58,051/- allowed by the Assessing Officer in the assessment
order. Since this was not done, there has been an escapement of income to the extent of
32,98,94,191/-, which is the difference between 3,07,30,529/- and %8,36,338/-. According
to the CIT the losses of the local units not eligible for deduction under section 10A,
amounting to 2,96,94,241/- was adjusted against the 10% of the profits of the units enjoying
deduction under section 10A, which were to be brought to tax. The CIT also observed in
the notice that the assessee has been allowed deduction of ¥9,37,546/- under Chapter VI-A
which was not allowable in view of the loss from the non 10A units and this has also
resulted in short levy of tax.

The assessee objected to the notice and submitted that there was nothing in section 10A
which prohibits the setting off of the 10% of the taxable profits of the units eligible for the
benefit under section 10A against the loss of the local units which do not enjoy any benefit
under section 10A of the Act. It was pointed out that once the 10% of the profits of the units
enjoying the benefit of section 10A are taxed as profits and gains of the business, the 4 ITA
No: 4324/Mum /2008 provisions relating to set off of losses from other sources under the
same head and under other heads of income, as provided in sections 70 and 71 of the Act,
automatically come into play. In support of these submissions the assessee relied on the
order of the Mumbai Bench of the Tribunal in Navin Bharat Industries Ltd. vs. DCIT (2004)
90 ITD 1 (Mum) (TM) and the Bangalore Bench of the Tribunal in Mindtree Consulting Pvt.
Ltd. vs. ACIT (2006) 102 TTJ (Bang) 691. It was thus pleaded that the assessment order was
neither erroneous nor prejudicial to the interests of the revenue.

The CIT did not accept the assessee’s submissions. According to him the 10% of the profits
of the section 10A undertakings have to be set apart and separately considered and brought
to tax and cannot be utilized to be adjusted against the losses under the same head or under
other heads of income. He held that the profits computed under section 10A have to be
given separate treatment and cannot be merged with the profits computed under the
remaining provisions of the Act. Section 10A, he opined, was a self-contained code and
none of the other provisions of the Act will apply.

He also held that the income computed under section 10A will not constitute part of the
gross total income as defined under section 80B against which alone deductions under
Chapter VI-A are allowed. In addition to this line of reasoning, the CIT also held that the
orders of the Mumbai and Bangalore Benches of the Tribunal were not applicable and that
he was in respectful disagreement with those orders. In this view of the 5 ITA No: 4324/
Mum /2008 matter, he directed the Assessing Officer to compute the total income of section
10A undertakings separately without allowing any set off of loss or unabsorbed
depreciation in respect of the non 10A units. He also held that since there was a loss in the
non 10A units, the deductions under sections 80G and 80-O were incorrectly allowed
against the income from section 10A units. He thus directed the Assessing Officer to pass
a fresh assessment order after giving the assessee proper opportunity.

The assessee is in further appeal before the Tribunal to contend that the assessment order
was neither erroneous nor prejudicial to the interests of the revenue inasmuch as it was in
conformity with the views expressed in several orders of the Tribunal. It was submitted
that where the assessment order is in accordance with the views expressed by a higher
judicial forum, it cannot be termed to be erroneous. It was argued that in any case the
matter raised several legal questions and was highly debatable and just because the
Assessing Officer adopted one of the possible legal interpretations of the provisions of the
statute it does not follow that his order is erroneous. Our attention was drawn to several
orders of different Benches of the Tribunal in which the view was taken that the 10%
profits of the section 10A unit which are brought to tax for the assessment year 2003-04 can
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be utilized for being adjusted against the brought forward losses and the losses for the Notes

same year either under the same head of income but from a different source or under
another head of income for the same year. 6 ITA No: 4324 /Mum /2008. It was thus submitted
that the order under section 263 was bad in law.

The learned CIT Departmental Representative strongly relied on the order passed by the
CIT and the reasoning given therein. She further submitted that the assessment order was
contrary to the provisions of the statute and, therefore, was rightly held to be erroneous
by the CIT. It was her contention that the 10% profits which are taxed under section 10A for
the assessment year 2003-04 cannot be utilized for being adjusted against losses for the
same year under different sources or heads of income or against brought forward losses.
She submitted that such profits stand on a separate footing and cannot be considered to be
part of the profits and gains of the business as computed under sections 29 to 43 of the Act.

On a careful consideration of the rival contentions, we are of the view that the assessment
order cannot be said to be erroneous since it is in accordance with the views expressed in
several orders of different Benches of the Tribunal. In the case of Mindtree Consulting Pvt.
Ltd. (supra), it was held that the profits which became taxable after availing of the exemption
under section 10B of the Act were available to be adjusted against the loss assessed for the
same year under the head “Income from other sources” as permitted under section 71.

It may be clarified that section 10B is substantially similar to section 10A of the Act. In the
case of Navin Bharat Industries Ltd. (supra), the Mumbai Bench of the Tribunal held that
the units under section 10A are entitled to set off their 7 ITA No: 4324/Mum /2008 losses
against the profits from non 10A units or against other business income for the same year.
This order deals with the reverse situation. However, the question is whether the provisions
of sections 70 and 71 are applicable even with regard to the losses or profits assessed in
respect of units enjoying the benefits of section 10A.

That question was decided by the Tribunal by holding in the affirmative. In Wipro BPO
Solutions Ltd. vs. DCIT [2010- TIOL-95-ITAT-BANG], the Bangalore Bench of the Tribunal
was dealing with section 10B. After noting that 90% of the profits were deductible under
the section and 10% of the profits were assessable for the assessment year 2003-04, it was
held that the business loss brought forward from the assessment year 2001-02 can be set
off against the 10% profits assessed under section 10B for the assessment year 2003-04. In
DCIT vs. A V Thomas Leather & Allied Products Ltd. [2009-TIOL-434-ITAT-MAD], the
Chennai Bench of the Tribunal held that the loss in respect of a unit under section 10A can
be set off against the profit earned for the same year by the non 10A units. In the case of
Honeywell International India () Ltd. vs. DCIT (2007) 108 TT]J (Del) 924, the Delhi Bench of
the Tribunal was dealing with the loss of an unit eligible under section 10A for the
assessment year 2003-04. It was held that the loss can be set off against the profits of any
other unit or business under sections 70 and 71 of the Act. Again the Mumbai Bench of the
Tribunal in the case of Sovika Infotek Ltd. vs. ITO [2008-TIOL- 343-ITAT-MUM], dealing
with section 10B, held that the provisions of sections 70 and 71 were applicable and the loss
from the 10A 8 ITA No: 4324/Mum /2008 unit can be adjusted against the income from
other sources for the same year.

Thus there is ample authority in the form of orders of different Benches of the Tribunal for
the proposition that the 10% profits of an unit under section 10A which is assessed for the
assessment year 2003-04 are not different in any way from the profits of any other business
carried on by the assessee and, therefore, any losses for the same year or brought forward
from an earlier year can be adjusted against those profits. The loss arising in the section
10A unit is also eligible for being adjusted against the profits of any other business for the
same year or against income under other heads of income.
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As against this view adumbrated in the orders of the Tribunal, in accordance with which
the assessment order in the present case has been framed, the CIT has taken a different
view. We are not here concerned with the correctness of either of the views. It is only to be
noted that where the assessment order has been passed on the basis of one of the several
plausible views or interpretations to be placed on the statutory provisions, it does not
become erroneous and prejudicial to the interests of the revenue merely because the CIT
prefers to adopt another view which is favourable from the Revenue’s point of view.

This is a well settled position for which no authority needs to be cited. In this view of the
matter, we hold that the Assessing Officer did not err and the assessment order passed by
him cannot be said to be erroneous because the 10% profits of the units eligible for the
benefit under section 10A have been used to adjust the 9 ITA No: 4324/Mum /2008 losses
from the local non 10A units. The appeal of the assessee is accordingly accepted and the
order of the CIT passed under section 263 is set aside.

Questions
1. Study and analyse the case.
2. Write down the case facts.

3. What do you infer from it?

Source: http://www.indiankanoon.org/doc/41007109/
5.4 Summary

Free Trade Zone, also called Foreign-trade Zone, formerly Free Port, an area within which
goods may be landed, handled, manufactured or reconfigured, and re-exported without

the intervention of the customs authorities.

No deduction under this section shall be allowed to an assessee who does not furnish a
return of his income on or before the due date specified under sub-section (1) of section

139.

Where any undertaking of an Indian company which is entitled to the deduction under
this section is transferred, before the expiry of the period specified in this section, to

another Indian company in a scheme of amalgamation or demerger.

Section 10AA was inserted in the Income-tax Act, 1961 by the Special Economic Zones Act,

2005 (the SEZ Act) with effect from 10-2-2006.

Where an undertaking is transferred to another company under a scheme of amalgamation
or demerger, the deduction under section 10AA shall be allowable in the hands of the

amalgamated or the resulting company.

Section 54GA has been inserted to give exemption in case of shifting of an industrial

undertaking from urban area to a special economic zone.

The Export Oriented Unit (EOU) Scheme, which had been introduced in the early 1980s

remains in the forefront of country’s export production schemes.

The main objectives of the EOU scheme is to increase exports, earn foreign exchange to the
country, transfer of latest technologies stimulate direct foreign investment and to generate

additional employment.

A 100 per cent export-oriented unit is an industrial unit offering for export its entire

production, excluding the permitted levels of domestic tariff area sales.

EOUs may be set up with a foreign equity participation of up to 100 per cent.
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5.5 Keywords Notes

Amalgamation: An amalgamation is distinct from a merger because neither of the combining
companies survives as a legal entity.

Assessment Years: Assessment year means the current year.

Convertible Foreign Exchange: It means foreign exchange which is for the time being treated by
the Reserve Bank of India as convertible foreign exchange for the purposes of the Foreign
Exchange Regulation Act, 1973 (46 of 1973), and any rules made there under or any other
corresponding law for the time being in force.

Deductions: An expense subtracted from adjusted gross income when calculating taxable income,
such as for state and local taxes paid, charitable gifts, and certain types of interest payments.

Demerger: Demerger is a form of corporate restructuring in which the entity’s business operations
are segregated into one or more components.

Electronic Hardware Technology Park: It means any park set up in accordance with the Electronic
Hardware Technology Park (EHTP) Scheme notified21 by the Government of India in the Ministry
of Commerce and Industry.

Export Turnover: Export turnover means the consideration in respect of export of articles or
things or computer software received in, or brought into, India by the assessee in convertible
foreign exchange in accordance with sub-section (3), but does not include freight,
telecommunication charges or insurance attributable to the delivery of the articles or things or
computer software outside India or expenses, if any, incurred in foreign exchange in providing
the technical services outside India.

Free Trade Zone: A free trade zone (FTZ) or export processing zone (EPZ), also called foreign-
trade zone, formerly free port is an area within which goods may be landed, handled,
manufactured or reconfigured, and re-exported without the intervention of the customs
authorities.

Relevant assessment year: It means any assessment year falling within a period of ten consecutive
assessment years referred to in this section.

Software Technology Park: It means any park set up in accordance with the Software Technology
Park Scheme notified by the Government of India in the Ministry of Commerce and Industry.

Special Economic Zone: It means a zone which the Central Government may, by notification in
the Official Gazette, specify as a special economic zone for the purposes of this section.

Tax Benefit: A tax benefit is an allowable deduction on a tax return intended to reduce a taxpayer’s
burden while typically supporting certain types of commercial activity.

5.6 Review Questions

1. Discuss Free Trade Zone.

What are the conditions to be fulfilled in Free Trade Zone?

Throw some light on the deductions of Free Trade Zone.

Describe the consequences of amalgamation and demerger of Free Trade Zone.
Elucidate the conditions to be fulfilled under Special Economic Zone.

Describe the amount of deduction in Special Economic Zone.

N o g ok w0

Highlight the consequences for amalgamation and demerger of Special Economic Zone.
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8. What are the 100% Export Oriented Unit (EOU)?

9.  Describe the categories of 100% EOUs.

10.  Discuss the deduction part of 100% EOUs.

Answers: Self Assessment

1. Free Trade Zone 2. Ninety per cent

3 No 4. Electronic hardware technology park
5. Software technology park 6. Section 10AA

7 Export 8. 100 per cent

9 Section 10A(1A) 10.  Resulting company

11.  Export-oriented units (EOUs) 12. Chapter 6

13.  Domestic Tariff Area (DTA) 14.  Section 10-B

15. No

5.7 Further Readings
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Objectives

After studying this unit, you will be able to:
° State the meaning SEZ
° Discuss the key tax benefits to be provided to SEZs and SEZ Units

° Realise the deduction in respect of profits and gains by an undertaking or enterprise
engaged in development of SEZ

° Trace the special provisions in respect of certain undertakings or enterprises in certain
special category States

° Elucidate tax holiday in respect of profits and gains from eligible business of certain
undertakings in North-Eastern States

° Test Application of the above Special Conditions
Introduction

A Special Economic Zone (SEZ) is a specified, delineated and duty-free geographical region that
has different economic laws from those of the country in which it is situated. In some countries,
such a region is even treated as a deemed foreign territory. Therefore you can say that SEZs are
free trade zones, having completely different set of administrative and taxation laws outside the
purview of customs authorities. Traditionally SEZs are created as open markets within an economy
that is dominated by distortional trade, macro and exchange regulations and other regulatory
governmental controls. SEZs are believed to create conducive environment to promote
investment and exports. Hence, many developing countries are developing SEZs with the
expectation that they will provide the engines of growth for their economies to achieve
industrialization.



Notes

The Special Economic Zones and Tax Incentives offered as per the SEZ policy of India are indeed
alluring. The Special Economic Zones and Tax Incentives offered covers areas like state and local
taxes, levies, stamp duty and other duties. As per the Income-tax Act, 1961 there are a number of
key tax benefits to be provided to SEZs and SEZ Units.

All the Special Economic Zones function under the guardianship and the jurisdiction of the
Commerce Ministry, Government of India. The relevant or applicable exemptions and incentives
as offered for the operation of the Special Economic Zones are provided in the Special Economic
Zone Act of India. These exemptions on income taxes are detailed in the Second Schedule to the
SEZ Act. Section 27 of the SEZ Act provides -

° Provisions of Income tax Act;

° As in force for time being;

° Shall apply to developer or entrepreneur;

° For carrying on authorized operations in an SEZ or Unit;
° Subject to modifications specified in Second Schedule;

6.1 Key Tax Benefits for SEZs and SEZ Units

Section 80-IA(1) provides a ten year tax holiday to an assessee, whose gross total income includes
any profits and gains derived by an undertaking or enterprise from an eligible business i.e.,
business referred to in sub-section (4), namely :

(1)  Infrastructure facility: Any enterprise carrying on the business of:

a.  developing
b.  operating and maintaining; or
c. developing, operating and maintaining any infrastructure facility.

Conditions: However, such enterprise must fulfil the following conditions:

(i) It must be owned by a company registered in India or by a consortium of such
companies or by an authority or a board or a corporation or any other body
established or constituted under any Central or State Act.

(ii) It has entered into an agreement with the Central or a State Government or a local
authority or statutory body for:

* developing or
¢ operating and maintaining, or
* developing, operating and maintaining a new infrastructure facility.
(iii) It starts operating and maintaining such infrastructure facility on or after 1-4-1995.

(iv) However, where an enterprise which developed such infrastructure facility transfers
it to another enterprise on or after 1-4-1999, and such transferee enterprise operates
and maintains it according to the agreement drawn up with the Government, etc.;
this section will apply to the transferee enterprise for the unexpired period of
deduction (which was available to the first enterprise).

Meaning of “infrastructure facility”: For this purpose, ‘infrastructure facility” means:

(i) aroad, including toll road, a bridge or a rail system
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(i) a highway project including housing or other activities being an integral part of the Notes
highway project;

(iii) a water supply project, water treatment system, irrigation project, sanitation and
sewerage system or solid waste management system; and

(iv) a port, airport, inland waterway or inland port or navigational channel in the sea.

Notes

1. Structures at the ports for storage, loading and unloading etc. will be included in the
definition of port for the purpose of section 80-IA, if the concerned port authority
has issued a certificate that the said structures form part of the port.

2. Effluent treatment and conveyance system is a part of water treatment system and
would accordingly, qualify as an infrastructure facility for the purpose of section
80-1A.

3. The CBDT has, vide Circular No. 4/2010 dated 18.5.2010, clarified that widening of
an existing road by constructing additional lanes as a part of a highway project by an
undertaking would be regarded as a new infrastructure facility for the purpose of
section 80-IA(4)(i). However, simply relaying of an existing road would not be
classifiable as a new infrastructure facility for this purpose.

(2) Telecommunication undertakings: Any undertaking providing telecommunication
services, whether basic or cellular, including radio paging, domestic satellite service or
network of trunking (NOT), broadband network and internet services on or after 1 April,
1995 but on or before 31 March, 2005.

Meaning of “domestic satellite”: ‘Domestic satellite” has been defined by sub-section (12)(a) as
“a satellite owned and operated by an Indian company for providing telecommunication
services.”

(8)  Industrial parks or Special Economic Zones: Any undertaking which develops, develops
and operates, or maintains and operates an industrial park or develops, or develops and
operates, or maintains and operates, a special economic zone.

Conditions:

(i)  The undertaking begins to operate an industrial park or special economic zone in
accordance with the scheme framed and notified by the Central Government.

(ii)  The scheme is notified by the Government for the period beginning on 1-4-1997 and
ending on 31-3-2011 for industrial parks and 31.3.2006 for SEZs.

Rule 18C lays down the following eligibility criteria for Industrial Parks to claim
benefit under section 80-IA (4) (iii) -

1.  The undertaking should begin to develop, develop and operate or maintain
and operate an industrial park any time during the period from 1.4.2006 to
31.3.2009.

2. The undertaking and the Industrial Park should be notified by the Central
Government under the Industrial Park Scheme, 2008.

3. The undertaking should continue to fulfil the conditions envisaged in the
Industrial Park Scheme, 2008.
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©)

(iii)

However, where an undertaking develops an industrial park on or after 1.4.1999 or
a special economic zone on or after 1.4.2001 and transfers the operation and
maintenance to another undertaking (transferee undertaking), the deduction to the
transferee undertaking shall be available for the remaining period in the ten
consecutive assessment years, in such a manner as would have been available to the
transferor undertaking, as if the operation and maintenance were not so transferred
to the transferee undertaking.

Power undertakings: Any undertaking which

(i)

(ii)

(iii)

Is set up in any part of India for the generation or generation and distribution of
power. However, such undertaking must begin to generate power at any time during
the period between 1.4.1993 and 31.3.2013.

Starts transmission or distribution by laying a network of new transmission or
distribution lines at any time during the period from 1.4.1999 and 31.3.2013. However,
the deduction shall be allowed only in respect of profits derived from the laying of
such network of new lines for transmission or distribution.

Undertakes substantial renovation and modernisation of the existing network of
transmission or distribution lines at any time during the period beginning on 1.4.2004
and ending on 31.3.2013.

Substantial renovation and modernisation means an increase in the plant and
machinery in the network of transmission or distribution lines by at least fifty per
cent of the book value of such plant and machinery as on 1st April, 2004.

Telecom and Power undertakings should fulfil the following conditions:

a.

It is not formed by splitting up or reconstruction of a business already in existence.
However, this condition shall not apply in the case of an undertaking which is
formed as a result of reconstruction, re-establishment or revival of the business of
any undertaking which has been discontinued in any previous year due to extensive
damage or destruction of any building, machinery, plant or furniture owned by the
assessee and used for the purposes of such business. Further, the reason for damage
or destruction is due to any natural calamity or other unforeseen circumstances such
as the following:

(i)  flood, typhoon, hurricane, cyclone, earthquake or other natural calamity, or
(ii) riot or civil disturbance, or
(iii) accidental fire or explosion, or

(iv) enemy action or action taken in combat, and such business is re-established or
revived within 3 years from the end of such previous year.

The undertaking should not be formed by the transfer of machinery or plant
previously used for any purpose.

However, these conditions do not apply in case of transfer, either in whole or in
part, of machinery or plant previously used by a State Electricity Board. This is
irrespective of whether or not such transfer is in pursuance of the splitting up or
reconstruction of such State Electricity Board or reorganisation of the State Electricity
Board under Part XIII of the Electricity Act, 2003.

Also, this condition shall not apply to second-hand machinery or plant imported by
the assessee if the following conditions are fulfilled:

(i)  Such machinery or plant was not used in India prior to the date of installation
by the assessee.
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(ii) No deduction on account of depreciation was allowed to any person prior to Notes
the date of installation by the assessee.

Further, where the total value of any plant or machinery previously used and now
transferred to the new business does not exceed 20% of the total value of the machinery or
plant used in the new business, such plant or machinery will be considered as new for this
purpose.

(5)  Undertakings owned by an Indian company and set up for reconstruction or revival of a
power generating plant: Clause (v) provides that the benefit under this section is available
to an undertaking owned by an Indian company and set up for reconstruction or revival of
a power generating plant.

Such Indian company should be formed before 30.11.2005 with majority equity
participation by public sector companies for the purposes of enforcing the security interest
of the lenders to the company owning the power generating plant.

Such Indian company should have been notified before 31.12.2005 by the Central
Government for the purposes of this clause. Such undertaking should begin to generate or
transmit or distribute power before 31.3.2011.

Rate of Deduction

1.  The amount of deduction available will be 100% of the profits and gains derived from such
business for ten consecutive assessment years commencing at any time during the periods
specified in point 3 mentioned below.

2. However, in case of telecom undertakings covered under (2) above, the deduction will be
100% for the first 5 assessment years and thereafter 30% for the further 5 assessment years.

Period of Tax Holiday or Concession

1. The assessee has the option to claim deduction for any 10 consecutive assessment years out
of 15 years beginning from the year in which the undertaking or the enterprise develops
or begins to operate the eligible business.

2. The assessee may also claim deduction for 10 out of 15 years beginning from the year in
which an undertaking undertakes substantial renovation and modernization of the existing
transmission or distribution lines.

3. In case of an infrastructure facility being a public facility like:
(i) aroad, including a toll road, bridge or rail system; or

(i)  a highway project including housing or other activities which are an integral part of
the highway project; or a water supply project, water treatment system, irrigation
project, sanitation and sewerage system or solid waste management system, the
assessee can claim deduction for any 10 consecutive assessment years out of 20 years
beginning from the year of operation.

Other Provisions
1. For the purpose of computing deduction under this section, the profits and gains of the

eligible business shall be computed as if such eligible business were the only source of
income of the assessee during the relevant previous years (Sub-section (5)).
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Where housing or other activities are an integral part of a highway project and the profits
and gains have been calculated in accordance with the section, the profits shall not be
liable to tax if the following conditions have been fulfilled:

a.  The profit has been transferred to a special reserve account; and

b.  The same is actually utilised for the highway project excluding housing and other
activities before the expiry of 3 years following the year of transfer to the reserve
account;

c. The amount remaining unutilised shall be chargeable to tax as income of the year in

which the transfer to the reserve account took place (Sub-section (6)).

The deduction shall be allowed to the industrial undertaking only if the accounts of the
industrial undertaking for the relevant previous year have been audited by a chartered
accountant and the assessee furnishes the audit report in the prescribed form, duly signed
and verified by such accountant along with his return of income (Sub-section (7)).

Where any goods or services held for the purposes of the eligible business are transferred
to any other business carried on by the assessee, or vice versa, and if the consideration for
such transfer does not correspond with the market value of the goods or services then the
profits and gains of the eligible business shall be computed as if the transfer was made at
market value. However, if, in the opinion of the Assessing Officer, such computation
presents exceptional difficulties, the Assessing Officer may compute the profits on such
reasonable basis as he may deem fit (Sub-section (8)).

=/4|

Notes For the purpose of section 80-IA(8), the market value, in relation to any goods or
services transferred between the eligible business and any other business carried on by
the assessee, shall mean:

1.
2.

The price that such goods or services would ordinarily fetch in the open market; or

The arm’s length price as defined under section 92F, where the transfer of such
goods or services is a specified domestic transaction referred to in section 92BA.

The deductions claimed and allowed under this section shall not exceed the profits and
gains of the eligible business. Further, where deduction is claimed and allowed under this
section for any assessment year no deduction in respect of such profits will be allowed
under any other section under this chapter (Sub-section (9)).

The Assessing Officer is empowered to make an adjustment while computing the profit
and gains of the eligible business on the basis of the reasonable profit that can be derived
from the transaction, in case the transaction between the assessee carrying on the eligible
business under section 80-IA and any other person is so arranged that the transaction
produces excessive profits to the eligible business (Sub-section (10)).

AN

Caution Tt has now been provided that if the aforesaid arrangement between the assessee
carrying on the eligible business and any other person is a specified domestic transaction
referred to in section 92BA, then, the amount of profit of such transaction shall be determined
having regard to arm’s length price as defined under section 92F and not as per the
reasonable profit from such transaction.
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The section empowers the Central Government to declare any class of industrial Notes
undertaking or enterprise as not being entitled to deduction under this section. The denial

of exemption shall be with effect from such date as may be specified in the notification

issued in the Official Gazette (Sub-section (11)).

In the case of any amalgamation or demerger, by virtue of which the Indian company
carrying on the eligible business is transferred to another Indian company, deduction
under this section will be available as follows:

a.  No deduction will be available to the amalgamating company or the demerged
company, as the case may be, in the year of amalgamation or demerger.

b.  The provisions of this section will apply to the amalgamated or resulting company
as they would have applied to the amalgamating or demerged company if the
amalgamation or demerger had not taken place (Sub-section (12)).

However, such transfer of benefit of deduction to the amalgamated/resulting company
would not be available in respect of any enterprise or undertaking which is transferred in
a scheme of amalgamation or demerger affected on or after 1.4.2007 (Sub-section (12A)).

The deduction under section 80-IA would not be available in respect of any SEZ notified
on or after 1.4.2005 in accordance with the Industrial Park Scheme, 2002 and notified
schemes for SEZs, referred to in section 80-IA(4)(c)(iii) (Sub-section (13)).

The tax holiday under section 80-IA would not be available in relation to a business
referred to in sub-section (4) which is in the nature of a works contract awarded by any
person (including the Central or State Government) and executed by the undertaking or
enterprise referred to in section 80-IA(1).

Caselet Corporate Income Tax: Small Benefits, but SEZs Dealt
a MAT Blow

corporate tax rate from 33.2% to 32.4%, which is a nice, even if small, relief for
Indian companies. The new rate will be 30% plus a 5% surcharge, which works out
to 31.5%, and after adding the education cess of 3%, it works out to 32.4%.

T I The corporate surcharge has been lowered from 7.5% to 5%. That reduces the effective

But the Minimum Alternate Tax (MAT) which is levied on firms has been increased to
18.5% of book profits from 18% earlier. This was to compensate for the lower surcharge,
according to the FM. MAT is levied on those firms whose profits as per the Income Tax Act,
is lower than that in their books prepared under the Companies Act.

So, companies will have to pay 18.5% of their book profits or tax as per the Income Tax Act,
whichever is higher. But this tax is adjustable against future taxes payable. That is, when
the company exits the tax holiday, or any other situation, which is lowering its tax incidence,
it will be able to set off its MAT credit against the tax liability. This is in the nature of an
advance tax, which lowers the cash flow of the company and in turn, hikes the cash flows
of the government.

The Special Economic Zone Act has come under fire on several fronts. Earlier, profits
earned by SEZ developers and units operating in these SEZs were exempt from tax.

Contd...
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In addition, the dividend paid by these SEZ units was exempt from tax, compared to other
companies who paid a dividend distribution tax of 15%. This will go. The exemption of tax
on dividends ends from June 2011 itself. This again does not affect their profits but will
reduce the profits available for distributing to shareholders.

SEZ profits will continue to be exempt from income tax, but they were also exempt from
MAT. Now, they have to pay MAT of 18.5% on their profits earned in 2011-12. Their profits
will fall to that extent. As said earlier, this is a cash flow and timing-related effect, and they
will be able to set it off against future profits, as and when they become taxable.

But the SEZs may have to wait for a very long time for that. At present, units set up in SEZs
get a 100% exemption on profits for the first five years, 50% for the next five years, and
then 50% of the export profit reinvested in the business. And, developers of SEZs could get
a tax holiday for 10 out of 15 years from the time it was notified. That is, their tax incidence
will go up substantially only after 10 years.

In one shot, the government has ensured it loses no revenue (cash flow) due to companies
using SEZs for their business nor from developers who were racing to set up residential
and commercial complexes near the eligible areas surrounding the SEZ, and were eligible

for tax exemptions.

Source: http:/ /www.indiabusinessview.com/news/921/corporate-income-tax-small-benefits-sezs-dealt-
mat-blow

Self Assessment

State which of the following is true or false in the context of the coverage of industrial undertaking:
1. A road, including toll road, a bridge or a rail system.

2. A highway project including housing or other activities being an integral part of the
highway project.

3. Any undertaking providing telecommunication services, whether basic or cellular.

4, Any undertaking which develops, develops and operates, or maintains and operates,
a special economic zone.

5. A port, airport, inland waterway or inland port or navigational channel in the sea.

6.2 Deduction in Respect of Profits and Gains by an Undertaking or

Enterprise Engaged in Development of SEZ (Section 80-IAB)

Sub-section (1) of Section 80-IAB provides for a deduction of 100% of profits and gains derived
by an undertaking or an enterprise from any business of developing a SEZ for 10 consecutive
assessment years. The deduction is available to an assessee, being a Developer, whose gross
total income includes any profits and gains derived by an undertaking or an enterprise from any
business of developing a SEZ, notified on or after 1st April, 2005 under the SEZ Act, 2005.

Here Developer means -
(i) a person who, or
(ii) a State Government

which has been granted a letter of approval by the Central Government under section 3(10) of
the SEZ Act, 2005.



Unit 6: Deductions: For Special Conditions

A developer includes: Notes
(i) an authority and

(ii) a Co-developer.

Here Co-developer means:

(i) a person who, or

(ii) a State Government

which has been granted a letter of approval by the Central Government under section 3(12) of
the SEZ Act, 2005.

The deduction shall be allowed only if the accounts are audited by a Chartered Accountant and
the audit report is furnished along with the return of income. The assessee has the option of
claiming the said deduction for any ten consecutive assessment years out of fifteen years
beginning from the year in which a SEZ has been notified by the Central Government.

In a case where an undertaking, being a Developer, who develops a SEZ on or after 1.4.2005 and
transfers the operation and maintenance of such SEZ to another Developer, the deduction under
sub-section (1) shall be allowed to such transferee Developer for the remaining period in the ten
consecutive assessment years as if the operation and maintenance were not so transferred to the
transferee Developer.

The profits and gains from the eligible business should be computed as if such eligible business
were the only source of income of the assessee during the relevant assessment year.

=
Tusk Take any Indian firm of your choice who is engaged in development of SEZ and

critically analyse on the deduction availed by it in respect of profits and gains incurred by
it.

Where any goods or services held for the purposes of eligible business are transferred to any
other business carried on by the assessee or, where any goods held for any other business are
transferred to the eligible business and, in either case, if the consideration for such transfer as
recorded in the accounts of the eligible business does not correspond to the market value
thereof, then the profits eligible for deduction shall be computed by adopting market value for
such goods or services. In case of exceptional difficulty in this regard, the profits shall be computed
by the Assessing Officer on a reasonable basis.
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Notes India was one of the first in Asia to recognize the effectiveness of the Export Processing

Zone (EPZ) model in promoting exports, with Asia's first EPZ set up in Kandla in 1965.
With a view to overcome the shortcomings experienced on account of the multiplicity of
controls and clearances; absence of world-class infrastructure, and an unstable fiscal regime
and with a view to attract larger foreign investments in India, the Special Economic Zones
(SEZs) Policy was announced in April 2000.

Where due to the close connection between the assessee and the other person or for any other
reason, it appears to the Assessing Officer that the profits of eligible business is increased to
more than the ordinary profits, the Assessing Officer shall compute the amount of profits on a



Notes

reasonable basis for allowing the deduction. The Assessing Officer is empowered to make an
adjustment while computing the profit and gains of the eligible business on the basis of the
reasonable profit that can be derived from the transaction, in case the transaction between the
assessee carrying on the eligible business under section 80-IAB and any other person is so
arranged that the transaction produces excessive profits to the eligible business.

AN

Caution Tt has now been provided that if the aforesaid arrangement between the assessee
carrying on the eligible business and any other person is a specified domestic transaction
referred to in section 92BA, then, the amount of profit of such transaction shall be determined
having regard to arm’s length price as defined under section 92F and not as per the
reasonable profit from such transaction.

The deduction under this section should not exceed the profits of such eligible business of the
undertaking or the enterprise. Further, where any amount of profits of an undertaking or
enterprise is allowed as deduction under this section, no deduction under any other provision of
Chapter VI-A is allowable in respect of such profits. The Central Government may notify that
the benefit conferred by this section shall not apply to any class of industrial undertaking or
enterprise with effect from any specified date.

Where any undertaking of an Indian company which is entitled to the deduction under this
section is transferred before the expiry of the period of deduction to another Indian company in
a scheme of amalgamation or demerger, no deduction shall be admissible to the amalgamating
or demerged company for the previous year in which the amalgamation or demerger takes
place and the amalgamated or the resulting company shall be entitled to the deduction as if the
amalgamation or demerger had not taken place.

Self Assessment

Fill in the blanks:

6. Sub-section (1) of Section 80-IAB provides for a deduction of 100% of profits and gains
derived by an undertaking or an enterprise from any business of developing a SEZ for
.................. consecutive assessment years.

7. Developer means a ................. which has been granted a letter of approval by the Central
Government under section 3(10) of the SEZ Act, 2005.

8. Co-developer means a person who, or a State Government which has been granted a letter
of approval by the Central Government under .................. of the SEZ Act, 2005.

9. The deduction under section 80-IAB shall be allowed only if the accounts are audited by a
Chartered Accountant and the audit report is furnished along with the .........................

10. The deduction under section 80-IAB should not exceed the............... of such eligible
business of the undertaking or the enterprise.

6.3 Special Provisions in Respect of Certain Undertakings or

Enterprises in Certain Special Category States (Section 80-IC)

Section 80-IC allows tax holiday to the new undertakings or existing undertakings on their
substantial expansion in the states of Himachal Pradesh, Uttaranchal, Sikkim and North-Eastern
States.
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For this purpose, substantial expansion means increase in the investment in plant and machinery Notes
by at least 50% of the book value of the plant and machinery (before taking depreciation in any
year), as on the first day of the previous year in which the substantial expansion is undertaken.

The tax holiday in the states of Himachal Pradesh and Uttaranchal will be 100% for the first five
assessment years and 25% (30% in the case of a company) for the next five assessment years.
However, tax holiday in the states of Sikkim and North-Eastern States will be 100% for ten
assessment years commencing from the initial assessment year.

For the purpose of exemption, two classifications have been made and the Thirteenth Schedule
and Fourteenth Schedule have been inserted in the Income-tax Act. The said Schedules specify
the list of articles and the States for the purposes of availing deduction under this section.

The first classification is applicable to undertakings or enterprises which manufacture or produce
any article or thing, not being any article or thing specified in the 13th Schedule (namely,
tobacco, aerated beverages, pollution causing paper and paper products etc.) in any export
processing zone or integrated infrastructure development centre or industrial growth centre or
industrial estate or industrial park or software technology park or industrial areas or theme
park in these States as notified by the Board. The second classification is applicable to those
undertakings or enterprises which manufacture or produce article or thing specified in the 14th
Schedule only in these States without any specification of the specified zone, area etc.

AN\ l?
o

Did u know? The period during which the undertakings in different States should begin or
should have begun to manufacture or produce are given hereunder:

Himachal Pradesh and Uttaranchal From 7.1.03 and ending before 1.4.2012
Sikkim From 23.12.02 and ending before 1.4.2007
North-Eastern States From 24.12.97 and ending before 1.4.2007

No benefit to these undertakings will be available under any of the sections in Chapter VIA in
relation to the profits and gains of such undertakings. While computing the total period of
10 years the period for which the benefit under section 80IB has already been availed, if any,
shall also be included.

=
Task Take any company of your choice in India which has availed the benefit of Special

provisions in respect of certain undertakings or enterprises in certain special category
States as provided by Section 80-IC.

The other conditions such as that it should not be formed by splitting or reconstruction of a
business already in existence, or by transfer to a new business of plant and machinery previously
used for any purpose are the same as are applicable for claiming benefit under section 80IA.

Where any goods or services held for the purposes of the eligible business are transferred to any
other business carried on by the assessee, or vice versa, and if the consideration for such transfer
does not correspond with the market value of the goods or services then the profits and gains of
the eligible business shall be computed as if the transfer was made at market value. However, if,
in the opinion of the Assessing Officer, such computation presents exceptional difficulties, the
Assessing Officer may compute the profits on such reasonable basis as he may deem fit.

The deductions claimed and allowed under this section shall not exceed the profits and gains of
the eligible business.



Notes

IS

Notes  Assessing Officer” (AO) means the Income-Tax Officer or Assistant Commissioner
of Income-Tax or Deputy Commissioner of Income-Tax or Joint Commissioner of
Income-Tax or Additional Commissioner of Income-Tax who is authorized by the Board
to exercise or perform all or any of the powers and functions conferred on, or assigned to
an AO under the Income tax Act, 1961.

The Assessing Officer is empowered to make an adjustment while computing the profit and
gains of the eligible business on the basis of the reasonable profit that can be derived from the
transaction, in case the transaction between the assessee carrying on the eligible business under
section 80-IC and any other person is so arranged that the transaction produces excessive profits
to the eligible business.

AN

Caution With the increasing usage of Internet for Income Tax related work including
tasks such as applying for PAN and TAN or for filing Income Tax returns, the common
problem being faced by many taxpayers and assessees is how to find out their particular
Circle/Ward/Range in which they need to file return with or are assessed with.

Self Assessment

Fill in the blanks:

11, allows tax holiday to the new undertakings or existing undertakings on their
substantial expansion in the states of Himachal Pradesh, Uttaranchal, Sikkim and North-
Eastern States.

12.  The tax holiday in the states of Himachal Pradesh and Uttaranchal will be 100% for the first
five assessment years and ................... for the next five assessment years.

13.  Tax holiday in the states of Sikkim and North-Eastern States will be ..................... for ten
assessment years commencing from the initial assessment year.

6.4 Tax Holiday in Respect of Profits and Gains from Eligible Business
of Certain Undertakings in North-Eastern States (Section 80-1E)

This section provides for an incentive to an undertaking which has during the period between
1st April, 2007 and 1st April, 2017, begun or begins, in any of the North-Eastern States (i.e., the
States of Arunachal Pradesh, Assam, Manipur, Meghalaya, Mizoram, Nagaland, Sikkim and
Tripura) -

1.  to manufacture or produce any eligible article or thing;

2. to undertake substantial expansion to manufacture or produce any eligible article or
thing;

3. to carry on any eligible business.

Eligible article or thing means the article or thing other than the following:

a. goods falling under Chapter 24 of the First Schedule to the Central Excise Tariff Act,
1985 which pertains to tobacco and manufactured tobacco substitutes;

b. pan masala as covered under Chapter 21 of the First Schedule to the Central Excise
Tariff Act, 1985;
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c. plastic carry bags of less than 20 microns; and Notes

d. goods falling under Chapter 27 of the First Schedule to the Central Excise Tariff Act,
1985 produced by petroleum oil or gas refineries.

Substantial expansion means increase in the investment in the plant and machinery by at
least 25% of the book value of plant and machinery (before taking depreciation in any
year), as on the first day of the previous year in which the substantial expansion is
undertaken.

Eligible business means the business of -

hotel (not below two star category);

b.  adventure and leisure sports including ropeways;

c. providing medical and health services in the nature of nursing home with a minimum
capacity of 25 beds;

d.  running an old-age home;

e.  operating vocational training institute for hotel management, catering and food

craft, entrepreneurship development, nursing and Para-medical, civil aviation related
training, fashion designing and industrial training;

f. running information technology related training centre;
g.  manufacturing of information technology hardware; and
h.  Bio-technology.

Where the gross total income of an assessee includes any profits and gains derived by such an
undertaking, a deduction of 100% of the profits and gains derived from such business for
10 consecutive assessment years commencing with the initial assessment year shall be allowed
in computing the total income of the assessee. Initial assessment year means the assessment year
relevant to the previous year in which the undertaking begins to manufacture or produce
articles or things, or completes substantial expansion.

However, the following conditions have to be fulfilled by the undertaking for claiming benefit
of deduction under this section:

1. It should not be formed by splitting up, or the reconstruction, of a business already in
existence (except in circumstances provided in section 33B)

2. It should not be formed by the transfer to a new business of machinery or plant previously
used for any purpose exceeding 20% of the total value of machinery and plant used in the
business.

For this purpose, any machinery or plant which was used outside India by any person other than
the assessee shall not be regarded as machinery or plant previously used for any purpose if the
following conditions are fulfilled:

a.  such machinery or plant was not at any time used in India;
b.  such machinery or plant is imported into India from any country outside India; and
c. no deduction on account of depreciation has been allowed in respect of such machinery or

plant to any person earlier.

Where deduction has been allowed under this section in computing the total income of the
assessee, no deduction shall be allowed under any other section contained in Chapter VIA or
section 10AA in relation to the profits and gains of the undertaking. Further, no deduction shall
be allowed to any undertaking under this section, where the total period of deduction inclusive
of the period of deduction under this section, or under section 80-IC or under the second proviso
to sub-section (4) of section 80-IB, as the case may be, exceeds 10 assessment years.



Notes

The profits and gains from the eligible business should be computed as if such eligible business
were the only source of income of the assessee during the relevant assessment year.

The deduction under this section should not exceed the profits of such eligible business of the
undertaking. The deduction shall be allowed only if the accounts are audited by a Chartered
Accountant, who is also required to certify that the deduction has been correctly claimed. Further,
the audit report should be furnished along with the return of income.

Where any goods or services held for the purposes of eligible business are transferred to any
other business carried on by the assessee or, where any goods held for any other business are
transferred to the eligible business and, in either case, if the consideration for such transfer as
recorded in the accounts of the eligible business does not correspond to the market value
thereof, then the profits eligible for deduction shall be computed by adopting market value for
such goods or services. In case of exceptional difficulty in this regard, the profits shall be computed
by the Assessing Officer on a reasonable basis.

=74|

Notes  Assessment Information System" (AST): AST module is the core process of ITD
applications conceptualized as an on-line, menu driven software capable of carrying out
all assessment and related functions.

The Assessing Officer is empowered to make an adjustment while computing the profit and
gains of the eligible business on the basis of the reasonable profit that can be derived from the
transaction, in case the transaction between the assessee carrying on the eligible business under
section 80-IE and any other person is so arranged that the transaction produces excessive profits
to the eligible business.

AN

Caution Tt has now been provided that if the aforesaid arrangement between the assessee
carrying on the eligible business and any other person is a specified domestic transaction
referred to in section 92BA, then, the amount of profit of such transaction shall be determined
having regard to arm’s length price as defined under section 92F and not as per the
reasonable profit from such transaction.

Similarly, where due to the close connection between the assessee and the other person or for
any other reason, it appears to the Assessing Officer that the profits of eligible business is
increased to more than the ordinary profits, the Assessing Officer shall compute the amount of
profits on a reasonable basis for allowing the deduction. The Central Government may notify
that the benefit conferred by this section shall not apply to any class of undertaking with effect
from any specified date. Where any undertaking of an Indian company which is entitled to the
deduction under this section is transferred before the expiry of the period of deduction to
another Indian company in a scheme of amalgamation or demerger, no deduction shall be
admissible to the amalgamating or demerged company for the previous year in which the
amalgamation or demerger takes place and the amalgamated or the resulting company shall be
entitled to the deduction as if the amalgamation or demerger had not taken place.

Self Assessment

State whether the following statements are true or false:

14.  Substantial expansion means increase in the investment in the plant and machinery by at
least 25% of the book value of plant and machinery, as on the first day of the previous year
in which the substantial expansion is undertaken.
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15.  Where the gross total income of an assessee includes any profits and gains derived by such Notes
an undertaking, a deduction of 100% of the profits and gains derived from such business
for 5 consecutive assessment years

16.  Where deduction has been allowed under this section in computing the total income of the
assessee, only 25% deduction shall be allowed under any other section contained in Chapter
VIA or section 10AA in relation to the profits and gains of the undertaking.

17.  The profits and gains from the eligible business should be computed as if such eligible
business were the only source of income of the assessee during the relevant assessment
year.

6.5 Application of the above Special Conditions

The application of the deduction available under special circumstance can be availed by an
undertaking or an enterprise only on fulfilment of certain important conditions which though
mentioned above is explained in detail below:

Application of Section Relating to Tax Deductions by SEZ

As per section 10A(7B) of the IT Act, deduction under section 10A can be claimed by the unit in
SEZ, which has begun to manufacture or produce articles or things or computer software between
1 April 2000 to 31 March 2005. No deduction under section 10A will be allowed to the SEZ unit,
which has begun (to manufacture or produce articles or things) on or after 1 April 2005 i.e. year
ended 31 March 2006 (AY 2006-07).

As per the proviso to section 10AA(3) of the IT Act, if due to the application of 10A(7B), deduction
under section 10A is not available to the eligible unit in SEZ, then the said unit shall be able to
claim deduction under section 10AA for the unexpired period of 10 consecutive AYs.

From the above, it can be observed that proviso to section 10AA (3) entitles deduction for
unexpired period of 10 consecutive AYs to an unit, which became ineligible to claim deduction
under section 10A due to application of sub-section 7B of section 10A.

Section 10A (7B) makes those unit ineligible to claim deduction under section 10A, which have
begun after 1 April 2005. Section 10AA (1) provides for deduction only to those units which
began after 1 April 2005.

In view of the above, it is not clear that proviso to section 10AA(3) refers to which units to be
eligible to claim deduction for the unexpired period. This is because by virtue of section 10A(7B),
those units which have begun after 1 April 2005 are not eligible for deduction under section 10A
as such units are automatically eligible to claim deduction under section 10AA as per proviso of
section 10AA(1). In case of such units, there cannot be question of unexpired period because they
began only after 1 April 2005.

Section 80-IAB applies to any industrial undertaking which fulfils all the following conditions,
namely:

1. It is not formed by splitting up, or the reconstruction, of a business already in existence:
Provided that this condition shall not apply in respect of an industrial undertaking which
is formed as a result of the re-establishment, reconstruction or revival by the assessee of
the business of any such industrial undertaking as is referred to in section 33B, in the
circumstances and within the period specified in that section.

2. Itis not formed by the transfer to a new business of machinery or plant previously used
for any purpose.

3. It manufactures or produces any article or thing, not being any article or thing specified in
the list in the Eleventh Schedule, or operates one or more cold storage plant or plants, in
any part of India: Provided that the condition in this clause shall, in relation to a small



Notes

scale industrial undertaking or an industrial undertaking referred to in sub-section (4)
shall apply as if the words “not being any article or thing specified in the list in the
Eleventh Schedule” had been omitted.

Explanation 1—For the purposes of clause (ii), any machinery or plant which was used outside
India by any person other than the assessee shall not be regarded as machinery or plant previously
used for any purpose, if the following conditions are fulfilled, namely:

a.  Such machinery or plant was not, at any time previous to the date of the installation by the
assessee, used in India;

b.  Such machinery or plant is imported into India from any country outside India; and

c. No deduction on account of depreciation in respect of such machinery or plant has been
allowed or is allowable under the provisions of this Act in computing the total income of
any person for any period prior to the date of the installation of the machinery or plant by
the assessee.

Explanation 2—Where in the case of an industrial undertaking, any machinery or plant or any
part thereof previously used for any purpose is transferred to a new business and the total value
of the machinery or plant or part so transferred does not exceed twenty per cent of the total value
of the machinery or plant used in the business, then, for the purposes of clause (ii) of this
sub-section, the condition specified therein shall be deemed to have been complied with;

4. In a case where the industrial undertaking manufactures or produces articles or things, the
undertaking employs ten or more workers in a manufacturing process carried on with the
aid of power, or employs twenty or more workers in a manufacturing process carried on
without the aid of power.

Section 80-IC applies to any industrial undertaking which fulfils all the following conditions,
namely:

This section applies to any undertaking or enterprise:

a.  Which has begun or begins to manufacture or produce any article or thing, not being any
article or thing specified in the Thirteenth Schedule, or which manufactures or produces
any article or thing, not being any article or thing specified in the Thirteenth Schedule and
undertakes substantial expansion during the period beginning:

(i)  On the 23rd day of December, 2002 and ending before the 1st day of April, 2012, in
any Export Processing Zone or Integrated Infrastructure Development Centre or
Industrial Growth Centre or Industrial Estate or Industrial Park or Software
Technology Park or Industrial Area or Theme Park, as notified by the Board in
accordance with the scheme framed and notified by the Central Government in this
regard, in the State of Sikkim; or

(i)  On the 7th day of January, 2003 and ending before the 1st day of April, 2012, in any
Export Processing Zone or Integrated Infrastructure Development Centre or
Industrial Growth Centre or Industrial Estate or Industrial Park or Software
Technology Park or Industrial Area or Theme Park, as notified by the Board in
accordance with the scheme framed and notified by the Central Government in this
regard, in the State of Himachal Pradesh or the State of Uttaranchal; or

(iii) On the 24th day of December, 1997 and ending before the 1st day of April, 2007, in
any Export Processing Zone or Integrated Infrastructure Development Centre or
Industrial Growth Centre or Industrial Estate or Industrial Park or Software
Technology Park or Industrial Area or Theme Park, as notified by the Board in
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accordance with the scheme framed and notified by the Central Government in this Notes
regard, in any of the North-Eastern States;

b.  Which has begun or begins to manufacture or produce any article or thing, specified in the
Fourteenth Schedule or commences any operation specified in that Schedule, or which
manufactures or produces any article or thing, specified in the Fourteenth Schedule or
commences any operation specified in that Schedule and undertakes substantial expansion
during the period beginning:

(i)  On the 23rd day of December, 2002 and ending before the 1st day of April, 2012, in
the State of Sikkim; or

(ii)  On the 7th day of January, 2003 and ending before the 1st day of April, 2012, in the
State of Himachal Pradesh or the State of Uttaranchal; or

(iii) On the 24th day of December, 1997 and ending before the 1st day of April, 2007, in
any of the North-Eastern States.

Section 80-IE applies to any industrial undertaking which fulfils all the following conditions,
namely:

This section applies to any undertaking which has, during the period beginning on the 1st day
of April, 2007 and ending before the 1st day of April, 2017, begun or begins, in any of the North-
Eastern States:

(i)  to manufacture or produce any eligible article or thing;

(ii) to undertake substantial expansion to manufacture or produce any eligible article or
thing;

(iii) to carry on any eligible business.
This section also applies to any undertaking which fulfils all the following conditions, namely:

(i) it is not formed by splitting up, or the reconstruction, of a business already in existence
:Provided that this condition shall not apply in respect of an undertaking which is formed
as a result of the re-establishment, reconstruction or revival by the assessee of the business
of any such undertaking as referred to in section 33B, in the circumstances and within the
period specified in the said section;

(ii) it is not formed by the transfer to a new business of machinery or plant previously used
for any purpose.

Explanation—the provisions of Explanations 1 and 2 to sub-section (3) of section 80-IA shall
apply for the purposes of clause (ii) of this sub-section as they apply for the purposes of clause
(ii) of that sub-section.

Notwithstanding anything contained in any other provision of this Act, in computing the total
income of the assessee, no deduction shall be allowed under any other section contained in
Chapter VIA or in section 10A or section 10AA or section 10B or section 10BA, in relation to the
profits and gains of the undertaking.

Notwithstanding anything contained in this Act, no deduction shall be allowed to any undertaking
under this section, where the total period of deduction inclusive of the period of deduction
under this section, or under section 80-IC or under the second proviso to sub-section (4) of
section 80-IB or under section 10C, as the case may be, exceeds ten assessment years.

The provisions contained in sub-section (5) and sub-sections (7) to (12) of section 80-IA shall, so
far as may be, apply to the eligible undertaking under this section.
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For the purposes of this section:

(@)

(ii)

(iii)

(iv)

v)

“initial assessment year” means the assessment year relevant to the previous year in
which the undertaking begins to manufacture or produce articles or things, or completes
substantial expansion;

“North-Eastern States” means the States of Arunachal Pradesh, Assam, Manipur, Meghalaya,
Mizoram, Nagaland, Sikkim and Tripura;

“substantial expansion” means increase in the investment in the plant and machinery by
at least twenty-five per cent of the book value of plant and machinery (before taking
depreciation in any year), as on the first day of the previous year in which the substantial
expansion is undertaken;

“eligible article or thing” means the article or thing other than the following :—

* goods falling under Chapter 24 of the First Schedule to the Central Excise Tariff Act,
1985 (5 of 1986) which pertains to tobacco and manufactured tobacco substitutes;

* pan masala as covered under Chapter 21 of the First Schedule to the Central Excise
Tariff Act, 1985 (5 of 1986);

* plastic carry bags of less than 20 microns as specified by the Ministry of Environment
and Forests vide Notification No. S.O. 705(E), dated the 2nd September, 1999 and
S.0. 698(E), dated the 17th June, 2003; or

* goods falling under Chapter 27 of the First Schedule to the Central Excise Tariff Act,
1985 (5 of 1986), produced by petroleum oil or gas refineries;

“eligible business” means the business of hotel (not below two star category); adventure
and leisure sports including ropeways; providing medical and health services in the nature
of nursing home with a minimum capacity of 25 beds; running an old-age home, pertaining
vocational training institute for hotel management, catering and food craft,
entrepreneurship development, nursing and para-medical, civil aviation related training,
fashion designing and industrial training; running information technology related training
centre; manufacturing of information technology hardware; and bio-technology.

Self Assessment

Fill in the blanks:

18.

19.

20.

21.

As per section 10A (7B) of the IT Act, deduction under section 10A can be claimed by the
unit in ...

Section 10A (7B) makes those unit ineligible to claim deduction under section 10A, which
have begun after ....................

Section 80-IC applies to any undertaking or enterprise which has begun or begins to
manufacture or produce any article or thing, not being any article or thing specified in the

....................... means the States of Arunachal Pradesh, Assam, Manipur, Meghalaya,
Mizoram, Nagaland, Sikkim and Tripural.
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Notes

Case Sudy — Coimbatore Hitech Infrastructure (P.) Ltd. vs

Additional Commissioner of Income-tax, Range-I,

Coimbatore

Zone (SEZ) at Keeranatham Village, Coimbatore. The assessee company has set up

a sector specific SEZ for Information Technology and Information Technology
Enabled Services. A SEZ is set up, approved and governed under the provisions of The
Special Economic Zones Act (SEZ Act), 2005 and The Special Economic Zones Rules (SEZ
Rules), 2006 made there under. The administration of the scheme is vested with the SEZ
authority functioning under the Rules promulgated in 2009.

T I The assessee is a company engaged in the business of developing Special Economic

The assessee company has satisfied the conditions to be complied with for obtaining
approval from the competent authority notified under the SEZ Act. The Department of
Commerce in the Ministry of Commerce and Industry, Government of India has granted
the approval to the assessee company for setting up the sector specific SEZ through their
proceedings dated 20.8.2006. The SEZ set up by the assessee company has been notified by
the concerned authority in Official Gazette as required under the SEZ Act, 2005. In short,
the assessee company is fully approved to develop SEZ under the SEZ Act, 2005.

In view of the approval granted by the competent authority, the assessee company carried
out its activities to set up the SEZ. As per the SEZ Act, 2005, the assessee is in the status of
a Developer, who shall develop, operate and maintain the SEZ in terms of the SEZ Act,
2005 and the Rules made there under. A Developer for the purpose of the SEZ Act, 2005
also includes a Co-Developer. After having developed SEZ as per the conditions laid
down in the approval granted by the competent authority, the assessee has let out the
developed lands to three parties in the previous year relevant to the assessment year
under appeal. The three parties are M/s. Robert Bosch India Ltd., M/s. Cognizant
Technology Solutions India (P) Ltd. and M/s. KGISL IT Parks (P) Ltd. The assessee has
leased out 21.88 acres, 23.68 acres and 11.74 acres respectively.

As the assessee company is an approved and notified SEZ, it claimed deduction in respect
of its income, being profits and gains arising from development of SEZ as provided under
sec.80-IAB. The deduction provided under sec.80-IAB is 100% of the profits and gains by an
undertaking or entrepreneur engaged in the development of SEZ. Accordingly, the assessee
filed a ‘NIL’ return of income.

The Assessing Officer, in the course of assessment proceedings examined the case in detail.
He found that the assessee has developed a SEZ as provided under the SEZ Act, 2005 in the
specific sector of Information Technology and Information Technology Enabled Services.
He examined the conditions laid down in the approval given by the competent authority.
One of the conditions is that the assessee shall develop a minimum area of one lakhs
square meters. The Assessing Officer found that the assessee has not completed that
minimum built up area by the end of the previous year relevant to the assessment year
under appeal. The Assessing Officer accordingly, pointed out a case of breach of one
condition stipulated in the approval granted to the assessee as a SEZ. The assessing authority
has observed in page 10 of his order that “It is apparent from the details filed that this
condition has not been fulfilled by the assessee in order to qualify for the deduction”.

Contd...



Notes The Assessing Officer further observed that the assessee company has derived income

only in the form of lease premium on leasing out the lands to three different companies
and the assessee company has not derived any profits and gains as a developer of the SEZ.
According to the Assessing Officer, the income declared by the assessee company has not
been derived from the business of developing SEZ. The reason to come to the above
conclusion is that the assessee company has given the land on a perennial lease of 99 years
with further scope of renewal, which in effect is nothing but a sale. Relying on the decision
of the Hon’ble Supreme Court in the case of R. Palshikar (HUF) v. CIT (172 ITR 311), the
Assessing Officer held that the long term lease of 99 years granted by the assessee company
is nothing but sale of land. He, therefore, held that the income of the assessee company
was in the nature of capital gains arising on sale of land. He accordingly, declined assessee’s
claim of deduction under sec.80-IAB.

Once the Assessing Officer denied the exemption to the assessee company under
sec.80-IAB, he also made certain other additions to the taxable income of the assessee
company. The assessee company has created a provision for project development cost on
the basis of estimates for different works to the extent of ¥ 24,60,28,194/-. The assessee has
treated an amount of % 7,88,47,215/- as proportionate project development cost for the
unleased area, from the above total provision. It was accordingly, taken as stock inventory.
The balance provision of % 16,71,80,979/- has been claimed by the assessee as pertaining to
leased out lands. According to the Assessing Officer, only an amount of % 3,89,84,177/- was
actually spent on the project in the previous year and even that amount was not taken as
part of the closing stock. On the other hand, it was written off as expenses. The Assessing
Officer therefore, held that the provision should be treated as relating to the development
expenditure of land and, therefore, to be disallowed. Accordingly, the amount of
% 16,71,80,979/- was added to the income. The assessee has made a donation of % 2 crore in
the previous year and debited the profit and loss account. This amount was also disallowed
by the Assessing Officer and added back to the income. Thus, finally, the Assessing Officer
has determined a total income of ¥ 89,89,01,282/- in the hands of the assessee company.

The assessment went through different courts and the final verdict reflected that the assessee
is an approved Developer of SEZ. The only activity carried on by the assessee is developing
a sector specific SEZ. It has leased out the developed plots to the entrepreneurs who had
obtained the letter of approval from the competent authority. Sec.80-IAB provides that
setting up of a SEZ is the business of developing SEZ. Therefore, the assessee is not
expected to perform any other activity than developing of a SEZ to qualify for deduction.

In the facts and circumstances of the case, we find that the lower authorities are not
justified in refusing deduction under sec.80-IAB. The claim of deduction made by the
assessee under sec.80-IAB is in accordance with law. The assessing authority is directed to
give the deduction. Other issues raised in this appeal relating to different additions are
only academic for the reason that those items, even if added to the total income of the
assessee, are still part of 100% deduction available under sec.80-IAB; so also is the ground
raised by the assessee on taxing of dividend income. This principle has been upheld by the
Hon’ble Bombay High Court in CIT v. Punit Commercial Ltd. (245 ITR 550).The assessing
authority is therefore, directed to re-do the assessment after giving the assessee deduction
under sec.80-IAB. In result, this appeal filed by the assessee is allowed.

Questions
1. Study and analyse the case.
2. Write down the case facts.

3. What do you infer from it?

Source: http:/ /taxguru.in/income-tax-case-laws/deduction-80iab-sez-developer-allowable-income-lease-
rentals-developed-area.html



Unit 6: Deductions: For Special Conditions

6.6 Summary Notes

° A Special Economic Zone (SEZ) is a specified, delineated and duty-free geographical region
that has different economic laws from those of the country in which it is situated. In some
countries, such a region is even treated as a deemed foreign territory.

° The Special Economic Zones and Tax Incentives offered as per the SEZ policy of India are
indeed alluring. The Special Economic Zones and Tax Incentives offered covers areas like
state and local taxes, levies, stamp duty and other duties. As per the Income-tax Act, 1961
there are a number of key tax benefits to be provided to SEZs and SEZ Units.

° As per section 10A(7B) of the IT Act, deduction under section 10A can be claimed by the
unit in SEZ, which has begun to manufacture or produce articles or things or computer
software between 1 April 2000 to 31 March 2005. No deduction under section 10A will be
allowed to the SEZ unit, which has begun (to manufacture or produce articles or things) on
or after 1 April 2005 i.e. year ended 31 March 2006 (AY 2006-07).

° As per the proviso to section 10AA(3) of the IT Act, if due to the application of 10A(7B),
deduction under section 10A is not available to the eligible unit in SEZ, then the said unit
shall be able to claim deduction under section 10AA for the unexpired period of
10 consecutive AYs.

° Section 80-IA(1) provides a ten year tax holiday to an assessee, whose gross total income
includes any profits and gains derived by an undertaking or enterprise from an eligible
business i.e., business referred to in sub-section (4) including industrial undertaking, SEZ,
industrial parks, power generation, telecomm and firms engaged in reconstruction of
power unit.

° Infrastructure facility means a road, including toll road, a bridge or a rail system, a highway
project including housing or other activities being an integral part of the highway project;
a water supply project, water treatment system, irrigation project, sanitation and sewerage
system or solid waste management system; and a port, airport, inland waterway or inland
port or navigational channel in the sea.

. Any undertaking providing telecommunication services, whether basic or cellular,
including radio paging, domestic satellite service or network of trunking (NOT), broadband
network and internet services on or after 1 April, 1995 but on or before 31 March, 2005 can
avail tax deductions.

° Sub-section (1) of Section 80-IAB provides for a deduction of 100% of profits and gains
derived by an undertaking or an enterprise from any business of developing a SEZ for
10 consecutive assessment years. The deduction is available to an assessee, being a
Developer, whose gross total income includes any profits and gains derived by an
undertaking or an enterprise from any business of developing a SEZ, notified on or after
1 st April, 2005 under the SEZ Act, 2005.

° Section 80-IC allows tax holiday to the new undertakings or existing undertakings on
their substantial expansion in the states of Himachal Pradesh, Uttaranchal, Sikkim and
North-Eastern States. For this purpose, substantial expansion means increase in the
investment in plant and machinery by at least 50% of the book value of the plant and
machinery (before taking depreciation in any year), as on the first day of the previous year
in which the substantial expansion is undertaken.

° The tax holiday in the states of Himachal Pradesh and Uttaranchal will be 100% for the first
five assessment years and 25% (30% in the case of a company) for the next five assessment
years. However, tax holiday in the states of Sikkim and North-Eastern States will be 100%
for ten assessment years commencing from the initial assessment year.
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° Section 80-IE_provides for an incentive to an undertaking which has during the period
between 1st April, 2007 and 1st April, 2017, begun or begins, in any of the North-Eastern
States (i.e., the States of Arunachal Pradesh, Assam, Manipur, Meghalaya, Mizoram,
Nagaland, Sikkim and Tripura) - _to manufacture or produce any eligible article or thing;
to undertake substantial expansion to manufacture or produce any eligible article or
thing; and_to carry on any eligible business.

° Eligible article or thing means the article or thing other than the goods falling under
Chapter 24 of the First Schedule to the Central Excise Tariff Act, 1985 which pertains to
tobacco and manufactured tobacco substitutes; pan masala as covered under Chapter 21 of
the First Schedule to the Central Excise Tariff Act, 1985; plastic carry bags of less than
20 microns; and goods falling under Chapter 27 of the First Schedule to the Central Excise
Tariff Act, 1985 produced by petroleum oil or gas refineries.

° Where the gross total income of an assessee includes any profits and gains derived by such
an undertaking, a deduction of 100% of the profits and gains derived from such business
for 10 consecutive assessment years commencing with the initial assessment year shall be
allowed in computing the total income of the assessee. Initial assessment year means the
assessment year relevant to the previous year in which the undertaking begins to
manufacture or produce articles or things, or completes substantial expansion.

6.7 Keywords

Arm’s Length Price: The price at which two unrelated and non-desperate parties would agree to
a transaction.

Assessing Officer: He or she is an officer of the Income tax department who has been given
jurisdiction over a particular geographical territory or class of persons.

Co-developer: It implies a person who, or a State Government which has been granted a letter of
approval by the Central Government under section 3(12) of the SEZ Act, 2005.

Deduction: Any item or expenditure subtracted from gross income to reduce the amount of
income subject to tax.

Developer: It is a person who, or a State Government which has been granted a letter of approval
by the Central Government under section 3(10) of the SEZ Act, 2005.

Domestic Satellite: It is a satellite owned and operated by an Indian company for providing
telecommunication services.

Market Value: It is the price at which an asset would trade in a competitive auction setting.

SEZs: These are free trade zones, having completely different set of administrative and taxation
laws outside the purview of customs authorities.

Substantial Expansion: It means increase in the investment in the plant and machinery by at
least 25% of the book value of plant and machinery as on the first day of the previous year in
which the substantial expansion is undertaken.

Telecom Undertakings: Any undertaking providing telecommunication services, whether basic
or cellular, including radio paging, domestic satellite service or network of trunking (NOT),
broadband network and internet services on or after 1 April, 1995 but on or before 31 March,
2005.
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6.8 Review Questions Notes
1.  What do you understand by an infrastructure facility?
2. In order to be referred to as infrastructure facility what all conditions are to be fulfilled by

an organisation?
3. Define SEZ.
4. Explain the deductions available to power undertakings.

5. Write a note on deductions available to undertakings for reconstruction or revival of
power generating plants.

6.  Differentiate between a developer and a co-developer in context with calming deductions
relating SEZ.

7. Explain the Deduction available in respect of profits and gains by an undertaking or
enterprise engaged in development of SEZ.

8.  Comment on the statement, “Section 80-IC allows tax holiday to the new undertakings or
existing undertakings on their substantial expansion in the states of Himachal Pradesh,
Uttaranchal, Sikkim and North-Eastern States”.

9.  Define the following in context with Section 80-IE of Income Tax Act:
(a) Eligible article or thing
(b) Substantial expansion
(c)  Eligible business

10. Mention the conditions that are needed to be fulfilled by the undertaking for claiming
benefit of deduction under Section 80-IE of Income Tax Act.

11. Mention the application criteria for taking the benefits of deductions available under
special conditions of IT Act.

Answers: Self Assessment

1. True 2. True

3. False 4. False

5. True 6. Ten

7. Person who, or State Government 8. Section 3(12)

9. Return of income. 10.  Profits

11.  Section 80-IC 12, 25%

13.  100% 14.  True

15. False 16. False

17.  True 18. SEZ

19. 1 April 2005 20.  Thirteenth Schedule

21. North-Eastern States
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Objectives

After studying this unit, you will be able to:

Define the Salary
Discuss the Basis of charge of salary

Describe the Allowances and Perquisites



Notes

° Explain the Types of perquisites

° Compute the Valuation of Perquisites

° Trace the cases of Profits in lieu of or in addition to salary

° List down the Deductions allowed from salaries (section 16)
Introduction

Income is taxable under the IT Act under five basic heads of income. It is important to understand
the basics of these heads of income, to have more clarity as to how your taxable income and tax
payable is computed. The income earned by any person is computed under the following
categories:

° Income from Salary

° Income from House Property

° Income from Business of Profession
° Income from Capital Gains

° Income from other sources

In this unit we will study the very first head of income i.e., “Income from Salaries”. Income
under the head salaries covers all possible remuneration due or paid to a person in respect of
services rendered by him in an express or implied contract of employment. However, arrears of
salary are taxable on payment basis and not on due basis. Payment received by an individual
other than an employer cannot be termed as salary and consequently cannot be taxed under this
head. Salary is taxed on due basis or receipt basis whichever is earlier. If the employer pays the
salary tax-free the employee has to include in his taxable income not only the salary but also the
amount of tax paid by the employer.

7.1 Definition of Salary

Salary is the remuneration received by or accruing to an individual, periodically, for service
rendered as a result of an express or implied contract. The actual receipt of salary in the previous
year is not material as far as its taxability is concerned. The existence of employer-employee
relationship is the sine-qua-non for taxing a particular receipt under the head “salaries.”

Example: The salary received by a partner from his partnership firm carrying on a
business is not chargeable as “Salaries” but as “Profits & Gains from Business or Profession”.
Similarly, salary received by a person as MP or MLA is taxable as “Income from other sources”,
but if a person received salary as Minister of State or Central Government, the same shall be
charged to tax under the head “Salaries”. Pension received by an assessee from his former
employer is taxable as “Salaries” whereas pension received on his death by members of his
family (Family Pension) is taxed as “Income from other sources”.

Section 17(1) of the Income tax Act gives an inclusive and not exhaustive definition of Salaries.
“Salary” includes:

1. Wages or Salary: ‘Salary’ is generally used in respect of payment for services of a higher
class, whereas ‘wages’ is confined to the earnings of labourers. However, for income-tax
purposes there is no difference between salary and wages.



Unit 7: Income under the Head Salaries

S

10.

11.

12.

Annuity is annual grant made by the employer to the employee.
Pension is a periodical payment for past services.

Gratuity is a lump sum payment for past services.

Fees and Commission: It is a remuneration to encourage employees.

Perquisites: These include all benefits and amenities provided by the employer to the
employee, either in cash or kind.

Profit in lieu of or in addition to salary or wages.
Advance of Salary.

Any payment received by an employee in respect of any period of leave not availed of by
him.

Taxable Portion of Annual Accretion: Where the employee is a member of a Recognised
Provident Fund, the amount contributed by the employer in this fund in excess of
12 per cent of the salary of the employee and interest credited on the amount of the fund
in excess of the prescribed rate of interest is to be included in the salary income.

Taxable Portion of Transferred Balance: When an unrecognised provident fund is
recognised for the first time, the balance in the unrecognised provident fund is known as
“Transferred balance”. The employer’s share (contribution in unrecognised provident
fund and interest on employer’s share) is included in the salary income for income-tax
purposes at the time of such transfer.

The contribution made by the Central Government in the previous year, the account of
any employee under a pension scheme referred to in Section 80CCD.

Advance salary is taxable on receipt basis in the previous year in which it is received.
The recipient can, however, claim relief under Section 89(1) read with Rule 21A.

Arrears salary is taxable on receipt basis subject to the fact that it has not been taxed
on accrual basis earlier. The recipient can claim relief in terms of Section 89(1) read
with Rule 21A.

Encashment of leave salary (before retirement) is taxable on receipt basis but relief
can be claimed under Section 89(1). However, such salary received at the time of
retirement is exempt subject to Section 10(10AA).

Pension received by a person from the employer after his retirement is taxed as
salary. The pension can be either uncommuted or commuted. Commuted pensions
received by government employees are wholly exempt under Section 10(10A). In
case of non-Government employees, commuted value of one-third of pension which
he is normally entitled to receive is exempt from tax if the employee receives
gratuity. In other cases, one-half of commuted value of pension is exempt.

Instalments re-paid under Additional Emoluments (C.D.) Act, 1974 are taxable as
arrear of salary in the previous year in which the same are received. However, relief
under Section 89(1) can be claimed.

Notes
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Self Assessment

Fill in the blanks:

L is the remuneration received by or accruing to an individual,
periodically, for service rendered as a result of an express or implied contract.

2. The salary received by a partner from his partnership firm carrying on a business is not
chargeable as.......................

3. is confined to the earnings of labourers.

4. is annual grant made by the employer to the employee.

7.2 Basis of Charge of Salary

As per Section 15, the income chargeable to income tax under the head salaries would include:

1.  Any salary due to an employee from an employer or a former employer during the
previous year irrespective of the fact whether it is paid or not.

2. Any salary paid or allowed to the employee during the previous year by or on behalf of
an employer, or former employer, would be taxable under this head even though such
amounts are not due to him during the accounting year.

3. Arrears of salary paid or allowed to the employee during the previous year by or on
behalf of an employer or a former employer would be chargeable to tax during the
previous year in cases where such arrears were not charged to tax in any earlier year.

JAN

Caution However it would not include:

1.  Any salary paid in advance and included in the total income of any person for any
previous year, shall not be included again in the total income of the person when the
salary becomes due.

2. Any salary, bonus, commission or remuneration, by whatever name called, due to,
or received by, a partner of a firm from the firm shall not be regarded as “salary” for
the purposes of this section.

Section 17 of the Act gives an inclusive definition of salary. Broadly, it includes:

1.  Basic salary

2. Fees, Commission and Bonus

3. Taxable value of cash allowances
4. Taxable value of perquisites

5. Retirement Benefits

Although, all the components of salary income are included in salary, there are certain incomes
in each of these categories, which are either fully exempt or exempt upto a certain limit. The
aggregate of the above incomes, after the exemption(s) available, if any, is known as ‘Gross
Salary’. From the ‘Gross Salary’, the following three deductions are allowed under Section 16 of
the Act to arrive at the figure of Net Salary:

1. Standard deduction - Section 16 (i)
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2. Deduction for entertainment allowance — Section 16 (ii) Notes

3. Deduction on account of any sum paid towards tax on employment — Section 16(iii).

=
Task Identify key words and ingredients for an income to be considered as salary under
the Act.

7.2.1 Due Basis of Taxation

The basis of taxation of income from salary is normally on ‘due’ basis. Thus, salary due to an
employee is taxable regardless of the fact whether he actually receives it or not. Exceptions to
this rule are of cases where salary is received in advance by an employee which is chargeable to
tax as and when it is received although the salary is not due to him.

But in order to ensure that there is no double taxation of the same item of income in the hands
of the same employee, the explanation to Section 15 specifically provides that where an item of
a salary income received by an employee in advance is taxed as and when it is received, it shall
not again be charged to tax when it becomes due to the assessee. In order to attract liability to tax
under this head, it is not essential that the employee, who is liable to tax under this head, must
receive salary from his present employer.

' Example: Rama is an employee of Tara Pvt. Ltd. getting a salary of ¥ 40,000 per month
which becomes due on the last day of the month but is paid on the 7th of next month. Salary for
which months will be taxable for AY 2013-14?

Solution: The salary for the months of April 2012 to March 2013 will be taxable for the Assessment
Year 2013-14 because salary for April 2012 will be due on 30th April, 2012 (i.e. within the same
month).

' Example: Mr. Y is an employee of Y Ltd. His salary is ¥ 25,000 per month. Salary becomes
due on last day of each month. In March, 2013, he received salary of April and May in Advance.
Compute taxable amount for AY 2013-14 and AY 2014-15.

Solution: Taxable Salary for AY 2013-14 (PY 2012-13):
Salary for the months of April, 2012 to March, 2013 will be taxable on due basis.

Salary for the month of April 2013 and May, 2014 will also be taxable on receipt basis. It will not
be taxable then in AY 2014-15 on receipt basis.

Thus, taxable salary for AY 2013-14 =% 25,000x12 + % 25,000x2 =% 3,50,000
Taxable Salary for AY 2014-15 (PY 2013-14):

Salary for the month of June, 2014 to March, 2015 will only be taxable on due basis. Salary for
April and May 2014 will not be taxable as that has already been taxed on receipt basis in the
AY 2013-14.

Thus, taxable salary for AY 2014-15 = 25,000x10 = 2, 50,000
7.2.2 Employer and Employee Relationship

The salary of an employee is a separate source, distinct from other classes of income. The basis
of liability under the head salaries is the employer-employee relationship. Before charging the
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particular income received by a person under this head, care must be taken to ensure that there
exists such a relationship of employer and employee between the recipient and the payer of the
income. The payments chargeable under the head salaries must be made between the persons
who are in the relationship of employer and employee. Therefore, the amount received by an
individual shall be treated as salary only if the relationship between payer and payee is of an
employer and employee or master and servant. Employer may be an individual, firm, and
association of persons, company, corporation, Central Government, State Government, public
body or a local authority. Likewise, employer may be operating in India or abroad. The employee
may be full time employee or part-time employee.

The question whether a particular person receives the income in his capacity as an employee or
not has to be decided from the facts of each case.

Let’s examine the following cases, whether payments are chargeable under head salaries;

1.  The professor of university would be receiving income by way of monthly salary from
the university which is chargeable to tax under this head. But this does not mean that
every item of income received by the employee from his employer would be taxable
under this head. Thus, income by way of examinership fees received by a professor from
the same university in which he is employed would not be chargeable to tax under this
head but must be taxed as Income from other sources under Section 56. This is because of
the fact that the essential condition that the income in question must be received for
services rendered in the ordinary course of employment would not be fulfilled in the case
of examinership fees.

2. A director of a company may, in some cases, be an employee of a company where there is
a specific contract of employment between him and the company. The fact that the same
person has dual capacity in his relationship with the company does not mean that he
cannot be taxed under this head. Every item of income arising to such a director who is
also an employee of the company (e.g. a managing director or other whole-time director)
by virtue of his employment would be taxable as his income from salary. Thus, income by
way of remuneration received by a managing director would be taxable as his salary
income whereas the income received by him as director’s fees in his capacity as director
for attending the meetings of the Board would be assessable under the head “Income from
other sources”.

3. An official liquidator appointed by the Court or by the Central Government would also
become an employee of the Central Government under Section 448 of the Companies Act,
1956 and consequently the remuneration due to him would also be assessable under the
head ‘Salaries’.

4. Remuneration received by a manager of a company even if he is wrongly designated as a
director or by any other name would be chargeable to tax under this head regardless of the
fact that the amount is payable to him monthly or is calculated at a certain percentage of
the company’s profits.

5. Salary paid to a partner by a firm is nothing but appropriation of profits. Any salary,
bonus, commission, or remuneration by whatever name called due to or received by
partner of a firm shall not be regarded as salary but has to be charged as income from
business. It is because of the fact that the relationship between the firm and its partner is
not of employer and employee.

6.  According to a circular of the Board dated 22-5-1967, the salary received by a person as
Member of Parliament will not be chargeable to income-tax under the head “Salaries” but
as “Income from other sources” because a Member of Parliament is not an employee of the
Government but only an elected representative of the people.
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7. The income received by a treasurer of a bank would be taxable as his salary income if the Notes
treasurer is an employee of the bank. If he does not happen to be an employee, the income
received by him would be taxable as “Income from other sources”. For this purpose, the
question whether in a particular case the treasurer is an employee or not has to be decided
on the basis of the facts and circumstances of each case having due regard to his powers,
responsibilities and functions.

8. Income derived by any person from carrying on a profession or vocation must be taxed as
business income and not as salary income because employment is different from profession.

But, if an employee receives any money from his employer as part of the terms of employment
for not carrying on any profession, such income must be taxed as salary income. For instance,
the allowance given by employer to a doctor employed by him for not carrying on a profession
in addition to the employment would be income arising from employment in accordance with
the terms and conditions of such employment and must, therefore, be taxed as salary income. If
an employee gets money from persons other than his employer and if such money is not in any
way related to the contract of services with the employer under whom he is working, the
receipts, if taxable as income, must be assessed under the head “Income from other sources”.

However, gratuity, bonus, commission or other items of payment made by the employer without
any specific stipulation in the contract of employment to this effect, would still be taxable as
salary, because they are paid by the employer for the services rendered by the employee. The
fact is that such payments are voluntary and in certain circumstances may qualify for exemption
from income-tax in the hands of the employee, would not affect the income being computed
under the head salary.

RN’

L)
Did u know? Salary Received from Former Employer
Even salaries received by an employee from former employer(s) for services rendered
would be chargeable to tax under this head. Hence, the fact that the employee in question
is not an employee under the person from whom the money is received at the time of its
receipt is irrelevant. Arrears of salaries are chargeable to tax as the income of the year in
which such arrears are received if they are not charged to tax at the time of becoming due.

7.2.3 Other Points for Consideration for Taxability of Salary

The following points should be kept in mind while computing Income under the Salaries:

1. Any lump sum amount paid to an employee by his employer in commutation, reduction
or substitution of salary, pension or other type of income from employment is nevertheless
taxable as income from salary in the year in which such payment falls due or is received by
the employee, whichever is earlier. Section 200 of the Companies Act totally prohibits any
company from paying tax-free remuneration to any of its employees.

2. For purposes of computing the income taxable under this head, the gross salary due to the
employee should be taken as the basis. Thus, any tax deducted at source or other deductions
on account of provident fund, insurance premium, or on any other account made by the
employer from the salary income, should be added to the net salary received by the
employee. The fact that some of the deductions like provident fund or insurance premium
may qualify for any deduction from gross total income in the personal assessment of the
employee, does not, in any way, affect the quantum of salary due to the employee.

3. Any salary voluntarily surrendered by the employee on or after 1- 4-1961 to the Central
Government under the provisions of the Voluntary Surrender of Salaries (Exemption
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from Taxation Act), 1961, would not be treated as income taxable in the hands of the
employee. In all other cases, the salary foregone voluntarily or otherwise surrendered by
the employee would still be chargeable to tax although the employee may not receive that
income. No tax exemption is available for surrender of salaries for the simple reason that
the amount surrendered constitutes merely an application of income which is immaterial
for the purpose of taxing the employee.

If the foregoing or surrender of salary represents a donation for charitable purpose, the
employee may qualify for deduction from gross total income under Section 80G of the
Act. However, salary foregone before it becomes due cannot be taxed. Further, where in
reality there is no agreement to pay any salary, the apparent foregoing of a fictional salary
would not attract tax.

Where a person, out of missionary spirit, agrees to work as principal in an institution
without accepting any salary from the institution, and in the school accounts his salary is
shown as an item of expenditure, while the same amount is entered in the receipts as a
donation by the management in a separate cash book meant for exclusive use for the
management only, these entries are book entries only and no money is actually paid to
him; hence, taking into consideration the special circumstances of the case, the fictional
salary would not be taxable.

Salary is taxable even if the money is not received or could not be recovered from the
employer due to his insolvency or any other reason. The expenses, if any, incurred by the
employee to take legal proceedings against his employer for its recovery would not also
are allowed as a deduction from the income assessable in his hands. This is because of the
fact that the actual receipt of the income is immaterial for purpose of its taxation.

It is immaterial whether the employer is Government or a private employer. Further, the
salary may be paid by a foreign Government to its employees serving in India, and this
salary is taxable under the head “Salaries”.

The leave salary paid to the legal heirs of the deceased employee in respect of privilege
leave standing to the credit of such employee at the time of his/her death is not taxable as
salary. It is an ex-gratia payment on compassionate grounds in the nature of gift. Thus, the
payment is not in the nature of a salary.

Caselet Salary and Grade System in India

n employee may be entitled to receive salary in grade system in India. Under this
system, the normal annual increments to be given to the employee are already
fixed in the grade. If an employee joins the service on 1.6.2009 and is placed in the

grade of 10,000-1,000-15,000-2,000-25,000 then his salary from 1.6.2009 will be 10,000 p.m.
and thereafter his salary will be 11,000 p.m. w.e.f. 31.5.2010 until it reaches 15,000 after
which it will increase annually by 2,000 until it reaches 25,000. After that, employee will
be placed in another grade.

In certain cases, employee joins in the grade at a salary in between the grade, in that case
his salary will annually increase in the aforesaid manner the only difference would be that
his initial salary would be a different amount than the start of the grade.

A joins the service in the grade of 10,000-1000-15,000-2,000-25,000 on 1.8.2009 at a salary of
13,000. Compute taxable salary for AY 2013-14.

Contd...
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Computation of his Taxable Salary for Previous Year 2012-13 (1-4-2012 to 31-3-2013) will Notes
be computed under grade system as:

Salary from 1.8.2009 to 31.7.2010: 13,000 p.m.

Salary from 1.8.2010 to 31.7.2011: 14,000 p.m.

Salary from 1.8.2011 to 31.7.2012: 15,000 p.m.

Salary from 1.8.2012 to 31.7.2013: 17,000 p.m.

Salary for Previous year 2012-13 will be divided into two parts:
Salary from 1.4.2012 to 31.7.2012 = 15,000 x 4 = 60,000

Salary from 1.8.2012 to 31.3.2013 = 17,000 x 8 = 1,36,000

Total Salary for P.Y. 2012-13 = 1,96,000

Self Assessment

State whether the following statements are true or false:
5. The basis of taxation of income from salary is normally on ‘due’ basis.

6.  Inorder to attract liability to tax under the head salary, it is not essential that the employee,
who is liable to tax under this head, must receive salary from his present employer.

7. The salary of an employee is a separate source which is not distinct from other classes of
income.
8. Salaries received by an employee from former employer(s) for services rendered would

not be chargeable to tax under the head salaries.

7.3 Allowances

An allowance is defined as a fixed amount of money given periodically in addition to the salary
for the purpose of meeting some specific requirements connected with the service rendered by
the employee or by way of compensation for some unusual conditions of employment. It is
taxable on due or accrued basis whether it is paid in addition to the salary or in lieu thereon.
Thus allowances are generally taxable and are to be included in gross salary unless specific
exemption is provided in respect of such allowance. For the purpose of tax treatment, we divide
these allowances into three categories:

° Fully taxable cash allowances
° Partially exempt cash allowances
° Fully exempt cash allowances

The three categories of allowances are briefly explained as follows:
7.3.1 Fully Taxable Allowances

This category includes all the allowances, which are fully taxable. So, if an allowance is not
partially exempt or fully exempt, it gets included in this category.
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The allowances which are fully taxable in the hands of employee are:

1.

10.

Dearness Allowance, Additional Dearness Allowance and Dearness Pay: This is a very
common allowance these days on account of high prices. Sometimes Additional Dearness
Allowance is also given. It is included in the income from salary and is taxable in full.
Sometimes it is given under the terms of employment and sometimes without it. When it
is given under the terms of employment it is included in salary for purposes of determining
the exemption limits of house rent allowance, recognised provident fund, gratuity and
value of rent free house and is also taken into account for the purposes of retirement
benefits. Sometimes dearness allowance is given as ‘Dearness Pay’. It means that it is
being given under the terms of employment.

Fixed Medical Allowance: Medical allowance is fully taxable even if some expenditure has
actually been incurred for medical treatment of employee or family.

Tiffin Allowance: 1t is a fully taxable allowance. It is given to employees for lunch as
coupons or added as part of salary.

Servant Allowance: It is fully taxable even if it is given to a low paid employee, not being
an officer, i.e., it is taxable for all categories of employees.

Non-practicing Allowance: It is generally given to those medical doctors who are in
government service and they are banned from doing private practice. It is to compensate
them for this ban. It is fully taxable.

Hill Allowance: 1t is given to employees working in hilly areas on account of high cost of
living in hilly areas as compared to plains. It is fully taxable, if the place is located at less
than 1,000 meters height from sea level.

Warden Allowance and Proctor Allowance: These allowances are given in educational
institutions for working as Warden of the hostel and/or working as Proctor in the
institution. These allowances are fully taxable.

Deputation Allowance: When an employee is sent from his permanent place of service to
some other place or institution or organisation on deputation for a temporary period, he
is given this allowance. It is fully taxable.

Overtime Allowance: When an employee works for extra hours over and above his normal
hours of duty he is given overtime allowance as extra wages. It is fully taxable.

Other Allowances: Other allowances like Family allowance, Project allowance, Marriage
allowance, City Compensatory allowance, Dinner allowance, Telephone allowance etc.
These are fully taxable.

7.3.2 Partially Exempt Allowances

This category includes allowances which are exempt upto certain limit. For certain allowances,

exemption is dependent on amount of allowance spent for the purpose for which it was received

and for other allowances, there is a fixed limit of exemption.

1.

House Rent Allowance (HRA): House Rent Allowance (HRA) is generally paid as component
of salary package. This allowance is given by an employer to an employee to meet the cost
of renting an accommodation. Section 10(13A) of the Income Tax Act provides for exemption
of HRA based on certain rules. In order to claim HRA exemption, the following basic
conditions should be met:

B3 Assessee should be staying in a rented accommodation.
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> The house should not be owned by him or his spouse Notes
> Assessee should be paying the rent.

Exemption limit in HRA: Minimum of the following three is exempt:

1. Actual HRA received

2. Rent paid minus 10% of Salary

3. 50% of salary if you live in Mumbai, Delhi, Kolkata or Chennai, otherwise 40% of

Salary

Caution Here Salary means Basic Salary + Dearness Allowance + Commission based on a
fixed percentage of turnover achieved by employee. Most of the private sector companies
don’t have the last two components in the salary package.

An employee can claim exemption on his HRA under the Income Tax Act if he stays in a
rented house and is in receipt of HRA from his employer. In order to claim the deduction,
an employee must actually pay rent for the house which he occupies.

The rented premises must not be owned by him. In case one stays in an own house,
nothing is deductible and the entire amount of HRA received is subject to tax.

' Example: Anurag has a Basic Salary of ¥ 30,000 per month. For the year 2012-13 he
received HRA amounting to ¥ 10,000 per month. He paid rent worth ¥ 8,000 per month. His
House is located in Chennai. In this case the HRA exemption that can be claimed by Anurag is:

Solution:

Minimum of following will be exempt,

1. HRA actually received: ¥ 1,20,000

2. Rent less 10% of Salary: ¥ 96,000 — (10% of 3,60,000): T 60,000

3. 50% of Salary: % 1,80,000

Working Notes:

Actual HRA received = 10,000 x 12 =% 1,20,000

Salary = 30,000 x 12 = 3,60,000. No DA and Commission details given.
Rent Paid = 8,000 x 12 = 96,000

Thus % 60,000 HRA is exempt and balance ¥ 60,000 HRA is taxable.

' Example: Ankush is entitled to a basic salary of % 5,000 per month and a DA of ¥ 1,000 per
month, 40% of which forms part of retirement benefit. He is also entitled for House Rent
Allowance of ¥ 2,000 per month. He actually pays ¥ 2,000 per month as rent of the house in Delhi.

Solution:

In this example the exemption limit for HRA can be calculated as:
Salary (5,000 x 12) = 60,000

DA (40% of 12,000) = 4800

Total Salary for computation of HRA = 64800
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Now minimum of the three amounts shall be exempt from tax:

1. Actual HRA received 24,000
2. Rent Paid minus 10% of salary ( 24,000 — 6480) 17,520
3. 50% of Salary 32,400

Therefore ¥ 17,520 shall be HRA exempt and the balance 6480 shall be included in total gross
salary.

2. Entertainment Allowance (EA): In case of Entertainment allowance an assessee will not
get any exemption but would be eligible for deduction under section 16(ii) from gross
salary. The deduction is allowed to government employees only; Non- Government
employees will not be eligible for this deduction. The entire amount of entertainment
allowance will be added to gross salary.

The minimum of the following shall be available as deduction in case of Government
employees:

(@) Actual amount of entertainment allowance received during the year
(b) 20% of his salary exclusive of any allowance, benefit or other perquisites.

(©  5,000.

JAN

Caution In order to determine amount of entertainment allowance deductible from salary,
the following points need consideration:

° For this purpose “salary” excludes any allowance, benefit or other perquisites.

° Amount actually expended towards entertainment (out of entertainment allowance
received) is not taken into consideration.

° In the case of a non-Governmental employee (including employees of statutory
corporation and local authority), entertainment allowances is not deductible, and
are completely chargeable to tax.

' Example: Ram who is an employee of AP government gets a salary of ¥ 5,00,000 per
annum. He gets a sum of ¥ 15,000 annually as entertainment allowance. The Actual expense
incurred by him on entertainment is ¥ 12,000.

Solution:

In this case as Ram is a government employee, he is exempted from EA. Such exemption is
calculated as under.

The least of the following is exempted:

1.  Actual amount of entertainment allowance received during the year 15,000
2. 20% of his salary (20% of 5,00,000) 1,00,000
3. The amount of 5,000

Therefore in the above case the minimum out of the above three is ¥ 5,000 and u/s 16(ii) this
amount will be the exempted amount of EA.
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Notes

I Entertainment Allowance I

v

v

Central/State Govt. l Non-Govt. Employee I
Employee
v Fully taxable |

Least of the following

is exempt from tax

=+ ¥ 5,000

= 20% of salary

= Actual entertainment
allowance received.

Source: http://www.incometaxmanagement.com/Pages/Graphical-ITax/Entertainment-Allowance-
Salary.html

JAN

Caution Entertainment allowance first included in the salary income under the head of
Salaries and after that dedication is provided as per above limit.

3. Special Allowances for Meeting Official Expenditure: These allowances are specifically
granted to meet expenses wholly and exclusively incurred in the performance of official
duty. These are exempt to the extent such expenses are actually incurred or the amount
received whichever is less. These allowances are Travelling allowance, Daily allowance,
Helper allowance, Academic allowance, Uniform allowance etc.

4. Special Allowances to Meet Personal Expenses: There are certain allowances given to the
employees for specific personal purposes and the amount of exemption is fixed i.e. not
dependent on actual expenditure incurred in this regard. These allowances include:

(a)  Children Education Allowance: This allowance is exempt to the extent of ¥ 100 per
month per child for maximum of 2 children.

(b)  Children Hostel Allowance: Any allowance granted to an employee to meet the hostel
expenditure on his child is exempt to the extent of ¥ 300 per month per child for
maximum of 2 children.

(¢)  Transport Allowance: This allowance is generally given to government employees to
compensate the cost incurred in commuting between place of residence and place of
work. An amount upto % 800 per month paid is exempt. However, in case of blind
and orthopaedically handicapped persons, it is exempt up to T 1,600 p.m.

(d)  Out of Station Allowance: An allowance granted to an employee working in a transport
system to meet his personal expenses in performance of his duty in the course of
running of such transport from one place to another is exempt upto 70% of such
allowance or % 6,000 per month, whichever is less.

7.3.3 Fully Exempt Allowances

Some of the allowances which are fully exempted from tax in hands of employee are:

1. Foreign Allowance: This allowance is usually paid by the government to its employees
being Indian citizen posted out of India for rendering services abroad. It is fully exempt
from tax.
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2. Allowance to High Court and Supreme Court Judges of whatever nature are exempt from
tax.
3. Allowances from UNO organisation to its employees are fully exempt from tax

' Example: From the following particulars, compute gross salary of Mr. X for the assessment
year 2013-14. He is employed in textile industry in Mumbai at a monthly salary of % 4,000. He is
entitled to commission of 1% on sales achieved by him, which were ¥ 10 lakh for the year.

In addition, he received the following allowances from the employer during the previous year:

1.  Dearness Allowance % 2,000 per month which is granted under terms of employment and

counted for retirement benefits.

2. Bonus ¥ 32,000

W

per month)

Entertainment Allowance % 1,000 per month
Children Education Allowance ¥ 500 per month
Transport Allowance ¥ 1,000 per month
Medical Allowance ¥ 500 per month

Servant Allowance ¥ 200 per month

L ® N o e

City Compensatory Allowance % 300 per month
10. Research Allowance % 500 per month (amount spent on research I 3,000)

Solution:

Computation of Income from Salary of Mr. X for the Assessment Year 2013-14.

Basic Salary

Dearness Allowance

Commission

Bonus

House Rent Allowance

(% 1,000 x 12 - Amount exempts X 6,200)*
Entertainment Allowance

Children Education Allowance

(500 x 12 - Amount exempt< 100 x 2 x 12)
Transport Allowance

(% 1,000 x 12 - Amount exempt < 800 x 12)
Medical Allowance (fully taxable)

Servant Allowance (fully taxable)

City Compensatory Allowance (fully taxable)
Research Allowance

(%500 x 12— Amount exempt % 3,000)

House Rent Allowance ¥ 1,000 per month (Rent paid for house in Mumbai ¥ 1,200

48,000
24,000
10,000
32,000

5,800
12,000

3,600

2,400

6,000

2,400

3,600

3,000
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Gross Salary: 1,52,800 Notes
* Amount of HRA exempt is least of 3 amounts

(@) 50% of Salary (Basic Salary + DA granted under terms of employment + Commission
based on percentage of turnover — % 48,000 + ¥ 24,000 + % 10,000 = ¥ 82,000) = % 41,000

(b)  Actual HRA received: ¥ 1000 x 12 =% 12, 000
(0) Rent paid (% 1200 x 12) — 10% of Salary (% 82,000) ¥ 14,400 — X 8,200 = % 6,200

2

Task Classify these allowances into the following three categories:

Project allowance, Out of station allowance, Dearness allowance, Servant allowance, Hostel
allowance, Uniform allowance, Dress allowance, Marriage allowance, Foreign allowance,
overtime allowance:

1.  Fully taxable allowances
2. Partially exempt allowances
3. Fully exempt allowances

Self Assessment

Fill in the blanks:

9. is defined as a fixed amount of money given periodically in
addition to the salary for the purpose of meeting some specific requirements connected
with the service rendered by the employee or by way of compensation for some unusual
conditions of employment.

10.  Allowances are generally taxable and are to be included in ........................... unless
specific exemption is provided in respect of such allowance.

11, is a very common allowance these days on account of high prices.

120 is given to employees for lunch as coupons or added as part of salary.

7.4 Perquisites

Perquisites are defined as any casual emolument or benefit attached to an office or position in
addition to salary or wages. It denotes something that benefits a man by going into his pocket;
it does not cover mere re-imbursement of necessary disbursements. Such benefits are normally
given in kind but should be capable of being measurable in money terms. Perquisites are
taxable and included in gross salary only if they are (i) allowed by an employer to an employee,
(ii) Allowed during the continuation of employment, (iii) directly dependent on service,
(iv) resulting in the nature of personal advantage to the employee and (v) derived by virtue of
employer’s authority.

As per Section 17 (2) of the Act, perquisites include:
1.  Value of rent free accommodation provided to the employee by the employer.

2. Value of concession in the matter of rent in respect of accommodation provided to the
employee by his employer.
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3. Value of any benefit or amenity granted free of cost or at a concessional rate in any of the
following cases:

(@) by a company to an employee who is a director there of
(b) by a company to an employee who has substantial interest in the company

(0 by any employer to an employee who is neither a director, nor has substantial
interest in the company, but his monetary emoluments under the head ‘Salaries’
exceeds ¥ 50,000.

4. Any sum paid by the employer towards any obligation of the employee.
5. Any sum payable by employer to affect an assurance on the life of assessee.
6.  The value of any other fringe benefit given to the employee as may be prescribed.

For tax purposes, perquisites specified under Section 17(2) of the Act may be classified as follows:

1. Perquisites that are taxable in case of every employee, whether specified or not.
2. Perquisites that is taxable in case of specified employees only.
3. Perquisites those are exempt from tax for all employees.

AN
Did u know? The term “Perquisite” is defined by section 17(2) as follows:

1. the value of rent-free accommodation provided to the assessee by his employer;

2. the value of any concession in the matter of rent respecting any accommodation
provided to the assessee by his employer;

Explanation 1: For the purposes of this sub-clause, concession in the matter of rent shall be
deemed to have been provided if:

(@) in a case where an unfurnished accommodation is provided by any employer other than
the Central Government or any State Government and —

(i) the accommodation is owned by the employer, the value of the accommodation
determined at the specified rate in respect of the period during which the said
accommodation was occupied by the assessee during the previous year, exceeds the
rent recoverable from, or payable by, the assessee;

(ii) the accommodation is taken on lease or rent by the employer, the value of the
accommodation being the actual amount of lease rental paid or payable by the
employer or fifteen per cent of salary, whichever is lower, in respect of the period
during which the said accommodation was occupied by the assessee during the
previous year, exceeds the rent recoverable from, or payable by, the assessee;

(b) in a case where a furnished accommodation is provided by the Central Government or
any State Government, the licence fee determined by the Central Government or any State
Government in respect of the accommodation in accordance with the rules framed by such
Government as increased by the value of furniture and fixtures in respect of the period
during which the said accommodation was occupied by the assessee during the previous
year, exceeds the aggregate of the rent recoverable from, or payable by, the assessee and
any charges paid or payable for the furniture and fixtures by the assessee;

(¢) in a case where a furnished accommodation is provided by an employer other than the
Central Government or any State Government and —

(i) the accommodation is owned by the employer, the value of the accommodation
determined under sub-clause (i) of clause (a) as increased by the value of the furniture
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and fixtures in respect of the period during which the said accommodation was Notes
occupied by the assessee during the previous year, exceeds the rent recoverable
from, or payable by, the assessee;

(ii) the accommodation is taken on lease or rent by the employer, the value of the
accommodation determined under sub-clause (ii) of clause (a) as increased by the
value of the furniture and fixtures in respect of the period during which the said
accommodation was occupied by the assessee during the previous year, exceeds the
rent recoverable from, or payable by, the assessee;

(d) in a case where the accommodation is provided by the employer in a hotel (except where
the assessee is provided such accommodation for a period not exceeding in aggregate
fifteen days on his transfer from one place to another), the value of the accommodation
determined at the rate of twenty-four per cent of salary paid or payable for the previous
year or the actual charges paid or payable to such hotel, whichever is lower, for the period
during which such accommodation is provided, exceeds the rent recoverable from, or
payable by, the assessee.

Explanation 2: For the purposes of this sub-clause, value of furniture and fixture shall be ten per
cent per annum of the cost of furniture (including television sets, radio sets, refrigerators, other
household appliances, air-conditioning plant or equipment or other similar appliances or gadgets)
or if such furniture is hired from a third party, the actual hire charges payable for the same as
reduced by any charges paid or payable for the same by the assessee during the previous year.

Explanation 3: For the purposes of this sub-clause, “salary” includes the pay, allowances, bonus
or commission payable monthly or otherwise or any monetary payment, by whatever name
called, from one or more employers, as the case may be, but does not include the following,
namely:

(@) dearness allowance or dearness pay unless it enters into the computation of superannuation
or retirement benefits of the employee concerned;

(b) employer’s contribution to the provident fund account of the employee;

(c)  allowances which are exempted from the payment of tax;

(d) value of the perquisites specified in this clause;

(e) any payment or expenditure specifically excluded under the proviso to this clause.]
Explanation 4: For the purposes of this sub-clause, “specified rate” shall be —

(i) fifteen per cent of salary in cities having population exceeding twenty-five lakhs as per
2001 census;

(ii) ten per cent of salary in cities having population exceeding ten lakhs but not exceeding
twenty-five lakhs as per 2001 census; and

(iii) seven and one-half per cent of salary in any other place;

(iv) the value of any benefit or amenity granted or provided free of cost or at concessional rate
in any of the following cases:

(@) by a company to an employee who is a director thereof;

(b) by a company to an employee being a person who has a substantial interest in the
company;

(©) by any employer (including a company) to an employee to whom the provisions of
paragraphs (a) and (b) of this sub-clause do not apply and whose income under the
head “Salaries” (whether due from, or paid or allowed by, one or more employers),
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exclusive of the value of all benefits or amenities not provided for by way of

monetary payment, exceeds fifty thousand rupees

AN

Caution For the removal of doubts, it is hereby declared that the use of any vehicle provided
by a company or an employer for journey by the assessee from his residence to his office
or other place of work, or from such office or place to his residence, shall not be regarded
as a benefit or amenity granted or provided to him free of cost or at concessional rate for

the purposes of this sub-clause;

V)

(vi)

(vii)

any sum paid by the employer in respect of any obligation which, but for such payment,
would have been payable by the assessee;

any sum payable by the employer, whether directly or through a fund, other than a
recognised provident fund or an approved superannuation fund or a Deposit-linked
Insurance Fund established under section 3G of the Coal Mines Provident Fund and
Miscellaneous Provisions Act, 1948 (46 of 1948), or, as the case may be, section 6C of the
Employees’ Provident Funds and Miscellaneous Provisions Act, 1952 (19 of 1952)], to effect
an assurance on the life of the assessee or to effect a contract for an annuity;

the value of any specified security or sweat equity shares allotted or transferred, directly
or indirectly, by the employer, or former employer, free of cost or at concessional rate to
the assessee.

=74|

Notes For the purposes of this sub-clause:

(@)

(b)

©

(d)  “fair market value” means the value determined in accordance with the method as

(e)

“specified security” means the securities as defined in clause (h) of section 2 of the
Securities Contracts (Regulation) Act, 1956 (42 of 1956) and, where employees’ stock
option has been granted under any plan or scheme therefor, includes the securities
offered under such plan or scheme;

“sweat equity shares” means equity shares issued by a company to its employees or
directors at a discount or for consideration other than cash for providing know-how
or making available rights in the nature of intellectual property rights or value
additions, by whatever name called;

the value of any specified security or sweat equity shares shall be the fair market
value of the specified security or sweat equity shares, as the case may be, on the date
on which the option is exercised by the assessee as reduced by the amount actually
paid by, or recovered from, the assessee in respect of such security or shares;

may be prescribed;

“option” means a right but not an obligation granted to an employee to apply for
the specified security or sweat equity shares at a predetermined price;

(viii) the amount of any contribution to an approved superannuation fund by the employer in

respect of the assessee, to the extent it exceeds one lakh rupees; and the value of any other
fringe benefit or amenity as may be prescribed:

Provided that nothing in this clause shall apply to:

(i)  the value of any medical treatment provided to an employee or any member of his
family in any hospital maintained by the employer;
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(ii) any sum paid by the employer in respect of any expenditure actually incurred by the Notes
employee on his medical treatment or treatment of any member of his family:

(a) in any hospital maintained by the Government or any local authority or any
other hospital approved by the Government for the purposes of medical
treatment of its employees;

(b)  in respect of the prescribed diseases or ailments, in any hospital approved by
the Chief Commissioner having regard to the prescribed guidelines:

Provided that, in a case falling in sub-clause (b), the employee shall attach with his
return of income a certificate from the hospital specifying the disease or ailment for
which medical treatment was required and the receipt for the amount paid to the
hospital;

(iii) any portion of the premium paid by an employer in relation to an employee, to
effect or to keep in force an insurance on the health of such employee under any
scheme approved by the Central Government or the Insurance Regulatory and
Development Authority established under sub-section (1) of section 3 of the Insurance
Regulatory and Development Authority Act, 1999 (41 of 1999),] for the purposes of
clause (ib) of sub-section (1) of section 36

(iv) any sum paid by the employer in respect of any premium paid by the employee to
effect or to keep in force an insurance on his health or the health of any member of
his family under any scheme approved by the Central Government or the Insurance
Regulatory and Development Authority established under sub-section (1) of section
3 of the Insurance Regulatory and Development Authority Act, 1999 (41 of 1999), for
the purposes of section 80D

(v) any sum paid by the employer in respect of any expenditure actually incurred by the
employee on his medical treatment or treatment of any member of his family [other
than the treatment referred to in clauses (i) and (ii)]; so, however, that such sum does
not exceed fifteen thousand rupees in the previous year;

(vi) any expenditure incurred by the employer on:

(a) medical treatment of the employee, or any member of the family of such
employee, outside India;

(b) travel and stay abroad of the employee or any member of the family of such
employee for medical treatment;

(c) travel and stay abroad of one attendant who accompanies the patient in
connection with such treatment, subject to the condition that—

* the expenditure on medical treatment and stay abroad shall be excluded
from perquisite only to the extent permitted by the Reserve Bank of
India; and

* the expenditure on travel shall be excluded from perquisite only in the

case of an employee whose gross total income, as computed before
including therein the said expenditure, does not exceed two lakh rupees;

(vii) any sum paid by the employer in respect of any expenditure actually incurred by the
employee for any of the purposes specified in clause (vi) subject to the conditions
specified in or under that clause:

Provided further that for the assessment year beginning on the 1st day of April,
2002, nothing contained in this clause shall apply to any employee whose income
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under the head “Salaries” (whether due from, or paid or allowed by, one or more
employers) exclusive of the value of all perquisites not provided for by way of
monetary payment, does not exceed one lakh rupees.

Explanation: For the purposes of clause (2):
(i)  “hospital” includes a dispensary or a clinic or a nursing home;

(i) “family”, in relation to an individual, shall have the same meaning as in clause (5) of
section 10; and

(iii) “gross total income” shall have the same meaning as in clause (5) of section 80B;
Self Assessment

Fill in the blanks:

13, includes all benefits and amenities provided by the employer to
the employee in addition to salary and wages either in cash or in kind which are convertible
into money.

14, means the securities as defined in clause (h) of section 2 of the Securities
Contracts (Regulation) Act, 1956 (42 of 1956) and, where employees’ stock option has been
granted under any plan or scheme therefor, includes the securities offered under such plan
or scheme.

15, means the value determined in accordance with the method as may

16, means a right but not an obligation granted to an employee to
apply for the specified security or sweat equity shares at a predetermined price.

7.5 Types of Perquisites

Perquisites are broadly categorised into tax-free perquisites, taxable perquisites and perquisites
taxable under specified cases. Let us now discuss each one of these in detail.

7.5.1 Tax-free Perquisites

The value of the following perquisites is not to be included in the salary income of an employee:
1. Medical facilities: It includes the following:

(@) The value of any Medical facility provided to an employee or his family member in
any hospitals, clinics, etc. maintained by the employer.

(b) Reimbursement of expenditure actually incurred by the employee on medical
treatment for self or for his family members in any hospitals, dispensaries etc.
maintained by the Government or local authority or in a hospital approved under
the Central Health Scheme or any similar scheme of the state Government or in a
hospital, approved by the chief commissioner having regard to the prescribed
guidelines for the purposes of medical treatment of the prescribed diseases or
ailments.

(¢)  Group medical insurance obtained by the employer for his employees (including
family members of the employees) or all medical insurance payments made
directly or reimbursement of insurance premium to such employees who take such
insurance.
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(d) Reimbursement of medical expenses actually incurred by the employee upto a Notes
maximum of ¥ 15,000 in the aggregate in a year, in a private hospital for his and his
family.

(e)  Any expenditure incurred or paid by the employer on the medical treatment of the
employee or any family member of the employee outside India, the travel and stay
abroad of such employee or any family member of such employee or any travel or
stay abroad of one attendant who accompanies the patient in connection with such
treatment will not be included in perquisites of the employee.

AN

Caution However, the travel expenditure shall be excluded from the perquisites only
when the employee’s gross total income as computed before including the said expenditure
does not exceed two lakh rupees and further to such conditions and limits as the Board
may prescribe having regard to guidelines, if any, issued by the Reserve Bank of India.

Refreshment: The value of refreshment provided by the employer during office hours and
in office premises is fully exempt. Free Meals provided by the employer during working
or business hours or through paid non-transferable (usable only at eating joints) voucher
if its value thereof in either case does not exceed % 50 will not be treated as income of the
employee.

—]]

Notes Free meals provided by the employer during working hours in a remote area or an
offshore installation shall be fully exempt.

Subsidized lunch or dinner provided by employer: With effect from assessment year
1996-97, expenditure incurred by employer on provision of food or beverages to employees
either inside or outside the place of work during working hours upto ¥ 35 per day per
employee will not be treated as income of the employee provided the amount is paid by
the employer directly to the caterer, restaurant, eating place, canteen, etc.

Recreational facilities: The value of recreational facilities provided is exempt. However,
the facility should not be restricted to a selected few.

Telephone facility: Telephone facility provided at the residence of the employee is exempt
to the extent of the amount of telephone bills paid by the employer when it is used for
official and personal purposes of the employee.

The value of transport: The value of transport provided by the employer to the employees
as a group (and not to any individual or a few employees alone) from their place of
residence to the place of work and back in the case of an employer engaged in the business
of carriage of goods or passengers, to his employees either free of charge or at a concessional
rate. Also from the assessment year 1990-91, conveyance facility provided for the journey
between office and residence and back at free of charge or at concessional rate.

Personal accident insurance: Payment of annual premium by employer on personal accident
policy affected by him to his employee.

Refresher course: Where the employee attends any refresher course in management and
the fees are paid by the employer, the amount spent by employer for the purpose.

Free rations: The value of free rations given to the armed forces personnel.

Family planning: The amount spent by an employer on the promotion of family planning
amongst its employees.
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11.

12.

13.

14.

15.
16.
17.

18.
19.
20.

21.
22.
23.

24.
25.

26.

27.

28.

Sale of an asset (being a movable asset but other than car, electronic items) or gift of such
asset to an employee after using the same by the employer for 10 years or more is a
perquisite in the hands of employee.

Perquisites to Government employees being citizens of India, posted abroad.

Rent-free house to High Court Judges [High Court Judges (Conditions of Service) Act,
1954].

Rent-free house to Supreme Court Judges [Supreme Court Judges (Conditions of Service)
Act, 1958].

Conveyance facility to High Court and Supreme Court judges.
Privilege passes and privilege ticket orders granted by Railways to its employees.

Sum payable by an employer through a Recognised Provident Fund or an Approved
Superannuation Fund or Deposit-linked Insurance Fund established under the Coal Mines
Provident Fund or the Employees” Provident Fund.

Sum payable by an employer to pension or deferred annuity scheme.
Employer’s contribution to staff group insurance scheme.

Actual travelling expenses paid/reimbursed by the employer for journeys undertaken by
employees for business purposes.

Leave travel concession exempt as per provision of Section 10.
Free holiday trips to non-specified employees.

Rent-free furnished residence (including maintenance thereof) provided to an Officer of
Parliament, a Union Ministry and a leader of opposition in Parliament.

Goods sold to employees, by their employer, at concessional rates.

The value of any benefit provided by a company free of cost or at a concessional rate to its
employees by way of allotment of shares, debentures or warrants directly or indirectly
under the Employees’ Stock Option Plan or Scheme of the said company.

Free educational facility to the children of the employee in an educational institute owned
or maintained by the employer if cost of such education or value of such benefit does not
exceed 1,000/- per month per child.

Interest free loan to an employee if the amount of loan does not exceed 20,000/- or if loan
is provided for specified diseases.

Computer or laptops (provided only for use, ownership is retained by the employer).

AN

Caution One cannot be said to allow a perquisite to an employee if the employee has no
right to the same. It cannot apply to contingent payment to which the employee has no
right till the contingency occurs.

7.5.2 Taxable Perquisites (In all Cases)

The value of the following perquisites is added to the salary income of the employee:

1.

Value of rent-free residential accommodation provided to the assessee (except to the
Judge of a High Court or Supreme Court; an Officer of Parliament, a Union Minister and
a leader of opposition in Parliament).
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2. Value of any concession in the matter of rent in respect of residential accommodation Notes
provided to the assessee.

3. Sum paid by the employer (directly or indirectly) for affecting an assurance on the life of
the employee or for providing an annuity. If the amount is paid to a recognised provident
fund or an approved superannuation fund, or to a deposit linked insurance fund established
under the Coal Mines Provident Fund Act or Employees” Provident Fund Act, the sum so
paid is not to be included in the salary income.

4. Sum paid by the employer in respect of any obligation of the assessee, which would
otherwise have been payable by the assessee. Some of the examples of such expenses are
as follows:

a)  Income-tax paid by the employer due from the employee.
b)  Payment of club bills, club subscription or hotel bills of the employee.

c¢)  Fees paid by the employer directly to the school or reimbursement of tuition fees of
the children of the employee.

d) Payment of any loan due to the employee.

5. The value of any specified security or sweat equity shares allotted or transferred, directly
or indirectly, by the employer, or former employer, free of cost or at concessional rate to
the assessee.

6.  The amount of any contribution to an approved superannuation fund by the employer in
respect of the assessee, to the extent it exceeds one lakh rupees.

7. The value of any other fringe benefit or amenity as may be prescribed.

' Example: Some other examples of taxable perquisites are as follows:

a Any reward awarded. For instance, a professional jockey receives present from his
y p ] Yy P
employer on winning the race.

(b) Any legal charges incurred by the employer to save or defend the employee. For
instance, if an employee knocks down a pedestrian during the course of employment
or otherwise while driving the company’s car due to his negligence and, to defend
his case in the court, the employer incurs heavy expenses, the amount spent by him
on this account would represent a perquisite. It is likely that the actual expenditure
incurred by the employer might be much larger than what the employee himself
would have done if he were to take up the proceedings himself. Even in such cases,
the perquisite chargeable to tax would be the entire amount spent by the employer
and not only a portion thereof which the employee would have spent if he had
himself taken up the legal proceedings in the court. Thus, the cost of legal defence of
a criminal charge or civil litigation expenses incurred by the employer on behalf of
the employee even in his own interest for the purpose of retaining the services of
the employee would be taxable as perquisite.

7.5.3 Perquisites Taxable only in the Cases of Specified Employees

The value of certain benefit or amenity granted or provided free of cost or at a concessional rate
in any of the following cases only shall be included in the salary income:

(@) by a company to an employee who is director thereof
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(b)

(©

by a company concern to an employee, being a person who has a substantial interest in the
company concern, i.e., employee is the beneficial owner of at least 20 per cent of the equity
shares of that company or is entitled to at least 20 per cent share is profit of the concern;

an employee whose income chargeable under head salaries (exclusive of the value of all
benefits or amenities not provided by way of monetary payments) excess 50,000, is a
specified employed.

' Example: Some of the examples of such perquisite which are included in the salary
income of a specified employee as defined above are:

a. Free boarding facility provided by employer.

b.  Free conveyance for private use.

C. Free education facility to the family members of employee.

d.  Holiday trips at employer’s cost.

e. Gas, electricity or water supplied free for household consumption.
f. Wages of domestic servants paid by employer.

g.  Free lunches or dinners.

AN

Caution From 1.4.1990 the use of any vehicle provided by a company or an employer for
journey by the assessee from his residence to his office or other place of work, or from
such office or place to his residence, shall not be regarded as a benefit or amenity granted
or provided to him free of cost or at concessional rate for the purpose of computation of

perquisite.

Self Assessment

State whether the following statements are true or false:

17.

18.

19.
20.

Medical facility provided to an employee or his family member in any hospitals, clinics,
etc. maintained by the employer are not included in salary of a person for taxation of
perquisites.

Free meals provided by the employer during working hours in a remote area or an
offshore installation shall be fully exempt.

The value of recreational facilities provided is not exempt.

Telephone facility provided at the residence of the employee is exempt to the extent of the
amount of telephone bills paid by the employer when it is used for official and personal
purposes of the employee.

7.6 Valuation of Perquisites

The perquisites which are taxable in the hands of employees are valued in accordance with the
provisions laid down under the Income Tax Rule 3. These benefits can be provided to the
employee or member of his household.
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Thus, the basic principles governing valuation of perquisites are as follows: Notes

1.  The valuation is done on the basis of their value to the employee and not the employer’s
cost for providing the same.

2. The value of perquisite is included in the salary income only if the perquisite is actually
provided to the employee.

3. Perquisite which is not actually enjoyed by the employee (though the terms of employment
provide for the same) cannot be valued and taxed in the employee’s hands. Therefore,
where the employee waives his right of perquisite, he cannot be taxed thereon.

The valuation of various perquisites is done as follows:

1. Valuation of the Perquisite of Rent Free Accommodation: For purpose of valuation of the
perquisite of unfurnished accommodation, all employees are divided into two categories:

a)  Central Govt. & State Government employees, and
b)  Others.

For employees of the Central and State governments the value of perquisite shall be equal
to the licence fee charged for such accommodation as reduced by the rent actually paid by
the employee.

Example: Mr. X, a Senior Officer in Delhi administration draws ¥ 20,000 per month as
basic salary. The government has provided him with a rent free unfurnished flat whose market
rent is ¥ 3,000 per month, though as per government rules, its licence fees is fixed at ¥ 700
per month. Determine the value of perquisite