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Editorial:
Dear Esteemed Readers,
This edition of knowledgeware covers important rulings reported in the last month of the fiscal year
2017-18.
Amongst the important rulings the Honorable Supreme Court gave its ruling on some aspects of the
controversial issue of disallowance of expenditure relating to tax exempt income under Section 14A
read with Rule 8D in the case of Maxopp Investments Limited. The spate of recent decisions in
Maxopp, Godrej & Boyce and Essar Technologies Limited has dealt with some of the facets of the
vexed issue. The Apex court in Maxopp discarded the test of dominant intention and held that
provisions of Section 14A apply irrespective of whether investment in shares is made to gain control
of the investee company or shares are held as stock-in-trade. The apex court held that where the
shares are held as stock-in-trade by an assessee, when exempt dividend is received, the expenditure
(other than purchase or sale of shares) incurred for earning business profits will have to be
apportioned and only that expenditure which is incurred in relation to earning tax exempt dividend
income can be disallowed u/s 14A read with Rule 8D. The Apex Court also seems to have accepted
the position that disallowance cannot exceed exempt income because that position was taken by
the Department in the cases before it.
The Apex Court also held that the AO is required to record proper satisfaction, having regard to the
nature and kind of business of the assessee, on why the claim of the assessee as to the quantum of
suo motu disallowance is not correct.
In this edition we have also covered rulings on the issues of deduction of tax at source from the
foreign remittances for services which do not make available technical information, knowledge etc.
and therefore do not fall within FTS, aggregation of royalty with other international transactions of
import of raw material and intra group services charge for the purpose of benchmarking the
transaction price and the inappropriate determination of arm’s length price of royalty at nil by the
Transfer Pricing Officer etc.
The Back to Basic section is on Special deductions for payments made by the assessee to prescribed
government programmes and funds under Section 35. The deductions are granted to give impetus to
the government initiatives like skill development, rural development, agricultural extension projects
etc. undertaken to address the current socio economic needs and give effect to the policies framed
in that regard. The Back to Basics section also covers deductions available under Section 35 D, DD,
DDA, DDE. The provisions allow amortization of expenditure incurred by the assessee which
otherwise would have been treated as capital expenditure not eligible for depreciation and would
have simply gone down the drain without any relief.
The special feature is on the recently introduced amendments in the US Tax code. The amendments
are in the light of the initiatives undertaken globally to prevent Base Erosion and Profit Shifting due
to interaction of different tax rules and aggressive tax planning structures. However, the drastic
reduction in tax rate is likely to trigger, globally, a race to the bottom tax rate on mobile tax base.
The US tax code amendment has added a new category of income that a U.S. shareholder of a
Controlled Foreign Corporation (CFC) must include in his gross income called the ‘global intangible
low taxed income’ (GILTI). The US tax law modifies/ introduces, inter alia, many provisions applicable
to cross border transactions. This includes tax rate cuts for individuals, “pass through” businesses as
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well as corporations, limitation of interest deductibility, base erosion rules, minimum tax concept on
payment to related foreign entities, exemption from overseas dividends and deemed repatriation of
existing overseas earnings and profits, etc. These changes will have far reaching implications, both in
US as well as overseas subsidiaries of US corporations. Though tax rates for certain companies in
India has been reduced to 25%, it is high time to rethink about Indian tax strategy including funding
options for Indian entities, debt infusion, transfer pricing and supply chain policies, consolidation as
well as repatriation options.
As always, we look forward to your feedback and comments which would enable us to further
enhance the content of the newsletter.
We wish you a Happy fiscal new year and Happy Reading!
Happy Reading!
Yours Sincerely,
Knowledgeware Team
B. K. Khare & Co.
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ARTICLES:

Income from business or profession: Special deductions- Part II
Introduction
In the last issue of Knowledgeware, we discussed the deductions available to an assessee u/ss 35
(expenditure on scientific research), 35A (capital expenditure available on acquisition of a copyright
or patent), 35AB (expenditure on know-how),s. 35ABB (expenditure for obtaining licence to operate
telecom services, 35ABA (expenditure for obtaining right to use spectrum for telecom services and
s.35AC (expenditure to obtain eligible products or schemes), 35AD (deduction of capital expenditure
incurred in respect of certain businesses).
In this issue of Knowledgeware we carry forward this discussion and deal with deductions available
for certain expenditure u/ss.35CCA (programmes related to rural development), s.35CCC
(agricultural extension)s.35CCD (skill development), s.35D (preliminary expenses), s. 35DD
(amalgamation or demerger), s.35DDA (voluntary retirement scheme) and s.35E (prospecting for
minerals).
S.35CCA (programmes related to rural development)
This section grants a deduction to an assessee for the expenditure incurred by it by way of
payment to:
i.

an association or institution for carrying out an approved programme of rural development;
or, for training of personnel for carrying out such a programme; or,

ii.

a notified rural development fund set up by the Central Government;
or
st
w.e.f. 1 April, 1996, a payment made to the National Urban Poverty Eradication Fund set
up and notified by the Central Government.

iii.

Rule 6AAA prescribes the authority and approves programmes, institutions and associations for this
purpose. Payments made on or after 1st March 1983 must be for a building or other structure to be
used for dispensary, school, training center, workshop etc., laying of road, boring of a well or tube
well and such work commenced before the aforesaid date. If the payment relates to training of
personnel, approval by the prescribed authority must have been granted before 1st March 1983 and
training too started before the aforesaid date.
A deduction once granted cannot be withdrawn on the ground that the institution to whom the
donation was made is not traceable or that it is not carrying out rural development work [CIT. v.
Chotatingrai 258 ITR 529 (SC)]. Similarly, an assessment reopened on the ground of withdrawal of
approval with retrospective effect to the institution concerned would be invalid [ Pressman
Advertising v. CIT 208 ITR 768(Cal); Ramdas v.UOI 241 ITR 437 (Bom); Jai Kumar v. CIT 251 ITR 707
(Cal)].For the withdrawal of approval can only be prospective and not retrospective [CIT v. Bachraj
232 ITR 290].
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If donation is to an approved association, but the assessee does not possess any business income,
he can, on fulfillment of certain conditions, still claim the deduction u/s 80GGA.
S.35CCC (agricultural extension) and S. 35CCD (skill development):
S.35CCC and s.35CCD were introduced by the Finance Act of 2012 with effect from 1st April 2013.
These provisions allow for deductions of 150 %( only 100% w.e.f. the assessment year 2021-22) on
expenditure on notified projects of agricultural extension and skill development respectively. The
deduction u/s 35CCD is applicable to corporate assessees only. In the case of both the provisions,
the project has to be notified by the Board in accordance with prescribed guidelines. Further an
expenditure allowed as a deduction under either of these two provisions cannot be allowed again
under any other provision of the Act.
Rules 6AAD and AAE stipulate the conditions which the agricultural extension project must fulfill in
order to be eligible for deduction. Amongst other conditions, the project in order to be eligible for
deduction, must be undertaken by the assessee for training, education and guidance of farmers, and
be approved by the Ministry of Agriculture. The expected expenditure must exceed Rs 25 lakhs,
excluding the cost of land and building. The notifying authority to whom the application is made
after obtaining the approval of the Ministry of Agriculture is the CBDT. If the latter finds the
application correct and complete, it will within one month of receipt of the application issue a
notification in this regard. Under rule 6AAE the assessee is expected to maintain separate books of
accounts for the project and get the same audited by a qualified accountant as defined in the
Explanation below s.288. Both under s. 35CCC and 35CCD, only the net expenditure, that is the gross
expenditure less the amount received from the beneficiary, is eligible for deduction.
The salient features for approval of a skill development project are stipulated in Rules 6AAF,6AAG
and 6AAH. These stipulate inter alia that:
i.
ii.
iii.

iv.

the company must be engaged in manufacturing activity (other than the production of
alcohol and tobacco products) or provision of services, as specified under rule 6AAH;
the project must be undertaken by an institute set up by the Central or State government or
a local authority or be affiliated to the National or State Council for Vocational Training.
The Central Board of Direct Taxes is the notifying authority. It shall issue the notification on
the recommendations of the National Skills Development Agency, the nodal agency for
processing applications.
The stipulation for maintenance of separate books of account and having the same audited
apply mutatis mutandis to companies seeking deduction under s.35CCD as they do to
assessees claiming deduction u/s 35CCC.
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S.35D- Amortization of certain preliminary expenses
This section allows amortization of certain preliminary expenses incurred by the assessee for
purposes of his business. But for this provision, such expenditure would have to be disallowed
because it would have been incurred prior to the setting up of business, and if incurred after the
setting up of business, it would for the most part be held to be in the nature of capital expenditure.
The only exception to this rule is expenditure incurred in connection with the issue of debentures for
public subscription in respect of an existing business. The expenditure qualifying for deduction is
amortised over five assessment years, beginning with the year of commencement of business; or if
the business is already in existence, beginning with the year in which the extension of business is
completed or the new unit commences commercial production.
The qualifying expenditure is exhaustively listed u/s 35D(2) and includes inter alia expenditure on
preparation of a feasibility or market report, conduct of market survey performance of engineering
services related to the business, provided such expenditure is incurred by the assessee himself or an
approved body. Additionally, expenditure on legal charges in connection with the setting up or
conduct of business is eligible for deduction. In the case of a company so also is the expenditure on
drafting and printing of the Memorandum and Articles of Association, registration of the company,
issue of shares or debentures for public subscription (underwriting commission, brokerage and
printing, drafting, typing and advertisement of the prospectus).
The list of expenditure eligible for deduction is specified u/s 35D(2) and this list has been held to be
exhaustive[CIT v. Ennar Steel and Alloy Pvt. Ltd 261 ITR v. 347(Mad)]. In the case of shares or
debentures for public issue capital expenditure can also qualify for deduction provided it is covered
by s.35D(c)(iv) [ Autolite India v. CIT 264 ITR 117 (Raj)]. The section does not cover assessees
engaged in providing advisory services or not involved in running an undertaking [CIT v. Gillette
Group India Ltd. 315 ITR 179 (Del)]. Fees paid for amendment of the Articles of Association so as to
allow enhancement of share capital is eligible for deduction u/s 35D(2)(c)(iv)[Multi Metals v. CIT 188
ITR151(Raj)]. Increase in paid up capital of the company, unrelated to the issue of shares for public
issue for expansion of business or extension of an existing undertaking is not eligible for deduction [
CIT v. Sakthi Finance 256 ITR 488 (Mad)]. Stamp duty paid for public issue of debentures qualifies for
deduction u/s 35D (2) (c) (iii) [CIT v. Mahindra Ugine 250 ITR 84(Bom)]. In Madras Fertilisers v. CIT
209 ITR 174,198 (Mad), the Madras High Court held that expenditure carried out on advertisement
and sales promotion could fall within the purview of the phrase “conducting market survey or any
other survey necessary for business.” u/s 35D (2)(a)(iii), but expenditure by way of depreciation or
warehousing would not qualify for deduction under this provision. An assessee engaged in the
business of plying trucks has been held not to be eligible for deduction under this section because he
does not run an industrial undertaking [ Agrocargo v. CIT 224 ITR 90 (Mad)]. Neither is an assessee
who carries out a study to improve the profitability of his core business. It has been held that the
expression “a market survey or other survey” does not cover this activity; it is also not capital in
nature [CIT v. Majestic Auto 310 ITR 90 (P&H)]. Circular no 52 dt 19th March, 1991 categorically
asserts that expenditure on issue of debentures also qualifies for deduction u/s 37. Like all Board
circulars, this is binding on the Assessing officer [CIT v. Thirani Chemicals 290 ITR 196 (Del)].
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Expenditure on issue of shares can be netted off against interest income arising from such funds
lying in the bank; S.35D would be applicable to the balance [ CIT v. Neha Proteins 306 ITR 102 (Raj)].
U/s 35D (3), the deduction is limited to 2-1/2% of cost of the project; or in the case of an Indian
company, at the option of the assessee, 2-1/2% of the cost of the project or capital employed. The
latter comprises share capital, debentures and long term borrowings. It has been held that the term
share capital does not include amounts lying to the credit of the share premium account [Berger
Paints v. CIT 292 ITR 658(Del); principle now reaffirmed by the SC in Berger Paints v. CIT civil appeal
no.2162 of 2007].
The term “long term borrowings” means funds borrowed from the Government, IFCI, ICICI or any
other approved financial institution, banking institution etc. The expression ‘long term’ is not
defined under sub clause (i) of clause(c) of the Explanation to s 35D (3). Thus if the loan or borrowing
is from one of the specified institutions listed under of the aforesaid provision, it would qualify for
being considered as part of long term borrowing and would enter into the computation of capital
employed [ CIT v. Core Healthcare 308 ITR 263 (Guj)]. In contrast under sub- clause (ii) of the
aforesaid provision, a loan taken from abroad for purchase of plant and machinery would only
qualify as long term borrowing if its repayment is spread over at least seven years.
S. 35DD- Amortization of capital expenditure on amalgamation or demerger
This section, allows a deduction in five equal installments to Indian companies incurring capital
expenditure on amalgamation or demerger on or after 1st April, 1999. The deduction commences
from the year in which such amalgamation or demerger takes place and is applicable only to capital
expenditure. An amount allowed as deduction under this provision cannot be claimed again under
any other provision of the Act.
S.35DDA- Amortization of expenditure under a voluntary retirement scheme
S.35DDA- effective from the assessment year 2002-03, expenditure incurred as an ex-gratia
payment to an employee under a voluntary retirement scheme is allowed as a deduction in five
equal instalments beginning with the year in which the payment is made. Such payments are
normally made in addition to other terminal benefits due to him as gratuity, pension, leave
encashment etc. In the case of merger, demerger, amalgamation, succession of a firm or a
proprietorship by a company the unabsorbed allowance is allowed to the successor concern over the
remaining period of amortisation, beginning with the year following the year in which such
succession takes place.
S. 35E- Deduction for expenditure on prospecting etc. for certain minerals
S.35E provides for a deduction for expenditure incurred on or after 1st April, 1970, on prospecting for
and extraction or production of certain minerals specified in the 7th schedule. The eligible
expenditure should have been incurred either in the year of commercial production or any of the
four previous years. It is amortised over ten years beginning with the year in which commercial
production begins. The provision is applicable only to the net expenditure incurred by Indian
companies or non-corporate resident assessees. The benefit is not lost on amalgamation or
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demerger involving Indian companies. The benefit of unamortized expenditure of the amalgamating
company is transferred to the amalgamated company. In the case of demerger such benefit passes
on to the resulting company as though no demerger had taken place. Non corporate assessees are
required to have their accounts audited for the year in which the amortization is claimed and submit
an audit report in form 3AE.
Conclusion
As we have seen, special deductions give effect to the economic policies of the Government and
often detract from the basic principles of income taxation. At times they allow deductions for
expenditure incurred prior to the relevant previous year for which income is being computed. Some
provisions allow deduction for capital expenditure; and sometimes the deduction allowed is greater
than the expenditure incurred. While the Government is the best judge of which industry or type of
expenditure needs to be promoted, the Income-tax Act is not always the right instrument for
conferring such subsidies. Both the Government as well as the assessees would perhaps be better
served through direct subsidies than special deductions under the Income-tax Act. This is because
the latter violates the important principle of tax neutrality which stipulates that a person should be
taxed on a figure of income which as close as possible to his commercial income. But there can
always be more than one opinion on these complex issues.
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Tax Controversy
US Tax reform - Understanding the impact on Indian economy
The US Congress has approved and President Trump has signed a massive tax reform bill on 22
December 2017. The US tax law modifies/ introduces, inter alia, many provisions applicable to cross
border transactions. These include tax rate cuts for individuals, modified computation mechanism
for “pass through” businesses as well as corporations, limitation of interest deductibility, base
erosion rules, minimum tax concept on payment to related foreign entities, exemption from
overseas dividends and deemed repatriation of existing overseas earnings and profits, etc. These
changes will have far reaching implications, both in US as well as overseas subsidiaries of US
corporations. Some of the principal changes of the US Tax Reforms relevant to US parent companies
of Indian subsidiaries and Indian parent companies of US subsidiaries having cross border
transactions/operations in USA are summarized below:
A. Reforms relevant to outbound investments from India
B. Reforms relevant to inbound investments into India.
Though tax rates for certain companies in India has been reduced to 25%, it is high time to rethink
about Indian tax strategy including funding options for Indian entities, debt infusion, transfer pricing
and supply chain policies, consolidation as well as repatriation options.
A. Reforms relevant to outbound investments from India:
1. Corporate tax rate reduction: The US Tax Reforms reduces the general corporate tax rate
from 35 percent to 21 percent for tax years beginning after 31 December 2017. .
2. Modification of Net Operating Losses (NOLs) deductions – Under prior laws, NOLs generally
had a carry back period of 2 year and a carry forward period of 20 years.
The Act eliminates the carry back period and makes the carry forward period indefinite.
However, the amount of NOL deduction allowed would be limited to 80 percent of taxable
income without regard to the NOL deduction. Special rules apply to certain farming and
insurance losses.
3. Repeal of Alternate Minimum Tax (AMT) – The US Tax Reforms repeals the corporate
alternative minimum tax for tax years beginning after 31 December 2017. The tax payers can
use the existing AMT credit to offset their regular tax liability for first 4 years and thereafter
claim refund subject to certain limits.
4. Limitation on deductibility of business interest expense- Under prior laws, interest accrued
or paid by a US corporation is deductible in the computation of total income.
The US Tax Reforms places a limitation on the deductibility of interest expense by a US
corporation at business income plus 30% of its EBITDA for taxable years through 2021 and
30% of EBIT thereafter. The excess interest so disallowed can be carried forward indefinitely
to subsequent years.
5. Repeal of provisions allowing deduction of income attributable to domestic production
activities – Under prior laws, Section 199 deduction provides tax break of 9% for businesses
that perform domestic manufacturing and certain other production activities.
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The US Tax Reforms repeals the section 199 deduction, effective for tax years after 31
December 2017.
6. Modified tax treatment of certain self-created property - Under the new Act, gain or loss
arising from the sale, exchange, or other disposition of a self-created patent, invention,
model or design, secret formula or process, are no longer treated as the sale of a capital
asset. This provision is effective for dispositions after 31 December 2017.
7. Accounting methods for small taxpayers –
The US Tax Reforms expands the scope of eligible taxpayers who may use the cash method
of accounting. Taxpayers whose three-year average annual gross receipts are $25 million or
less can use THE cash method. Such businesses are permitted to use THE cash method of
accounting even if the business has inventory and can further treat inventory as nonincidental materials and supplies or conform to its financial accounting treatment. The
producers or resellers with average annual gross receipts of $25 million or less (based on the
prior three tax years) are fully exempt from the uniform capitalization rules. This exemption
would apply to real and personal property for both resellers and manufacturers.
Impact for India and points to consider
The most significant impact of the proposals is that a corporate tax rate of 21% will make US
a far more attractive destination for foreign investments with competitive tax structure. The
reduction in tax rates may prompt multinational companies to relocate their operations back
to US and also relook at the profits made in India as the higher rate would add to their tax
burden. Any efforts to reduce profits of Indian operations will require re-consideration of
transfer pricing policies.
Increased Valuations of US business: It is likely that one would expect increased outbound
investments from India into US as well as increased acquisitions of US businesses. However,
one may need to factor in the impact of changes relating to use of NOLs, deferred taxes,
other tax attributes like foreign tax credit, amortization period etc.
Cash outflow for startups: The startup businesses may face cash tax outflow despite of
having NOL’s.
Risk analysis: The new residency test viz. Place of Effective Management (POEM) could pose
higher risk for outbound structures of Indian companies. If the conditions and criteria under
POEM get attracted , the foreign subsidiaries of an Indian Company could be treated as tax
residents of India and taxed on their global income (subject to availability of foreign tax
credit).Ordinarily, the tax authorities would not be very enthusiastic to scrutinize
subsidiaries’ tax returns which are residents in high tax jurisdictions as such scrutiny would
not be likely to result in significant incremental tax revenue, , post set off OF foreign tax
credit. The reduced rate of tax in US, would however trigger such action on the part of
Indian Tax Authorities to increase and deepen the scrutiny to avoid Indian tax base erosion.
Therefore, there is a greater need to review the POEM risk from control and management
perspective of US subsidiaries.
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Review of tax structures: In the past, tax planning around migration of Intellectual property
and shifting of high value functions to low tax jurisdictions was done considering high rates
in US. This often lead to high compliance cost, complex supply chain and operational risk and
quite a high degree of litigation risk. The lower tax rates and base erosion rules could lead to
unwinding of such structures and aligning the assets and resources back to the US. This may
be relevant particularly for the technology, pharmaceutical, contract manufacturing
companies.
Distributors- Since the corporate tax rates have reduced, the Indian Companies may want to
explore the option of considering having full risk Distributors in the US.
Role of Agents – Prior to the tax reforms, Indian taxpayers worked out strategies to avoid
constitution of economic nexus to the US on account of activities of their agents. Indian
Companies might want to reconsider the role, risk and authorities of agents in US
consequent to reduction of corporate tax rates.
Interest expense limitation- Indian investments in the US are commonly funded through debt
structures. Due to the limitation of interest expense deduction, Indian companies might
want to review the investment and debt structure. Debt push down strategies may have to
be reworked.
Interim period planning - Few US tax reforms may not be applicable to companies whose
fiscal year is different from 31 December 2017. Such companies shall consider the possible
planning avenues, though for a small period. These short term planning avenues could be on
account of corporate tax rate differential, AMT, NOL carry forward, section 199 deductions
etc.
The various changes affecting corporations will have corollary impacts on allowances and
uncertain tax benefits (FIN 48 liabilities) and will ultimately impact the effective tax rate. The
tax footnote disclosures included in annual financial statements of the enactment period will
have to provide sufficient information on the cumulative effect of the tax reform enactment.
B. Reforms relevant to inbound investments into India
1. Dividend received deduction (DRD) - The US Tax Reforms provides for a 100% dividend
received deduction in respect of receipt of the foreign sourced portion of dividends from
specified 10 percent owned foreign corporations by domestic corporations that are US
shareholders. No foreign tax credit or deduction is allowed for taxes paid or accrued with
respect to such dividend that qualifies for DRD.
2. Limitation of losses with respect to 10% owned foreign corporations – The cost of the
foreign stock with respect to which the DRD applies is reduced by the amount of any such
dividend, but only for the purposes of computing loss on sale or exchange of that stock.
3. Participation exemption system for taxation of foreign income – Under the previous laws,
US corporations were taxed on their global income subject to certain declarations. Further,
foreign tax credits were made available to offset such US taxes owed on such income,
thereby avoiding double taxation. To avail of this advantage, many multinational groups
used to park significant proportion of their overseas income in low taxed jurisdictions.
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The participation exemption system moves the US away from a worldwide tax system and
closer to a territorial tax system. The credit for underlying taxes paid by the foreign
subsidiaries has been repealed.
4. Taxation of deferred foreign income upon transition – In order to transition to the new
system, there will be one time deemed repatriation tax of the shareholder’s pro-rata share
of post 1986 foreign earnings which was undistributed and previously untaxed. The earnings
and profits for this purpose include those in cash or cash equivalent or the one which has
been reinvested in the foreign subsidiary’s business. The tax will be calculated at 15.5% for
cash and cash equivalents and balance at 8%. The US shareholder has been given an option
to defer the payment of this liability in instalments over a period of 8 years.
5. Base Erosion Anti-Abuse Tax (BEAT) on payments to Non-US corporations BEAT is a new form of an alternative minimum tax that applies to large multinational
corporations and is effective for tax years beginning after December 31, 2017.
The BEAT imposes a minimum tax on US Corporations on certain deductible payments made
to a foreign affiliate including royalties; management charges etc. but exclude cost of goods
sold. The BEAT provisions will apply where the average annual gross receipt exceeds USD
500 mn for the prior three year period. The US Corporation (other than a RIC,REIT or S
corporations) with excess base erosion payments for the taxable year have to pay a tax
equal to the excess of 10% of its taxable income (determined without regard to the
deductions attributable to base erosion payments) over its regular tax liability less certain
credits. The applicable rate is 5% for tax year beginning in 2018. Certain qualified payments
reimbursed at cost without a markup will be excluded from the purview of BEAT.
6. Treatment of Hybrid transactions – A hybrid transaction is any transaction, series of
transactions, agreement or instrument, one or more payments with respect to which are
treated as interest or royalties for federal income tax purposes and which are not so treated
for the purposes of the tax law or is subject to tax of the foreign country of which the
recipient is resident.
The Act denies the deduction for any disqualified related party amount paid pursuant to a
hybrid transaction or by or to a hybrid payment. A disqualified related party amount is any
interest or royalty paid or accrued to a related party to the extent that (1) there is no
corresponding inclusion to the related party under the tax law of the country of which such
related party is a resident for tax purposes, or (2) such related party is allowed a deduction
with respect to such amount under the law of such country.
7. Global intangible low taxed income (GILTI) –It is intended under the amended US tax code
to tax income of active Controlled Finance Corporation ( CFC)which is non Sub part F income
under the tax code. Income of CFC is subject to minimum US tax that was not taxed earlier
under US tax laws. Income is subjected to tax to the extent that such income exceeds a
notional 10% return on the CFC’s tangible property less any relevant third-party interest.
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U.S. Shareholder is liable to include pro-rata share of the Subpart F Income which can be
typically moved from one taxing jurisdiction to another. CFC’s Subpart F income consists of
passive income such as interest, dividends, annuities, gain from sale of property etc., and
Sales Income ( trading type where value addition is nil on the part of CFC) and Service
Income.
However, the US shareholder is allowed a deduction of 50% of GILTI from 2018 till 2025 and
the same will be reduced to 37.5% from 2026 onwards. Double tax relief is available for 80%
of the pool of foreign tax credits attributed to the GILTI income. This means that if the GILTI
foreign profits are subject to non-US tax at a minimum rate of 13.125%, no further US tax
will be paid under the GILTI provisions.
8. Research and Development expenditures – Under the Act, there is a substantial change in
the treatment of research and experimental and software development expense. The
specified research or experimental expenditure paid or incurred in tax year beginning 1st
January 2022 shall be capitalized and amortised over a period of 5 years. Specified research
and experimental expenditure attributable to research conducted outside US shall be
capitalized and amortised over a period of 15 years. Specified research and experimental
expenditures subject to capitalization include expenditures for software development.
Impact for India and points to consider









In view of the lowered corporate tax rates, US MNC’s might want to review the
operations and economic activity being carried out outside India. This review could assist
in tax optimization/realigning the activity carried out consequent to reduction in tax
rates in US. While doing so, the US MNCs should keep in mind whether the potential
increase in tax base in US could also increase the tax risks and related complexities. This
could result in significant changes in the transfer pricing policies adopted by US MNC in
remunerating the Indian subsidiaries.
The US MNCs might want to review their dividend policies in view of 100% deduction for
DRD and one time deemed repatriation tax.
US corporations having subsidiaries in India are increasingly considering migrating to a
Limited Liability Partnership (LLP) structure for their Indian operations. Profits
distributed by an Indian LLP do not attract Dividend Distribution Tax @ 20.36% resulting
in significant cost saving on profit repatriation.
The new BEAT would not be a withholding tax limited by tax treaties, since it is a
minimum tax on the US payer. The main intention behind its introduction is to backstop
and prevent further base erosion of US tax base. This additional exposure would compel
US MNCs to review the level of economic activity being carried out by offshore countries
including India, such as back-office operations, software development, financial services,
contract R&D, software development etc. Companies should also examine the
payments which would qualify for exclusions from BEAT because of specific exemptions
for cross recharges. This requires detailed examination of nature, purpose etc. of such
payments along with proper documentation.
India till date was an important jurisdiction for carrying out R&D work, both captive and
third party. Under the new Act, the R&D work carried outside and capitalized in US
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requires longer amortization and thus, may have impact on the profitability of US MNCs.
Therefore, US MNCs might want to examine the R&D work being outsourced to India.
Comments:
The above changes called in US would have far reaching impact on business operations carried out
by entities in India e.g, inter-company transactions like contract manufacturing, dividend payments,
captive service providers, intellectual property, interest payments, loss making companies, etc.
We have summarized below the key areas which could have implications on businesses in India on
account of various US tax reforms:
Operations/supply
chain/economic
Treasury
Financial Reporting
activity
 US as low tax  Debt
 Tax
accounting
geographyraising/placement
impact
Distributors,
consideration
 Deferred tax
Agencies,
 Impact on interest  Effective
date
 Impact of BEAT
deductibility
considerations
on
provisions
 Impact on financing
year end reporting
 Manufacturing
activity
 Ease of business for
incentive
 Impact on cash flows
small taxpayers
jurisdiction
 Fiscal
year
end  Impact
on
 Location of IP,
planning
profitability
and
substance,
risk,  Impact on cost of
ratings
people
services
 Consideration for  Effect on repatriation
contract
and cash planning
manufacturing/offs  M&A
transactions
horing of activity
impact/modelling

Other issues
 IP
jurisdiction
Strategy
 Entity structure
 Talent location and
mobility
 Impact on ROI
 Valuations
 Equity infusion and
ROI
 Capex strategy
 Location
of
intangible assets
and related cash
flows

It is important to understand and assess the impact which the changes could produce on business
models/ structures, cost of transactions and tax costs for both US or Indian MNC holding companies
or cross border transactions between the two entities.
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SUPREME COURT
Disallowance under Section 14A of the Income-tax Act is applicable even to strategic investments
and shares held as stock in trade
Right from its introduction, the issue of disallowance under section 14A of the Income tax Act
1961 has been a highly litigated one across various High Courts and Tribunals. The assessee,
depending on the facts in their respective cases have raised various contentions/ propositions
such as exclusion of strategic investments and shares held as stock in trade, no disallowance
where no exempt income was received, restriction of disallowance to the extent of exempt
income etc. Courts and Tribunals have often taken inconsistent and contradictory views which
has only multiplied litigation across the country, with the assesses adding their own factual
complexity to these inconsistent pronouncements. Special Benches of the Tribunal have been
constituted to bring some uniformity in respect of some of the issues.
As is well known, the trigger for introduction of s 14A was the decision of the Supreme Court in
the case of Rajasthan State Warehousing Corporation (242 ITR 450) in which it was held that, if
exempted income and taxable income are earned from one indivisible business, then, there
cannot be any apportionment of expenditure incurred for that business, between taxable and
exempt income.
In the case of GODREJ & BOYCE MANUFACTURING COMPANY LIMITED CIVIL APPEAL NO. 7020 OF
2011 wherein the Hon’ble Supreme Court held that Rule 8D notified u/s 14A operated
prospectively it also held that Rule 8D could be invoked only after the Assessing Officer (AO)
records his satisfaction that, from the accounts of the assessee placed before him, it was not
possible to verify the correctness of the claim of the assessee as to the amount of expenditure
actually incurred for earning exempt dividend income.

In ESSAR TELEHOLDINGS LTD (CIVIL APPEAL NO.2165 OF 2012) the Supreme Court once again held
that Rule 8D is prospective in operation and could not have been applied to any assessment year
prior to Assessment Year 2008-09.
In Walfort Shares & Stock Brokers (P) Ltd (326 ITR 1) the Supreme Court was concerned with
whether loss on sale of units as part of a dividend stripping exercise could be considered as
expenditure incurred to earn exempt dividend income. The Court held that such loss would not be in
the nature of ‘expenditure’ referred to in s 14A but it would be in the nature of a pay-back or a
return on investment. It held that ‘expenditure incurred’ referred to in s 14A would be of the type
allowable under sections 30 to 37 such as rent, taxes, salaries, interest etc. The Court further held
that for attracting disallowance u/s 14A there had to be a proximate cause for disallowance, which is
its relationship with the exempt income. It held that in the absence of such a proximate cause no
disallowance could be made u/s 14A.
Recently, the Hon’ble Supreme Court in a bunch of appeals covering various assessees’ i.e
Maxopp Investment Limited (Civil Appeal No 104-109 of 2015), State Bank of Patiala and Avon
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Cycles Limited (Civil Appeal No 1423 of 2015) had occasion to deal with some other aspects of s
14A. The propositions raised by assessee and the decisions of the Hon’ble Supreme Court are as
follows:
Disallowance under section 14A held to be applicable on Strategic Investments:
Facts: In case of Maxopp Investments the appellant had contended that investment in Max India
Limited was made with the intention of retaining controlling interest over the said company and
not with the motive of earning dividend; earning of dividend income was incidental to such
holding of the shares. The AO had disallowed expenditure under section 14A on such investment
which was upheld by the High Court
Supreme Court decision: The Hon’ble Supreme Court held that the dominant purpose for which
investment was made was not a relevant factor while computing disallowance u/s 14A. The Court
held once dividend is earned, which is exempt, expenditure incurred has to be apportioned
between taxable and exempt income anddisallowedunderSection14AoftheAct.
Our comments:
The purpose of making an investment has been held to be irrelevant for determining applicability
of s 14A. What the Court has considered relevant is the fact of earning exempt income. Once
such exempt income is earned, the theory of apportionment of expenditure would apply and
disallowance under section 14A would be attracted.
By implication, it could be argued that if no exempt income is earned during the year, no
apportionment is called for.
Disallowance towards Interest held to be applicable in case of mixed funds despite availability
of sufficient interest free funds:
Facts: In case of Avon Cycles Limited, the assessee contended that no disallowance for interest is
called for since it had sufficient interest free funds (in the form of share capital, reserves and
surplus) of Rs 113.61 crores, as compared to investments of Rs 16.32 crores and of Rs 21.04
crores at the commencement and end of the year respectively. The assessee in its computation
had made disallowance of Rs 13,95,095 towards direct expenditure relatable to exempt income.
AO recorded that the assessee had complicated and common flow of funds which was admitted
by the assessee. In view of commonality of funds’, it was difficult for the AO to identify which
funds have been used for what purpose. Accordingly, the AO applied provisions of Rule 8D and
disallowed Rs 38.34 Lakhs out of the interest expenditure under Rule 8D(ii) and Rs 9.34 Lakhs
under Rule 8D(iii). The CIT(A) deleted the addition made by the AO and disallowed only Rs 5 Lakh
on an ad-hoc basis under section 14A of the Act. The Tribunal, while reversing the decision of the
CIT(A), held that the funds utilized by the assessee were mixed funds and therefore computed
disallowance of interest expenditure at Rs 10.49 Lakhs as per Rule 8D(ii) (Tribunal noted AO had
made certain arithmetical errors while calculating disallowance). The disallowance under rule
8D(iii) made by the AO was also upheld. The disallowance so computed was held to be over and
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above the amount of disallowance towards direct expenditure of Rs 13.95 Lakhs made by
assessee in its return of income. The High Court held that no substantial question of law arose
because a finding of fact has been recorded that funds utilised by the assesse were from mixed
funds.
Supreme Court decision: The Hon’ble Supreme Court concurred with the decision of the High
Court and held that the principle of apportionment would be applicable.
Our comments: In the past various High Courts and Tribunal have held once it is established that
the assessee had demonstrated that it had sufficient interest free funds it could be presumed
that the investments were made out of such interest free funds and there is no need to verify the
actual fund flow. Similar proposition was also applied for computing disallowance under section
36(1)(iii). However, based on the ratio laid down by the Hon’ble Supreme Court in the above
decision, it would now appear that the assessee would have to demonstrate through fund flow
and entries in the bank book, use of interest- free funds for making investments. The
disallowance under section 14A and section 36(1)(iii) for interest would be computed
accordingly. More often than not this may be a challenging job unless a separate bank account is
operated exclusively for making investments into which interest-free funds are pooled. This may
not turn out to be a practical solution.
Netting of the Interest income with interest expenditure on loan towards specific purpose:
Facts: In the above decision of Avon Cycle Limited, while computing the amount of interest for
the purpose of disallowance under rule 8D(ii) the Tribunal had reduced the interest expenditure
towards term loan raised for specific purpose from the interest income. No further appeal had
been filed by the department. Since this issue was not before the Supreme Court it cannot be
said that the proposition has been tested in this decision of the Supreme Court.
Our comments: Even though the Hon’ble Supreme Court has not specifically dealt with the issue,
based on the facts and decision of the lower authorities, it could be contended that where there
is a direct nexus between specific borrowing and interest earned on investment of surplus funds
there from, interest income should be netted with interest expenditure while computing
disallowance under Rule 8D(ii) and similar argument could also be contended for disallowance
under section 36(1)(iii). However, for this purpose the assessee needs to demonstrate the
utilization of loan raised for specific purpose. Where direct nexus cannot be established this
argument may not be available.
Disallowance under section 14A restricted to exempt income:
Facts: The AO in both the cases i.e. in the case of Maxopp Investment as well State Bank of
Patiala had restricted the disallowance under section 14A to the extent of exempt income earned
by the respective assessee. In the case of State Bank of Patiala the CIT(A) invoking provisions of
section 251(1)(a) had enhanced the disallowance and held that the disallowance under section
14A was not required to be restricted to exempt income but the full amount of expenditure
incurred in relation to exempt income had to be disallowed under section 14A. The decision of
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CIT(A) was subsequently reversed by the Tribunal. The Hon’ble Apex Court held that the view of
CIT(A) was clearly untenable and was rightly set aside by the Tribunal.
Our comments: By dismissing the Revenue’s appeal and having rejected the action of the CIT(A)
of increasing the disallowance as aforesaid, it could be contended that the Supreme Court has
accepted that position in law and that therefore the issue has reached finality and the
disallowance under section 14A should be restricted to exempt income. Whether this
interpretation is in line with the rationale behind introduction of s 14A – not to allow deduction
for expenditure in relation to income, which if earned, would have been exempt from tax, is
debatable. It is worth noting that as per Rule 8D(2)(ii) the disallowance is to be computed taking
into account value of investments, income from which “does not or shall not form part of total
income”.
AO’s satisfaction required:
The Hon’ble Supreme Court has once again re-iterated the ratio that the AO needs to record his
satisfaction that having regard to the accounts of the assessee, disallowance under section 14A
made by the assessee was not correct and therefore the need to compute the apportionment
applying Rule 8D.
Expenditure only if it is in relation to exempt income:
The Hon’ble Supreme Court has held that disallowance under section 14A would be only where
there is direct and proximate connection between the expenditure incurred and exempt income.
Thus, if an expenditure has no causal connection with the exempt income, no disallowance under
section 14A is called for such expenditure. This proposition was also earlier laid down in the case
of Walfort.
If no expense can be said to relate to exempt income no disallowance under section 14A could be
made in respect of the said expenditure.
Our Comment:
The Supreme Court has approved disallowance of interest on mixed funds, which could have
been used in relation to making investments for earning exempt income, Reconciling these two
views of the Supreme Court, it could be argued that, in the case of mixed funds, while there may
or may not be a direct and proximate connection yet there is a causal connection when mixed
funds are utilized for investment purposes.
Disallowance on investments that did not yield exempt income:
Based on the above ratio that the disallowance under section 14A would only be in respect of the
exempt income, it could be contended that the provisions of section 14A and rule 8D would be
applicable only to those investments which yield exempt income. As noted above however, Rule
8D requires even those investments, income from which “does not or shall not form part of total
income” to be taken into account.
Disallowance under section 14A is to be computed with
reference to the assessee as a whole and from all sources and not separately for each source. So
the controversy in this regard would continue for some time.
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No disallowance under section 14A where the shares have been held as stock in trade
Facts: In case of State Bank of Patiala it was contended that the main purpose was to trade in
shares and the profit therefrom was taxable under the head “Income from Business and
Profession” and therefore provisions of section 14A did not apply to shares held as stock in trade.
The High Court held that the object of investment in shares was to earn profits on their disposal,
which was taxable under the head Business Income.
As in the case of Maxopp, the Supreme Court disagreed with application of the test of dominant
intention or purpose of making the investment while deciding applicability of s 14A.. It held that,
while unlike shares held as investment, where necessarily there is an expectancy of earning
dividend, shares held as stock in trade may nor may not earn dividend. It further held that costs,
including administrative costs, incurred for purchasing and selling shares would not represent
expenditure incurred in relation to earning exempt income, but where dividend is in fact earned
on shares held as stock in trade, the theory of apportionment of expenditure would have to be
applied. The Supreme Court therefore held that, depending on the facts of each case, the
expenditure incurred in acquiring those shares will have to be apportioned.
Our comments:
Based on the analysis of the decision of Supreme Court, it could be contended provisions of
section 14A would have to be applied only in respect of only those shares held as stock in trade,
which have yielded dividend income and accordingly, administrative cost incurred in relation to
purchase and sale of such shares would have to be apportioned. In this, purchase cost could be
argued as not having been incurred in relation to exempt income. This may pose a challenge and,
in applying Rule 8D, only those dividend resulting shares held as stock in trade may have to be
considered.

Our overall Comments: Some aspects of disallowance under section 14A could be said to have
reached finality as a result of the above decision of the Hon’ble Supreme Court. This may help in
resolution of matters which are at different stages of litigation and since the decision is in favor
of the Department, it will be for the Department to proactively seek remedial action. Where,
based on prevailing High Court or Tribunal decisions the assessees have taken positions which
now turn out to be contrary to the decision of the Supreme Court, they may have to file revised
returns, where permitted by time. The difficulty in this is that since all the aspects in relation to
disallowance u/s 14A have not yet been resolved by the Supreme Court, and where nondisallowance u/s 14A can be defended on another ground, not dealt with by the Supreme Court,
should the assessee offer sums as disallowance under section 14A?
In our opinion, if the other aspects present an equally strong defense, the return may not be
revised but, in that case, a letter may be addressed to the AO explaining why it was considered
not relevant to revise the return despite the decision of the Supreme Court. . Issues now decided
by the Supreme Court, being inherently debatable in nature, per se, no penalty ought to be levied
for any incremental disallowance arising as a result of the decision of the Supreme Court more so
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when the assessee voluntarily files a revised return pursuant thereto. This is of course subject to
the situation referred to above.
This however does not seem to be the last word on the subject.
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HIGH COURT
The Uttarakhand High Court has clarified that merely getting the status of a 100 per cent EOU
would not result in a change in the date of beginning of production by the said unit

A recent ruling of the Uttarakhand High Court has held that the deduction u/s. 10B is to be allowed
from the date on which it has commenced production and not the date on which it was granted
approval as a 100% Export oriented undertaking (EOU). The contents of CBDT Circular 1/2005
relating to entitlement of Sec. 10B deduction to undertakings set-up in domestic tariff area *‘DTA’+
and subsequently approved as 100% EOU were also extensively analysed.
Facts and Issue:
M/s Windlass Steel Craft was established in 1950 & was engaged in manufacture of handicrafts like
artificial swords, artificial helmets, body covers etc. & exporting such handicrafts overseas.
Deduction u/s 80HHC was being claimed from assessment year 1992-93, whereafter deduction u/s
80IC was claimed from AY 2004-05 to AY 2008-09, by carrying out Substantial Expansion of the
existing unit, as provided u/s 80 IC.
The assessee was an export oriented unit under EOU scheme and applied for conversion of DTA into
unit under the EOU scheme. It became a 100 per cent EOU on 20.06.2007 on the basis of the
approval granted under the Industries (Development and Regulation) Act, 1951 From AY 2009-10,
the assessee started claiming deduction u/s. 10B. In fact, on the basis that it was entitled to the
benefit u/s. 10B, it had given up its claim u/s. 80IC even though, of course, it had complied with the
requirements in relation to submission of the audit report and applicable forms.
The Assessing Officer disallowed the claim u/s. 10B only for the reason that it was earlier claiming
the deduction u/s 80IC(5) of the Act. However, the first appellate authority as well as the Delhi
Tribunal accepted the assessee’s contentions and allowed deduction u/s. 10B.
The department filed appeal before the Uttarakhand HC challenging the Tribunal order, on the issue
whether the relevant date to claim benefit u/s. 10B is the date on which the undertaking is treated
as a 100 per cent EOU.
Contentions of the Assessee:
The assessee satisfies all the requirements of Section 10B. It was emphasized that the status of the
assessee as an EOU is still continuing, therefore, the assessee was eligible for deduction u/s 10B of
the Act.
Having regard to the scheme of the Act and the fact that Section 10B figures in Chapter III of the Act
and, further having reference to the judgment of the Apex Court in Commissioner of Income Tax &
others vs. Yokogawa India Ltd., reported in (2017) 391 ITR 274, the Court may consider the impact of
the same and grant relief to the assessee. Further, as per provisions of Sub-section (8) of Section
10B, it was mandatory for the assessee to claim the benefit of Section 10B, which it did.
Obtaining approval as an EOU is a time consuming affair and the requirements, as provided, have to
be complied with. The assessee was pursuing the matter and it was only on 20.06.2007 that it was
conferred with the status of a 100 per cent EOU. There is nothing in the provisions u/s. 80IC or
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Section 80HHC, which would rob it of its entitlement u/s. 10B the moment it fulfilled its
requirements.
Irrespective of the fact that the production was commenced much earlier, the assessee must be
treated as entitled to the benefit u/s. 10B of the Act with reference to the date on which it became a
100 per cent EOU and, therefore, production must also be treated as having commenced from the
date on which it became a 100 per cent EOU. The relevant date to claim benefit u/s. 10B is the date
on which the undertaking is treated as a 100 per cent EOU. The unit was, no doubt, existent; but that
is irrelevant for the purpose of claiming benefit u/s. 10B.
As the CBDT Circular 1/2005 goes against Section 10B, the Section would necessarily override the
terms of the Circular. Further, upon a proper interpretation of Section 10B, the assessee was entitled
to claim the benefit u/s. 10B. The assessee submitted that Circulars were not binding on the court
and it is for the court to undertake the task of construing the statutory provision.
Contentions of the Revenue:
The assessee had commenced production long time ago far beyond 10 years and was, in fact,
claiming the benefit initially u/s. 80HHC and, thereafter, u/s. 80IC.
He would submit that even if it became a 100 per cent EOU in terms of the approval given, it would
not clothe the assessee with the right to claim deduction u/s. 10B having regard to the fact that it is
not a new unit, which has commenced production and further the fact that it is, in fact, a unit, which
is already existent for a long period.
The percentage of deduction u/s. 80IC suffers a reduction after a period of five years and it is,
thereupon, that the assessee had switched over to Section 10B of the Act.
Observations & Ruling of the Uttarakhand High Court
The mere fact that the assessee thought it fit to apply and get the approval within the meaning of
Section 10B cannot bind the income tax authorities to take a view contrary to the one already taken,
as merely obtaining the status of a 100 per cent EOU cannot clothe the assessee with the right to
claim benefit of deduction beyond 10 years.
May be, it has impact for other purposes and on which we do not wish to pronounce; but, we are
only concerned in this case with the question whether the assessee is entitled to the benefit under
Section 10B and, in our view, the assessee is not entitled.
In view of the facts of the case, whereby the assessee was not entitled to the benefit u/s. 10B and
also the fact that all documents in support of the claim u/s. 80IC were placed on record, but, in view
of the impossibility to claim both together, the claim u/s. 80IC had been given up, it was held that it
would be in the fitness of things that the matter be remitted back to the Assessing Officer for
consideration of the case of the assessee u/s. 80IC of the Act for the assessment year in question.
Citation:
Commissioner of Income tax vs. Windlass Steel Craft [TS-108-HC-2018(UTT)]
Our comments:
If this interpretation of Honourable High Court is accepted, it would render obtaining of the status of
a 100 per cent EOU a redundant and futile exercise. The purpose of section 10B was to give the
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benefit for a period of 10 years, which could be contended to commence from the date on which the
undertaking commenced production. Further, a taxing statute like any other statute must be
interpreted fairly to give effect to the intention of the provision.
However, in light of the express wordings of the CBDT Circular 1/2005, the Department would be
bound by it, unless another clarification is issued in this regard.
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Bombay HC: Upholds 'transfer' in the year of execution of development agreement.
This decision of the Hon’ble Bombay High Court places reliance on the legal position held in
Chaturbhuj Kapadia1& Dr. Arvind Phake2, Upholds the order passed by the Tribunal and dismisses
the assessee’s appeal. The Hon’ble High Court observes that actual possession of the property was
given on the basis of the development agreement and not the Power of Attorney (‘POA’). Where the
developer took possession of the property and started development work and also received
substantial consideration, the court held that the said transaction would be treated as transfer of
property covered u/s 2(47)(v) of the Act.
Facts & Issue:
Dr. Joao Souza Proenca (assessee) filed his return of income for AY 2002-03 declaring income of
Rs.1,34,516/-. On possession of information entertained a belief to the AO that assessee and his wife
being the owners of the property situated at Goa, had entered into agreement on April 30, 2001
with M/s. Braganza Construction, a partnership firm, for development and sale of property and flats
for a consideration of Rs.80 lacs and allotment of three flats on ownership basis coming into his
possession.
The AO initiated proceedings u/s 148 and ruled that income of the assessee had escaped assessment
in as much as the capital gains accrued to the assessee which were not disclosed in the original
return filed by him. The AO took the stand that there was transfer of property on April 30, 2001,
when the assessee had entered into the development agreement, and pursuant to this, possession
of the property was handed over by the assessee to the Developer. The AO also noted that part
consideration was also received by the assessee and hence, there was part performance of the
contract within the meaning of Sec. 53A of the Transfer of Property Act and therefore the provisions
of sec 2(47)(v) of the Act were attracted.
However, CIT(A) accepted the contention of the assessee that the impugned transfer was effected in
AY 1994-95 when the two Powers of Attorney (‘POA’) were executed and consideration was also
received of Rs.80 lacs in terms of these two POA’s. Thus, CIT(A) set aside the AO’s order.
However, the ITAT allowed the Revenue’s appeal. Aggrieved, assessee filed an appeal before the
Goa bench of Bombay HC.

Contentions of the Assessee:
The assessee contended that the ITAT committed an error in not considering that two POAs entered
between the assessee and the developer, by which possession was handed over to the developer in
addition to the power to develop the property, hence the ITAT erred in holding that it is transfer

1
2

Chaturbhuj Dwarkadas Kapadia Vs. CIT (2003) 180 CTR 0107
The CIT, Pune Vs. Dr. Arvind S. Phake (2003) 260 ITR 491
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within the meaning of Sec. 2(47)(v) which had taken place only in the AY 2002-03, when the
development agreement dated April 30, 2001 was executed.
The Assessee also contended that the AO and the ITAT relied on the agreement dated April 30, 2001,
as basis to conclude that physical possession of the property was handed over by the assessee in AY
2002-03 and hence tax liability accrued. The assessee stated that there was dispute between the
assessee and the developer, however, the assessee had issued a public notice revoking the POAs and
then the dispute between them was settled and hence another agreement was executed in 2001,
which the ITAT misinterpreted
Contentions of the Revenue:
On the contrary, the Revenue contended that the assessee did not give any possession of the
property to the Developer pursuant to the POA but only an access to do necessary acts for
constructing the properties and the furtherance of the same was given. It was specifically mentioned
in the POA that the assessee was in possession of the property.
Observations & Ruling of the High Court:
The HC observed that the agreement dated April 30, 2001, no doubt referred to some oral
agreement and POAs executed between the assessee and the developer. However, the HC noted
that the fact remained that the agreement dated April 2001, recorded that the assessee alongwith
his wife was the owner and in possession of the property. The HC further observed that the POAs did
not disclose that possession was given to the developer. The HC also highlighted that the assessee,
in his reply to the notice, in undeniable terms had stated that the assessee had not given possession
to the developer but had given only access to him to enable him to do certain jobs on their behalf.
In this regard, the HC upheld the Revenue’s reliance on the division bench ruling in the case of
Chaturbhuj Dwarkadas Kapadia (Supra), which was followed in the case of Dr. Arvind S. Phake
(supra). In the ruling of Dr. Phake, it was held that immovable property can be regarded to have
been transferred on the date of execution of the Development Agreement and grant of an
irrevocable General Powers of Attorney, if the terms indicate that complete control was given to the
developer and part performance of the contract was executed.
The HC upheld the order of the Tribunal by holding that the transfer within the meaning of Sec
2(47)(v) had taken place only in the AY 2002-03, since, vide the development agreement of April
2001 and not earlier on the basis of the POAs as contended by the assessee.

Citation:
Dr. Joao Souza Proenca Vs. ITO, Ward 2(2), Panaji [TS-95-HC-2018(BOM)]
Our Comments:
Any transaction involving allowing of possession to be taken over or retained in part performance of
the contract of the nature referred in Section 53A of the Transfer of Property Act would come under
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the ambit of “Transfer” under section 2(47)(v) of the Act. The POA executed prior to the
development agreement dated April 30, 2001, were on facts, held not to be in the nature of
development agreement so as to attract section 2(47)(v) of the Act. This decision emphasizes the
importance of drafting documents carefully and of canvassing all the facts correctly.
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TRIBUNAL
Bangalore Tribunal rules entire capital gains from property taxable in husband’s hands

A recent ruling of the Bangalore ITAT held that LTCG on sale of property was taxable only in the
hands of husband since recitals of purchase / sale deeds clearly show husband as sole owner and at
the time of purchase, wife was a foreign citizen and could not have purchased any property in India
without RBI permission. ITAT further clarifies that the mere fact that both the husband and wife
have suo moto offered rental income does not confer co-ownership to wife.
Facts and Issue:
The assessee, had purchased a vacant land in Bangalore in Dec 1986 in his name and later,
residential property was constructed in FY 1991-92 in which assessee and his wife resided. Later on,
the said property was let out and both husband and wife declared 50% of the rent received from
property in their respective returns from AY 1993-94 onwards.
Subsequently, the property was sold and LTCG thereon was offered to tax after taking indexation
benefit by both the husband and wife in equal share each. Further, both the husband and wife
claimed exemption u/s 54F and 54EC.
The issue under consideration was whether the assessee and his wife had an equal ownership in the
property and consequently, whether both of them were entitled to claim the exemption
u/s54EC/54Fon capital gains arisingfromsuchtransferofpropertyintheyearunderconsideration.

Having regard to the assessment concluded in the wife’s case, whereby the husband was regarded
as the sole owner of property, the AO reopened the assessment u/s 147 in case of assessee and
since only 50% of LTCG was declared, treated the balance income as income which had escaped
assessment. The CIT(A) confirmed the AO’s order and hence the assessee and his wife filed an
appeal before the Bangalore ITAT.

Contentions of the Assessee:
The assessee contended that though the purchase and sale deed indicated the husband to be the
sole owner, both had contributed equally towards the purchase of the property. As they both are
the joint owners of the property under consideration hence both are entitled to receive the rental
income and the LTCG equally. Therefore, both of them will be entitled to claim exemption u/s 54F
and 54EC.
Contention of the Revenue:
The return of the assesse’s wife was selected for scrutiny and the AO observed that the sale deed
only mentioned the name of the assessee as the seller and the name of the assesse’s wife was not
mentioned anywhere in the sale deed. The purchase deed also did not mention the name of the
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wife. Therefore no LTCG had arisen in the hands of the assessee’s wife since she had no ownership in
the property. Thus, the LTCG was taxable only in the hands of the assessee.

Observations & Ruling of the Bangalore ITAT
It was held by Bangalore ITAT as under:
1. In the original purchase deed of December 1986 and in subsequent registered sale deed of
2008, the name of the assessee’s wife did not appear as owner or co-owner. Further the
funds for the impugned property purchase were entirely met by the assessee and entire sale
consideration was received by him and his wife had no role in this transaction.
2. The assessee’s wife was a Malaysian citizen employed in Saudi Arabia and could not have
purchased any property in India without the permission of RBI and no such RBI permission
was produced by the assessee.
3. Both the assessee and his wife had voluntarily offered the rental income equally in their
returns of income, however the mere fact that both the husband and wife have suo moto
offered
rental
income
equallyintheirreturnsofincome,doesnotconferownershipintheaforesaidproperty to the wife.
The ownership has to be considered from the recitals of the relevant documents and not from
any stated intention or claim made which is legally unsustainable.
ITAT relied on the decision of Hon’ourable Supreme Court in the case of Poddar Cements which
held that “Owner” is the person who is entitled to receive the income from the property in his
own right; a right to which the assessee’s wife is not entitled, but has accorded herself in
connivance with her husband.
ITAT rejected assessee’s contention that his wife had contributed funds equally to the
construction of the residence on the property. In this regard, it noted that though certain
amounts were transferred from the bank account of the assessee’s wife to the assessee, it
was not supported by any bills to prove that the said transfers were for the purpose of
construction of the residence.
ITAT upheld the order of AO and CIT(A) holding that entire LTCG would be taxable in hands of the
assessee and rejected the claim of the assessee’s wife for exemption u/s 54F/54EC. The ITAT also
rejected the assessee’s alternate plea for claiming exemption u/s 54F/54EC as claimed by his wife
since the assessee cannot establish that he himself had made the said investments in his hands.
Our comments:
It would be a moot question whether the mere contribution of money could be considered for
granting ownership which is not established in the purchase document.
It is also surprising that the same stand was also not taken for the house property income offered.
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Share-sale to second step down 100% subsidiary, not ‘transfer’ u/s. 47(iv); Follows Petrosil Oil:
In a recent ruling, the Kolkata ITAT had the occasion to adjudicate on an interesting yet unsettled tax
issue – whether for the purpose of the Income Tax Act 1961, a sub-subsidiary would be treated as a
subsidiary of the parent company.
Facts & Issue:
The assessee company filed its return for the AY 2010-11 after claiming long-term capital loss of Rs.
25.05 Cr on account of sale of 2,86,329 equity shares of Zandu Reality Ltd (Zandu) to M/s Emami
Rainbow Niketan Ltd which was a 100% subsidiary of assessee company’s subsidiary.
This is pictorially depicted as under:
Emami Infrastructure
Ltd

Emami Realty Ltd

Shares of Zandu Realty
Ltd [NSE listed co]

Emami Rainbow
Niketan Pvt Ltd

The assessee had sold the shares held by it in M/s Zandu Realty Ltd on various dates during AY 201011. Zandu was a company listed on NSE. The assessee claimed that it had sold the impugned shares
for a sale consideration of Rs. 2100/share based on a valuation report. In the return, the assessee
claimed a significant amount of Long Term Capital Loss, to be carried forward, owing to the sale of
impugned shares to its sub-subsidiary i.e. second step-down subsidiary.
On the other hand, the AO observed huge price variance between quoted price at NSE and the offmarket selling price shown by the assessee and held that when the shares are traded on a stock
exchange the best way to determine the selling price of a share is the price quoted in the stockexchange.
Thus, the AO determined long term capital gain of Rs. 29 cr as against the long term capital loss of
Rs. 25 cr claimed by the assessee.
At the first appellate stage, the CIT(A) confirmed actions of the AO. Not satisfied with the approach,
the assessee carried the matter in appeal before the Hon’ble Kolkata ITAT.
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Contentions of the Assessee:
The assessee contended that the sale consideration in the instant case had to be based on the
valuation report issued by the registered valuer. Considering the trends of prices in stock exchange
and also the volume of transactions; such quantity of shares could not have been sold through the
stock exchange and if attempts were made to sell them through the brokers, the prices would have
fallen drastically for which separate calculations and explanations is ready filed. Moreover, by selling
the shares in the open market the company would have lost control over the management of the
company which is very important consideration.
The assessee also contended that this transaction was not hit by section 47(iv) of the Act and hence
qualified as a transfer.
To be sure, section 47(iv) of the Act states that any transfer of a capital asset by a company to its
subsidiary will not be regarded as a transfer.
In the impugned facts of the case, assessee contended that since it had transferred capital asset i.e.
shares to the sub-subsidiary and not the immediate subsidiary, it fell beyond the reach of section
47(iv).
Contentions of the Revenue:
On the other hand, the AO contended that the sale price per share of Zandu Reality Ltd should have
been taken at Rs. 3989.8 per share being the average price traded at NSE as on 31.3.2010.
Before the ITAT, the Revenue argued that, since the word ‘subsidiary’ was not specifically defined in
the Income Tax Act, the definition as contained in the Companies Act could be imported for the
purposes of the Act.
Thus it contended that a second step-down subsidiary ie. Sub-subsidiary was to be treated as the
subsidiary of the parent, as guided by section 4(1) of the Companies Act, 1956. Hence, the sale of
impugned shares by parent to its sub-subsidiary fell within the ambit of section 47(iv) and since
there was no transfer in the instant facts, there was no question of capital loss to be carried forward.
Observations & Ruling of the Court:
After hearing both sides, the Hon’ble ITAT agreed with the contentions put forth by the Revenue.
Placing reliance on the Bombay HC judgement in case of M/s Petrosil Oil co. vs. CIT [reported in 236
ITR 220] wherein it was held that even a sub-subsidiary would be a subsidiary for the purpose of the
Act, the ITAT held that shares sold by the parent to the second step-down subsidiary was indeed
covered by section 47(iv) and could not be regarded as transfer. Thus, the claim of carry forward of
the Long term capital loss was denied.
Citation:
M/s Emami Infrastructure Ltd vs. ITO, Kolkata [ITA 880/Kol/2014]
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Our comments:
The issue of whether ‘subsidiary’ includes ‘sub-subsidiary’ for the purposes of the Act is indeed a
vexed one and does not seem to have reached an authoritative finality in view of contrasting
positions propounded by various courts. In our considered view, the ruling brings out the correct
interpretation of section 47(iv) for the following reasons.
Section 47 of the Act excludes various transactions from the ambit of capital gain taxation. Subsection (iv) thereof states that when a capital asset is transferred by a parent company to its
subsidiary, then it will not be regarded as ‘transfer’, provided the parent or its nominees held 100%
shareholding and the subsidiary was an Indian company. This provision has been contained in the
Act since inception i.e. April 1, 1961.
Section 2(17) of the Act defines company to mean Indian company. Section 2(26) defines ‘Indian
company’ to mean a company formed and registered under the Companies Act, 1956 (now 2013).
Thus, in our view, the Act itself has given legal sanction to the import of a term defined in another
legislation viz. Companies Act, 1956.
Section 4(1) of the Companies Act 1956 defines a subsidiary. The relevant text of section 4 is
reproduces below for a ready reference:
"4. (1) For the purpose of this Act, a company shall... be deemed to be a subsidiary of another
if, but only if,-(a) that other controls the composition of its board of directors; or
(b) that other--. . .
(ii) ... holds more than half in nominal value of its equity share capital; or
(c) the first-mentioned company is a subsidiary of any company which is that other's
subsidiary."
The illustration below Sub-section (1) of Section 4, reads as under:
"Company B is a subsidiary of Company A, and Company C is a subsidiary of Company B.
Company C is a subsidiary of Company A, by virtue of Clause (c) above. If Company D is a
subsidiary of Company C, Company D will be a subsidiary of Company B and consequently also
of Company A, by virtue of Clause (c) above; and so on."
Thus, under the Companies Act, a sub-subsidiary would be covered under the ambit of ‘subsidiary’. It
must be said that, on similar fact, the Gujarat HC had held that a transaction between a holding
company and a subsidiary company of its own subsidiary cannot be regarded on par with a
transaction between a holding & subsidiary company, so as to attract the provisions of section
47(iv). This ruling was rendered in the case of Kalindi Investment Pvt Ltd vs. CIT (2002) 256 ITR 713.
Here, the court had held the fact that Companies Act would treat a sub-subsidiary also as a
subsidiary of the holding company, would have no obligation for the purposes of Income Tax law.
With humble regards, this decision, in our view requires reconsideration, as it reflects a myopic view
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of the issue at hand. So, if a sub-subsidiary was an Indian company and wholly held beneficially by
the ultimate parent company, then it ought to qualify as a subsidiary of the parent.
To buttress our point, we draw succour from the fact that the financials of the sub-subsidiary gets
consolidated with the ultimate parent especially in listed context.
It is also to be highlighted here that the Revenue can always have recourse to anti-abuse / antiavoidance tools such as GAAR, questioning the business necessity / commercial rationale for such
arrangements and so on.
We may also add that it would be interesting to note the Revenue’s stand in the event there were
significant capital gains instead of capital loss as in the impugned facts.
In parting, we may state the CBDT ought to make frequent use of section 298 of the Act and use the
power to remove difficulties in the implementation of the Act by issuing clarification so as to avoid
needless and protracted litigation.
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Chandigarh Tribunal rules that activities carried out by the assessee prior to application for
approval for exemption u/s 10(23C)(vi) can be examined by CIT(E)
A recent ruling of the Chandigarh ITAT held that the CIT (E) can examine the activities carried out by
the institution prior to the application for approval for exemption u/s 10(23C)(vi) to determine
whether the objects of the institution are carried out genuinely.
Facts and Issue:
Assessee was created by the Act of Legislature of the State of Punjab for the advancement of
technical education and development thereof in the State of Punjab and is engaged in imparting
education. The assessee had applied to CIT(Exemption) seeking approval for granting exemption
from taxation u/s 10(23C)(vi).
The assesse had generated huge surpluses in the last few years on account of parking surplus funds
in FDs generating huge interest income from year to year. The source of the funds invested in FDs
was not only out of the surpluses accumulated but also from the grants in aid received during the
past few years from the Punjab Government that had not been utilized.
The fee structure of the assessee was no different from the private colleges and the private
universities and the assesse was not providing any subsidized education and neither such a case was
put forth by the assessee.
Contentions of the Assessee:
Assessee contented that mere generation of surpluses out of receipts, cannot form the basis for
rejection of application u/s 10(23C)(vi), when the surpluses are to be spent for the object of the
assessee i.e. for educational activities only. The accumulation of surpluses from year to year cannot
be said to be an activity of profit making.
The assesse further contented that the tuition fee was fixed by the Punjab Government, beyond the
control of the assessee.
Contentions of the Revenue:
The revenue contented that the funds which had been accumulated from year to year and invested
in FDs were not utilized for achieving the educational objects for which the assessee was formed.
The revenue further contented that the major portion of the funds available with the assessee were
invested in current assets more specifically in the form of cash and FDs and an inconsiderable
amount as utilized for investing in fixed assets for the purpose of carrying on the activity of the
applicant.
The CIT (E) observed that the applicant institution was receiving hefty charges on account of fees,
granting affiliation and counselling on commercial principles which were at par with the private
players and no subsidized education was provided by the applicant institution.
Thus, based on the above CIT(E) concluded that the university was imparting education on purely
commercial basis intended for profits and was not running solely for education and rejected the
application of the assessee seeking approval u/s 10(23C)(vi).
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Observations & Ruling of the Chandigarh ITAT
The ITAT observed that the assessee could not establish how the activity of the assessee is different
from that of private universities that have similar fee structure to say that the assessee is running
solely for educational purposes and not for profit. The Appellant-University is making huge profits
from its activities but is not utilizing the same for promoting and making available affordable
education.
The assessee is spending on an average only 60% of its receipt/income on its stated charitable
activities of imparting education.
Further on the issue of the fee being fixed by the Punjab Government, it is seen that the fee for the
various technical courses which had been fixed by the government in the state of Punjab, is only in
respect of tuition fee. The fee is fixed so that the private institutions may not charge exorbitant
tuition fee hence a limitation has been put on them. However, it has been specifically provided that
fee and charges other than the tuition fee should be determined by the assessee himself.
ITAT observed that it is not the case where while performing its educational activities, some profits
have been earned or some surplus is generated or accumulated which is incidental to the main
activity of the assessee, rather it is a case where the predominant object of the assessee appears to
be to earn profit, accumulate it and invest the same for further earning interest income. The ITAT
further held that the assessee had failed to carry out the activity as per its objects.
The assessee had also failed to utilize or spend the grants issued by Govt. for the purposes for which
those had been granted and the same were also parked with the banks to earn interest income.
ITAT also stated that, “the application of the income is to be seen at a later stage and not at the time
of granting of approval”, is an arrangement that is relevant that is relevant in the case of newly
established institution which has not commenced its activity or is in the course of commencement of
activity. However, in the present case the assessee had been established since 1997, hence, the
activities carried out by it since its incorporation can well be examined by CIT(E) to determine
whether it is genuinely involved in carrying out its objects.
Citation:
I.K.Gujral Punjab Technical University [TS-102-ITAT-2018(CHANDI)]
Our comments:
Charitable purpose does not necessarily mean that no surplus can be generated. However, in the
present case, when for years the accumulated amount (which were not for any particular purpose)
were not were not applied for the object of education, it was necessary to determine whether the
objects of the institution are carried out genuinely, to be able to claim the exemption u/s
10(23C)(vi).
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Loan conversion to equity as part of restructuring not a violation of section 269T and hence no
penalty
The Kolkata Bench of the ITAT in the case of Arkit Vincom Pvt. Ltd. has held that loan conversion to
equity as part of restructuring cannot be regarded as violation of provisions of section 269T of the
Act and hence no penalty can be levied. It was held that squaring off of loan by way of allotment of
shares is a usual business practice carried out as part of corporate debt structuring exercise by
various banks and financial institutions to give leeway to the borrowers/defaulters, to convert their
existing loans advanced to the said borrowers into equity capital. Therefore, levy of penalty u/s 271E
of the Act for violation of provisions of section 269T of the Act was to be deleted.
Facts & Issue:
Arkit Vincom Pvt Ltd. (hereafter referred to as “assessee”) was a company engaged in the business
of trading of iron and steel and had filed its return of income for AY 2008-09 declaring a loss.
The existing loans in the books of accounts were converted to equity by way of book entry without
any physical outflow of funds by the assessee. In other words, the assessee squared off the loan by
way of allotment of equity shares with a premium. The assessee also raised fresh funds from share
capital and advance against property. The funds so raised were utilised to acquire co-ownership of
property and the same was mortgaged to the bank for the benefit of the company.
It was held by revenue authorities that since the loan repayment were done otherwise than by
account payee cheque/draft, the provisions of section 269T were violated and therefore penalty was
leviable under section 271E of the Act.
Aggrieved, the assessee filed an appeal before CIT(A) and explained the circumstances which led to
utilisation of raised money to acquire co-ownership of property. The CIT(A) held that the transaction
of conversion of loan into equity was not genuine and upheld the levy of penalty by AO. Thereafter,
the assessee filed an appeal before ITAT.
Contentions of the Revenue:
The AO observed that the loan was repaid by the company otherwise than by account payee cheque
or draft which led to violation of provisions of section 269T of the Act and therefore penalty
proceedings u/s 271E of the Act were initiated. Further, the AO observed that assessee had not
bought any material on record which constitutes reasonable cause for failure to observe the
provisions contained u/s 269T and therefore, would not get the benefit of provisions of section 273B
of the Act.
Contentions of the Assessee:
The assessee contended that the term “repayment” in section 269T of the Act refers to repayment
in form of money and does not apply to repayment in kind or through book adjustment.
Observations & Ruling of the ITAT:
The ITAT before coming to a conclusion made the following observations:
 The assessee had placed all the relevant documents and explanations before the AO and
therefore the bonafide intention of the assessee cannot be doubted. The transaction of
increase of share capital and receipt of share premium were duly examined by the AO and
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after due verification only, AO decided to proceed without any adjustment towards share
capital and premium. Therefore, the transaction cannot be treated as non-genuine and not
bonafide for the purpose of levy of penalty under section 271E of the Act.
 Had the department contended that receipt of share capital with premium was not genuine,
the department ought to have taken action to treat the same as unexplained cash credit u/s
68 of the Act.
 If the CIT(A) while adjudicating the penalty appeal had concluded that the transaction was
not genuine and bonafide transaction, the administrative CIT could have initiated
proceedings u/s 263 of the Act. The Act provides adequate precautions in the statute to
handle these cases like reopening of assessment u/s 147 of the Act, recourse to revisionary
proceedings u/s 263 of the Act by the CIT.
 The conversion of loan into equity through book entry without any physical outflow of funds
is a normal business practice. It is done as part of routine corporate debt restructuring
exercise to revive the business carried out by the lenders and BIFR having jurisdiction over
sick industrial companies.
 The assessee cannot be compelled by the revenue to conduct its business as per the whims
and fancies of the revenue. It is well settled that the businessman knows his interest best
and the point of commercial expediency had to be viewed from the view point of the
taxpayer and not from the view point of revenue.
 The observation of the CIT(A) that the assessee could have utilised the amounts raised
through share capital from other sources to repay the loan would only tantamount to
stepping into the shoes of the businessman and the ITAT held that the said observation is
not warranted.
Thus, the ITAT held that conversion of loan into equity as part of restructuring as a genuine
transaction and that it does not violate the provisions of section 269T of the Act and hence levy of
penalty is to be deleted.
Citation:
Arkit Vincom Pvt. LTd. v ACIT (ITA No.2397/Kol/2016)
Our Comments:
The above ruling reiterates the principle that a business cannot be compelled by the revenue to
conduct its business as per whims and fancies of the revenue. A businessman knows his interests
well and the point of commercial expediency had to be viewed from the view point of the assessee
and not from the view point of the revenue. Though accepting/repayment of loan other than
account payee cheques/drafts amounts to violation of provisions of section 269SS and 269T of the
Act and thus, consequential levy of penalty, in case of exigencies, the Act u/s 273B provides that no
penalty shall be imposed for contravention of section 269T if reasonable cause for such
contravention is shown.
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Sale of development rights taxable if there is part performance of contract by handing over the
possession of the land; application of section 45(5A) will be prospective in nature
In a recent ruling, the Hyderabad Bench of ITAT has held that capital gains tax will be triggered once
the assessee has made part performance towards transfer of property by handing over the
possession of the land for its development; thereby reaffirming the landmark ruling of the Bombay
HC in case of Chaturbhuj Dwarkadas Kapadia v. CIT.
Facts & Issue:
The Appellant, Dr. K. Narsing Rao, had purchased plot of land at Rangareddy District. Advances were
made on various dates during FY 2000-01 and the agreement was registered in FY 2005-06.
Appellant entered into a registered development agreement on 12-05-2008 with a firm of
developers and builders for a consideration of 50% of the built up area on completion of the
construction. The spade work for preparation of plans and getting approvals from municipal
authorities was to be undertaken by the developer/builder. The developer/builder undertook to
hand over the built up area within 30 months from the date of obtaining permissions for
construction. No capital gains was offered to tax in FY 2008-09 i.e the year in which the agreement
was registered. However, the AO did not agree with this tax treatment and inferred that since the
developer was willing to perform the obligations cast on him consequent to entering into the
Development Agreement, short term capital gains arose in the hands of the assessee during the
impugned AY 2009-10. The valuation of the property as on date of completion was adopted as the
sale value of consideration. Ld. CIT(A) upheld the order of the AO. Aggrieved by the said order, the
Appellant filed an appeal before the ITAT.

Contentions of the Assessee:
Before the ITAT, the AR contended that the transfer did not take place in the year under
consideration as he was not in receipt of any advance money or part consideration either at the time
of development agreement or thereafter. Further, even the developer did not honour the terms of
the development as the project was not even completed after six months from the date as assured
by the developer. Reliance was placed on the decision of ITAT, Hyderabad in the case of ABVS
Prakash3 as well as in the case of Mrs. K. Radhika4. Thus, it was pleaded that no short term capital
gain arose during AY 2009-10. Infact, according to the AR, short term capital gain arose only in the
year in which the new flats were handed over.
As regards the period of holding, it was argued that it will be determined from the date the
Appellant was in possession of the property and substantial advances were paid. The actual
registration was consequential activity and was not relevant for the purpose of computing period of
holding.

3
4

ITA No. 462/Hyd/2013 dated 27-02-2014
47 SOT 180 (Hyd)
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Finally, it was contended that sale consideration should be equal to the cost of construction or the
value of land as on the date of entering into agreement and not in reference to a future date viz.,
completion of the project.
Contentions of the Revenue:
On the other side, the revenue’s contention was that the sale of development rights would be
subject to tax in the year of registration of the development agreement. The revenue argued that
the appellant had given possession of the property during the year and the developer had even
obtained permissions and constructed flats. Thus, the DR stated that there was part performance of
a contract as referred to in section 53A of Transfer of Property Act, 1882. Reliance was placed on the
decision of Andhra Pradesh HC in the case of Potla Nageshwara Rao5 and Punjab & Haryana HC in
the case of Paramjit Singh6.
Next, the AO had computed short term capital gains for taxation on the basis that the period of
holding will be from the date of purchase agreement.
Finally, the sale consideration was contented to be equal to the discounted value of property as on
the date of completion of the construction.

Observations of the ITAT:
The ITAT heard the rival contentions and perused the issue under consideration.
The ITAT observed that, in fact, the appellant had handed over the possession of the property and
permitted the developer to do all the necessary things for construction of apartments.
Thus, it concluded that assessee did hand over the possession and provisions of Section 2(47)
regarding transfer certainly get attracted. Since there is part performance of the contract in the
nature referred to in Section 53A of the Transfer of Property Act, 1882, Clause (v) of Section 2(47)
was clearly attracted.
The ITAT also noted that the provisions of new Section 45(5A) of the ACT which deferred the Capital
Gains to the year of completion of the project will be applicable prospectively i.e. w.e.f. April, 1,
2017.
Even in the case of Potla Nageshwara Rao (supra), the issue of levy of tax on capital gain in the year
of entering into the development agreement was crystallized by the said judgment by the HC.
Accordingly, the appellant’s contention was rejected and it was held that the capital gains will be
taxed in the year under consideration.

5
6

365 ITR 249 (AP HC)
323 ITR 588 (P&H HC)
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The ITAT then held that the period of holding needed to be determined by verifying the date of
payments by the appellant, permissions obtained from HUDA by appellant’s father, possession of
the property before the date of registration, etc and not merely the date of purchase agreement.

The ITAT also ruled that sale consideration had to be determined based on the probable cost of
construction as on May 2008 or Sub-registrar Value of the land-in-question on the date of
agreement and not on the date of completion as proposed by the AO.

Citation:
Dr. K. Narsing Rao vs. ACIT (ITAT, Hyderabad) (TS-104-ITAT-2018)

Our Comments:
This judgement of the Hyderabad ITAT is in line with the landmark ruling of the Bombay HC in case
of Chaturbhuj Dwarkadas Kapadia vs. CIT, wherein it had held that in order to attract section 53A of
the Transfer of Property Act, 1882, the following conditions need to be fulfilled:
i.
ii.
iii.
iv.
v.
vi.

There should be a contract for consideration
It should be in writing;
It should be signed by the transferor
It should pertain to the transfer of immovable property
The transferee should have taken possession of the property
The transferee should be ready and willing to perform his part of the contract

The Hon’ble Court had further clarified that even arrangements confirming privileges of ownership
without transfer of title could fall u/s 2(47)(v) of the Act. Accordingly, it would seem that the fact
that the Developer was able to take possession, commence various applications to fulfil the object of
the Agreement and commence development activities was found to be sufficient to attract the
definition of ‘transfer’ as contemplated u/s 2(47) of the Act, thus triggering chargeability to incometax under section 45.
Recently, the Bombay HC had reaffirmed the importance of the date of actual handing over of
possession in the context of evaluating the taxability of JDA arrangements, in its ruling in case of Dr.
Arvind S. Phadke [TS-603-HC-2017]. That way, it can be taken as settled that in joint-development
arrangements, the trigger of taxability of capital gains would arise when the developer was actually
put in possession of the property and was able to proceed for development by acquiring various
permissions.
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INTERNATIONAL TAX
Mumbai Tribunal rules annual franchise fees as deductible revenue expenditure
In a recent ruling, the Mumbai bench of ITAT, held that the fees paid to non-residents for marketing
and business development services did not pass the test of “make available” as per the tax treaty
between India and Singapore. Thus, cannot be regarded as fees for technical services as per Article
12 of the India Singapore tax treaty / DTAA.
Facts and Issue:
The assessee was an Indian company, engaged in the business of providing predictive analytics for
various companies in the field of telecommunications, consumer goods, insurance and financial
services sectors.
The assessee through its wholly owned subsidiary company in Singapore engaged in providing
marketing and business development services outside India. The type of services provided inter-alia
included, conducting market studies, general market information, preparing market reports,
providing assistance in identifying potential customers, establishing communication, assisting in
developing marketing collateral for potential customers, conducting meetings, holding discussions
with potential customers and assisting and finalising of commercial terms with prospective
customers.
The AO treated such services as fees for technical services (FTS) within the provisions of the Act and
the tax treaty. He issued a notice under section 148 of the Act alleging that the payment for the
above referred services was for FTS and that income had escaped assessment by virtue of
disallowance under section 40(a)(i) of the Act for non-documentation of tax.
On Appeal, the CIT(A) confirmed the order of the AO, aggrieved by which, the assessee preferred an
appeal before the ITAT.
Contentions of the Revenue:
The revenue contended that such payment clearly represented fees for technical services within the
provisions of Article 12 of the India Singapore tax treaty. It was further concluded that income had
escaped assessment by virtue of not making a disallowance under section 40(a)(i) of the Act.
The revenue argued that the above services were in the nature of managerial, technical and
consultancy services and liable to tax both under the provisions of the Act and also under the
provisions of the tax treaty as fees for technical services. The assessee had thus failed to withhold
taxes on such payment.
Contentions of the Assessee:
The assessee contended that the services were in the nature of commercial services, viz. marketing
and business development services. They did not make available any technical knowledge, skill, etc.,
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and accordingly, did not fall within the ambit of fees for technical services under Article 12 of the tax
treaty.

Observations & Ruling of the Mumbai ITAT
The Hon’ble ITAT observed as under:
The non-resident entity supported the assessee in business development services and such services
were provided from Singapore.
The ITAT observed that the services envisaged in Article 12 of the tax treaty must involve a degree of
technical skill and expertise on the part of the service provider and comprise administrative,
technical and advisory work.
The ITAT observed the theory that marketing services are more of an Art rather than science, which
depends mainly on the skill of the personnel engaged in rendering marketing services.
Marketing services did not follow a common set of methods, but were rendered using various tactics
and negotiation strategies, the same being personal in nature. The assessee could not independently
perform these marketing services without recourse to the service provider.
The ITAT observed that such services do not fall under the category of managerial, technical or
consultancy services and moreover such services fail to satisfy the test of “make available” as per
Article 12 of the India Singapore tax treaty.
In relation to payment made by the assesse, the ITAT observed that such payment qualifies to be
business income in the hands of the Singapore entity and in absence of a permanent establishment
of such Singapore entity in India, the same is not taxable in India. Thus no tax was required to be
withheld on the payment to the non-resident.

Citation:
Fractal Analytics Private Limited [TS-107-ITAT-2018(Mum)] / ITA No. 3511/Mum/2015
Our comments:
This ruling is definitely a welcome decision in favour of the assessee. Merely as the services of
marketing and business development of a non-resident were utilised in India, the same cannot be
categorised as ‘managerial’, ‘technical’ or ‘consultancy’ services.
This decision further strengthens the argument that the test of ‘make available’ contained in tax
treaties is required to be satisfied for a payment to be characterised as fees for technical services.
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TRANSFER PRICING
Aggregation of the Transaction not allowed when transactions are not closely linked & Rates
prescribed by RBI cannot be taken as External CUP.

The Delhi ITAT in DCIT v. Johnson Matthey India Private Ltd (JMIPL), held that, Royalty being a
separate transaction, should be benchmarked separately and rejected JMIPL’s aggregated approach
and the contention that, rates prescribed by RBI cannot be taken as External CUP

Facts & Issue:
The assessee, Johnson Matthey India Private Ltd, was a company incorporated in India and engaged
in manufacturing of Auto exhaust catalyst. For the said manufacturing activity, JMIPL had used
technology and knowhow provided by its AE, Johnson Matthey UK. The assessee had entered into
Technical Collaboration Agreement with its AE. As per the terms of the agreement, the assessee was
required to pay a Royalty at the rate of 8% of net sales.
JMIPL had also carried out separate transactions for the import of raw material and for the provision
of services with its AEs under the head of ‘intra group services’.
The assessee had aggregated its transactions and had applied TNMM as MAM to determine ALP of
the transactions. The Ld. TPO was not satisfied with the MAM adopted by the assessee as TNMM
and rejected such aggregation and benchmarked the transaction of Royalty separately. Further,
during the course of assessment proceedings, the assessee had submitted that CUP method can be
applied and for comparing the rate of royalty. The rates prescribed and approved by RBI and FIPB for
the payments of ‘royalty’ should be taken as benchmark. Instead of examining CUP, the Ld. TPO
undertook ‘Benefit Test’ and determined ALP for royalty at ‘Nil’.
Ld. CIT (A) after analysing the Technical Collaboration Agreement (TCA) and the benefits derived by
the assessee from such an agreement held that, the royalty could not be determined at ‘NIL’ and
royalty of 5% to 8% is as per industry standards for auto/auto ancillary industry. Ld. CIT(A) directed
the Ld. AO/TPO to delete the addition.
Aggrieved, the revenue had filed an appeal before Delhi ITAT.
Contentions of the Revenue:
Before ITAT, Revenue contended that the CIT (A) erred in deleting the addition made in respect of
Royalty. The argument of the assessee regarding aggregation of the transaction could not be
accepted as transaction of Payment of royalty was not linked with other transactions of the assessee
i.e. Import of raw material etc. The revenue submitted that royalty could not be aggregated with
other transactions because it is a separate and distinct transaction having a separate agreement
which the assessee was required to pay as a percentage of sales.
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Contentions of the Assessee:
The assessee submitted that, the said transactions were being benchmarked under TNMM since
commencement and the same was accepted by the department also until now. Further, the
assessee submitted that, the assessee had utilized support in the form of technology, knowhow and
various support services from its AEs in manufacturing auto exhaust catalysts. The said technology,
knowhow, had helped in strengthening its manufacturing functions. The transactions of ‘royalty’
and’ intra group services’ were inextricably linked with the core business of manufacturing of the
catalysts, as the supply of technology and services gave competitive advantage to the assessee in its
sector and therefore, such transactions could not be analysed in isolation. The assessee had relied
upon, decision of Delhi high court in case of Sony Ericson Mobile vs. CIT (2015) 374 ITR 118 & EKL
Appliances [TS-206-HC-2012(DEL)-TP], wherein it was held that, benefit test is not a prescribed
method. The assessee also contended that, rate of royalty paid by the assessee was within the range
prescribed by the RBI and the same could be considered as CUP.

Observations & Ruling of the ITAT:
The Hon’ble ITAT held that, as per the terms of the TCA between assessee and its AE, the payment of
royalty was made for use of trademark, patent, licence to produce patented products and technical
knowhow. The TCA under which such payments were made was all together a separate transaction
and was neither linked or intertwined or interconnected with any other transactions of import of
raw material and payment for other intra group services.
The question of aggregation of all the transactions come in only if the nature of transactions taken as
a whole were so interrelated and interconnected that each transaction loses its significance cannot
be separately benchmarked so as to give proper arm’s length price for the controlled transactions.
When separate transactions were so intertwined and linked that it was impossible to evaluate on
separate basis, then aggregation would get the desired result of ALP consideration.
On the other hand, if the transactions were clubbed which by themselves were separate and
distinct, then determining the arm’s length price for the transactions collectively would defeat the
entire purpose of transfer pricing. Hon’ble Delhi High Court in the case of Sony Ericson Mobile
Communication India (P.) Ltd. (2015) 374 ITR 118, had discussed this issue of aggregation of various
transactions in a very detailed manner and opined that though the number of closely linked
transactions could be aggregated but the transactions which are not closely related to each other
would definitely require determination in a segregated manner. The mere fact that the transaction
of ‘royalty’ and other ‘intra-group services’ and goods were utilized by the assessee for the
manufacture of the final product, could not be reckoned as a decisive factor in considering such
separate transactions as a single transaction.
Further, the Hon’ble ITAT held that, the ALP of the transaction could not be determined at Nil but,
the contention of the assessee of taking rates prescribed by RBI/ FIPB as comparable, could not be
sustained. Rates given by the RBI, which were quite often fluctuating, could not constitute a
comparable data for external CUP, as it merely gives the range of the royalty rate for the money
which could be remitted to a Foreign Entity. Thus, rate prescribed by RBI under FEMA regulation
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could not be reckoned as an external CUP for the purpose of benchmarking. The matter was
remanded back to the file of the AO/TPO to benchmark ‘royalty’ payment separately by using
external CUP.
Citation:
DCIT vs Johnson Matthey India Private Ltd [TS-173-ITAT-2018(DEL)-TP]

Our Comments:
This judgement has wide ramifications especially in case of those litigant-taxpayers who have
suffered disallowances for payments towards technical know-how, License Fees and administrative
services, Management Services, owing to the alleged failure of the ‘benefits test’.
Several Courts have upheld the premise that the TPO has to conduct a transfer pricing analysis to
determine the ALP alone and not determine whether there was a service or not from which the
taxpayer benefited. This judgement has upheld this principle.
Decision of Delhi ITAT in the impugned case deters from the decision of Hon’ble Mumbai Tribunal in
the case of Cadbury India Ltd reported in Tax Sutra [TS-314-ITAT-2013(MUM)-TP] and Bombay High
Court decision in the case of SGS India Limited wherein it has been held that if the payment of
Royalty on Technical Know-how (renewed from time to time) has been made as per the approval
given by the RBI and SIA Govt. of India then there could be no scope for any doubt that the royalty
payment is not at arm’s length.
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GLOSSARY
ABBREVIATION
AAR
ACIT
ACT
AO
AY
CBDT
CIT
CIT(A)
DCIT
DRP
DTAA
FTS
FY
HC
INR
IRA
ITAT
IT Rules
Ltd.
PE
SC
TDS
TPO

MEANING
Hon’ble Authority for Advance Rulings
Learned Assistant Commissioner of Income Tax
Income Tax Act, 1961
Learned Assessing Officer
Assessment Year
Central Board of Direct Taxes
Learned Commissioner of Income Tax
Learned Commissioner of Income Tax (Appeals)
Learned Deputy Commissioner of Income Tax
Dispute Resolution Panel
Double Tax Avoidance Agreement
Fees for Technical Services
Financial Year
Hon’ble High Court
Indian Rupees
Indian Revenue Authorities
Hon’ble Income Tax Appellate Tribunal
Income Tax Rules, 1962
Limited
Permanent Establishment
Hon’ble Supreme Court
Tax Deducted at Source
Transfer Pricing Officer
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