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EDITORIAL:
Dear Esteemed Readers,
We are pleased to share our newsletter, covering the direct tax and transfer pricing updates. In this
edition, we have also covered important circulars & notifications issued by the CBDT for the month
of February 2019.
In our Back to Basics section, we begin our new journey of exploring the head of Capital Gains which
was first brought to tax in India in April 1946. We start with an in-depth analysis of the charging
section, however clarity of chargeability of income under capital gains is based to two concepts i.e.
“transfer” and “capital assets”. The meaning and implications of these two terms are analyzed in
detail based on various judicial pronouncements including SC judgment in case of Vodafone
International Holdings B. V. We shall continue this exciting journey in our next issue.
In our Tax Controversy section, we have covered the public consultation document (“PCD”) released
by OECD to address the tax challenges of the Digitalization of Economy. The tax challenges arising
from the digitalization of the economy was identified as one of the main areas of focus of the Base
Erosion and Profit Shifting (BEPS) Action Plan. The PCD discusses three approaches to tax the digital
economy. We have discussed the salient features of the Significant Economic Presence approach and
have drawn comparison with the concept already introduced under the Income-tax Act, 1961. This
segment will surely provide you deeper insights and we look forward to your thoughts and
comments on the same.
One of the important decisions by Delhi HC, wherein the Court has upheld the constitutional validity
of section 10(34) and section 115BBDA of the Act. The Companies pay DDT on the dividend declared
and hence it is exempt in the hands of the shareholder’s u/s 10(34). However, taxability of such
dividend income above Rs. 10 lacs received by resident shareholders being individual or HUF was
brought u/s 115BBDA. This taxation was challenged by an individual. However, the Court upheld the
constitutional validity of sec 115BDA. In yet another interesting decision, the Delhi HC has held that
payment made by the investment advisory company to its Mauritian associate for advisory services
to its foreign subsidiary is allowable as expenditure u/s 37 of the Act.
The Delhi Tribunal allowed the tax sparing credit to the assessee despite the fact that such income
was exempt in the source country. The Tribunal observed that the tax sparing credit claimed by the
assessee was the ‘tax that would have been otherwise payable by assessee in the source country’
and allowed the tax credit on the same. In another recent ruling, the Chennai Tribunal ruled against
the assessee and held that presumptive taxation benefit u/s 44AD is not applicable on the
remuneration and interest income received from the partnership firm.
In our transfer pricing section, we examined closely the impact of the Delhi ITAT ruling which held
that merely incurring advertisement, management and promotional expenses (“AMP”) do not lead
to international transaction. We provide our inputs on the same.
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In this edition, we have also digested the recent circulars / notifications to keep you updated with
the changes in the law.
The coverage of key decisions rendered by various courts and direct tax appellate authorities have
been compiled and presented for understanding, in the usual manner.
We hope you find this of interest. As always, we look forward to your feedback and comments which
would enable us to further enhance the content of the newsletter.
Happy Reading!
Yours Sincerely,

Knowledgeware Team
B. K. Khare &Co.
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ARTICLES:
Back to Basic: Capital gains: Charging section and basic concepts - Part I

In this issue of Knowledgeware, we start our discussion on a new head of income-namely, capital
gains. From the point of view of an economist, or even an accountant, the concept of income, as
properly understood in its traditional orthodox sense, can never include capital gains. This is because
income, as pointed out by the Privy Council, in CIT v. Shaw Wallace (6 ITC 178), connotes a periodical
monetary return coming in with some regularity or expected regularity from a definite source. The
source could be a running business, property, employment or even capital. Pictorially, it is likened to
the fruit of a tree rather than the tree itself. That is why for decades capital gains were never
brought to tax- because they could not be described as being in the nature of income. In India, they
were first brought to tax w.e.f.1st April, 1946 through the insertion of s.12B to the Income-tax Act,
1922. Ever since then, taxation of capital gains has remained an integral part of the Income-tax Act.
To get over the conceptual difficulties indicated above, s.2 (24) of the current Act specifically
includes capital gains in the definition of income.
Charging Section- s. 45(1)
The capital gains arising from the transfer of a capital asset- save the exemptions laid down u/s 54
,54B,54D, 54E, 54EA, 54EB,54G, 54H are brought to tax by the provisions of s. 45(1). The rest of
chapter 1V-D which deals with capital gains is essentially an amplification of a basic principle. In its
simplest formulation this merely states that the consideration received by an assessee on the
transfer of a capital asset belonging to him shall be reduced by the expenses of transfer to arrive at
the net consideration. From this net consideration are deducted the cost of acquisition and the cost
of improvement, both being indexed so as to cancel out the effect of inflation. The balance amount
representing the assessee’s gains are then brought to tax under the head “capital gains.” It would be
evident in this determination that first and most important step is to find out if there has been a
transfer in the legal sense of the word; and if so, who was the owner the property at the point of
time when it was transferred [CITv.Chanchalben 220 ITR 24]. It must however be understood that
s.45(1) only brings to tax actual and not hypothetical gains which could have been made but were
not [ CIT v.Lake Palace Hotel 321 ITR 165(Raj)].An exception to this general rule is s.50C wherein in
the case of a capital gain arising from the transfer of land or building or both the stamp duty
valuation or the circle rate can be substituted for the value of the consideration received if it is
higher ( by more than5% w.ef.1st April1,2019). Also, a capital gain arises not over a period of time,
but at a point of time when the asset is actually transferred [CIT v. Nirmal Textiles 224 ITR 378 (Guj
)]. This section would apply even if the consideration for the transfer is received not from the
transferor, but someone else [Gasper v.CIT117 ITR 581(Cal)]. Where the ownership over the
transferred asset belongs to more than one person, the gains would have to be appropriately
apportioned amongst them according to their respective shares [CIT v.Balubhai220ITR 334(Guj)].
Clarity of s. 45(1) is dependent on a clear understanding of two concepts: a capital asset u/s 2(14)
and transfer u/s 2(47).
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Capital asset-s. 2(14)
The term ‘capital asset’ has a very wide connotation. It includes property of every description,
except consumable stores, raw materials used for purposes of business, personal effects and certain
agricultural lands falling outside certain specified
limits of the boundaries of a
municipality/cantonment board etc. as indicated u/s 2(14)(iii). W.e.f. 1st April, 1973, jewellery does
not form part of personal effects; and its transfer is chargeable as capital gains. W.e.f. 1st April, 2008,
so also are drawings, paintings, and other art work. Clauses iv, v, and vi exempt certain gold bonds
and deposit certificates notified by the Government, such as those issued under the Gold
Monetization Scheme, 2015.
The courts have defined the term “capital asset” to include inter alia a fixed depositing a bank or an
undertaking [CITv.East India 2016 ITR 152 (Cal)], trade mark, brand, leasehold right [Rajendra v.CIT
43 ITR 460(A.P.) ], contractual right to obtain conveyance of property [ CIT v.Tata Services122
ITR594(Bom)], right to subscribe for shares of a company [Hari v.ITO 52 ITR 399(P&H)],, stock
exchange membership card [Mathew P.J.v.ITO 323 ITR 592(Ker)+, partner’s share in a firm
[RangaswamivCIT 31ITR 711(Mad )], route permit [CIT v. Ganapathi 119 ITR 119 ITR
715(AP)],goodwill, technical knowhow [Foster’s Australia Ltd in re: 302 ITR 889(AAR) ] etc. The
question whether a particular property or right is a capital asset or not has to be decided with
reference to the facts prevailing at the time of transfer and not at the time of acquisition
[Venkatesan v. CIT 144 ITR 886(Mad)].
Personal effects – s.2(14)(ii)
Personal effects contemplated to be exempt are essentially movable property held by the assessee
for his personal as opposed to business use. In Hemant Singhji v.CIT 103 ITR 61(SC), the Supreme
Court explained that the Legislature intended that the term is intended to include only those articles
as are intimately connected with, and commonly used by the assessee. In a subsequent judgment it
further clarified that the property in question should be personally and individually used by the
assessee [CIT v.Usha Devi 231 ITR 793(SC)]. As already indicated, jewellery stands explicitly excluded
from the assessment year 1973-74; and art work, paintings drawings and archaeological collections,
from the assessment year 2008-09.
Agricultural lands – s.2(14)(iii)
Certain agricultural lands fall within the definition of a capital asset. S.2(24) (iii)(a)) brings within the
fold of the definition all agricultural lands situated within the limits of a municipality or a
cantonment with a population of not less than 10,000. Clause (b) brings into the fold of the
definition such lands as fall within a certain distance of municipal or cantonment limits. Such
distance could be 2, 6 or 8 kilometers depending on whether the population of the urban area in
question is between 10,000 and 1 lakh; between 1 lakh and 10 lakhs or more than 10 lakhs
respectively.
This leaves us to grapple with the question as to what constitutes agricultural land. This question has
to be decided on facts. In Sarafibibiv.CIT 204ITR 631 (SC)and Gemini Pictures v.CIT 220 ITR 43(SC) the
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Supreme Court held that the matter in current times has to be decided on the touchstone of the
following tests:









whether it has been sold for housing purposes;
whether permission was obtained for putting it to non –agricultural use
absence of cultivation for four years;
absence of any intention to cultivate in future
location in municipal limits
nature of the land in the vicinity
the price at which it was sold
the entry relating to its use in municipal records

Thus, the recent spurt in urbanization has brought about a significant change in approach of the
courts. The earlier approach focused on the use to which the land had been put to in the past.
Currently, the courts emphasis that the land should be used for agricultural purposes at the point of
time when it is sold; if that is not possible the assessee should at least be able to show that it was
set apart for being used for such purposes in future and could be so used without alteration of its
basic character. Entries in municipal records are prima facie evidence though not conclusive
[Sarafibibi v.CIT 204ITR 631 (SC)Lilavati v. CIT201 ITR 293; Motibhai v. CIT 127 ITR 671 ( Guj );CWT v.
Officer-in-charge (Court of Wards), Paigah [1976] 105 ITR 133(SC)].
Explanation to s.2 (14)
The Explanation to s. 2(14) was inserted by the Finance Act with retrospective effect from 1 st April
1962. This stipulates that word “property” as occurring in the expression capital asset means
property of any kind held by the assessee. At the outset this provision should be deemed inter alia to
include rights of management and control in or in relation to an Indian company. This is one of the
provision amended after the Supreme Court’s judgment in the Vodafone case341ITR 1(SC). As a
consequence, a foreign holding company transferring shares of an Indian subsidiary may be
transferring rights of management and control. Since these constitute a capital asset, they would be
chargeable as capital gains. But the question that can be asked is as to how such a right would be
valued. Also, even if 48% of the shares in the subsidiary are transferred, that may still not lead to
transfer of management and control to the new owners. Will they then be taxed because they have
acquired 48% of the voting power. The Explanation still does not bring any certainty to the issues
involved in these difficult questions.
Definition of ‘transfer’ in relation to a capital asset u/s 2(47)
The inclusive definition of transfer u/s2 (47) is in relation to a capital asset and does not extend to
any area of the Act other than capital gains/losses arising to an assessee from such a transfer. The
definition covers six types of transactions enumerated in this provision but these are by no means
exhaustive [ Sunil Sidharthbhaiv.CIT 156 ITR 509(SC)].The definition would also extend to all
transactions- both voluntary as well as involuntary- which would fall within the contextual or
ordinary dictionary meaning of the word ‘transfer’*CIT V. Narang Dairy Products219 ITR 478(SC)].
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Sale- s.2(47)(i)
The first category of transactions covered by the term ‘transfer’ consists of sales. Transfer of
movable property is governed by the Sales of Goods Act, 1930; and immovable property, by the
Transfer of Property Act, 1882. Under both the enactments, and also as ordinarily understood, a sale
is a voluntary transaction between two persons- a buyer and a seller- in which the buyer acquires
the property of the seller under an agreement for a consideration known as the price [Calcutta
Electric Supply Corporation v. CIT 19 ITR 406(SC)]. A sale could also be defined as the transfer of
property in goods or of the ownership of immovable property for a money consideration [ CIT. V.
Motor and General Stores (P.) Ltd. 66 ITR 692(SC)].
Exchange-s. 2(47) (i)
An exchange involves the mutual transfer of ownership of property between two persons [CIT v.
Rasiklal 177 ITR 198(SC)]. However, the mere conversion of one currency into another would not
give arise to an exchange for purposes of capital gain. In order to give rise to an exchange there must
be transfer of one capital asset for another [ Jayakumari and Dilharkumari v. CIT 165 ITR 787(Kar)].
An essential element of an exchange is that consideration should not be expressed in terms of
money but something else (other property) of value [ CIT. V. Motor and General Stores (P.) Ltd. 66
ITR 692(SC)].
Relinquishment-s.2(47) (i)
Relinquishment implies that although the property continues to exist, its owner ceases to own his
interest in it by some act on his part; he either abandons or gives up the same [ CIT v. Madurai Mills
89 ITR 347(SC). A case where a buyer pays an advance for purchase of property, reserving to himself
the right of specific performance but later having received consideration under another agreement
agrees to allow the vendor to sell to another party is perhaps a good example of relinquishment
[Srinath K.R. v. ACIT 268 ITR 436(Mad)].
Extinguishment of a right- s.2(47)(ii)
Extinguishment of aright can take place in two circumstances: it can take place when a smaller right
merges in, or gets consolidated in larger or more extensive right or estate. But it also takes place
where a right, title or interest stands destroyed. In the latter case, it is to be presumed that the
underlying asset has not undergone any destruction .Extinguishment of a right in an asset on
account of transfer cannot be equated with the destruction of the asset itself [Vania Silk Mills(P)Ltd
v. CIT 191 ITR 647(SC)].
In the case of CIT v. Grace Collis 248 ITR 323, the Supreme Court held that extinguishment of rights
in a capital asset, referred in s. 2(47) (ii) was distinct and independent of such extinguishment
consequent of transfer thereof. Thus, the expression “extinguishment” of any rights thereon, does
not have to be on account of transfer of the assets, it could be independent of or otherwise than on
account of transfer, However, a reduction in capital effected through a reduction in the share value
of shares does involve an extinguishment of rights because after such reduction the shareholder’s
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right to receive dividends as well as his share of assets on dissolution does get affected [ Kartikeya
Sarabhai v.CIT 228 ITR 163(SC)].
Applying the “look at” as opposed to the “look through” test, the Supreme Court in Vodafone
International Holdings B.V. v. UOI 341 ITR 1(SC) held that when a non-resident company transfers
the shares held by it to another non-resident company it is merely transferring shares and not the
rights of management and control in the subsidiary or downstream companies. The latter set of
rights go with the ownership of shares and are akin to the right to receive dividends. There is,
therefore, no extinguishment of rights of management and control within the framework of clause
of s.2 (47). This judgment of the Supreme Court resulted in the enactment of Explanation 2 to s.2(47)
by the Finance Act of 2012 with retrospective effect from the inception of the Act.
S.2(47)(v)and (vi)
Clauses(v)and (vi) widen the scope of the term transfer to include transactions which are not
recognized as transfers under the general law of the land. The purpose behind the introduction of
these two clauses was to make certain transactions liable to capital gains, when they facilitate
assessee’s to take possession of property after a sale, but when, in fact, there is no transfer in the
strict sense of the word. Such transactions include sales effected through powers of attorney; or
otherwise through part performance of a contract of sale u/s 53A of the Transfer of Property Act
,1882. Thus, if a transaction allows a buyer to take possession of a property either as above (clause
v) or by becoming a member of a cooperative society housing society (clause vi), it would constitute
a transfer.
Explanation 2 below s.2(47)(vi)
Finally, the Finance Act, 2012 has retrospectively introduced w.e.f. 1st April 1962 a new provision by
way of Explanation 2 to s.2(47). This nullifies the Supreme Court’s decision in the case of Vodafone
International Holdings B.V. v. UOI 341 ITR 1(SC) and as such, also permits a dissecting approach.
Thus, transfer of shares abroad between two non-residents would now involve not merely the
shares per se, but also the transfer of underlying rights and interests specifically, the right of
management and control of an Indian subsidiary. Thus, what could not have been transferred earlier
is now deemed to be so included in the definition of “transfer”. The word “transfer” has thus been
given the widest possible meaning by use of the words “directly or indirectly ;absolutely or
conditionally; voluntarily or unconditionally.”
Conclusion:
Having discussed the meaning and implications of the terms “transfer” and “capital asset,” two
concepts critical to the understanding of a capital gain, we carry forward our discussion of the
charging section in the next issue of Knowledgeware.
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Tax Controversy: Taxation of Digital Economy
OECD Public Consultation Document on Significant Economic Presence and questions arising there
from
Background
With the increasing reach of the Digital Economy, countries across the world were grappling with the
question of how to tax the income earned from the Digital transactions, especially in a cross-border
scenario.
Under the existing rules, business income earned by a non-resident is liable to tax in India only if the
non-resident has a Business Connection or a Permanent Establishment in India. Where transactions
are carried out through digital means, income is earned in India (or any Source Country) without any
physical presence. As such, the existing “nexus rule” for taxing business income of non-residents
fails. As such, the income earned through digital transactions goes untaxed.
This has given rise to erosion of tax base of the Source Country and also created opportunities for
artificial shifting of profits from the Source Country to a low tax jurisdiction. Underlining the
importance of taxation of digital economy, the Base Erosion and Profit Shifting (BEPS) project of the
Organization of Economic Co-operation and Development (OECD) has dedicated a separate Action
Plan (Action Plan 1) to discuss taxation of the Digital Economy
The discussions so far
Action Plan 1 discussed the challenges faced in taxation of Digital Economy. It also discussed certain
potential options, including some provisional measures, to tax digital transactions. However,
recognizing that the providing detailed guidance on taxation of Digital Economy will require further
deliberations, the suggestions of Action Plan 1 were not considered as “Minimum Standard” and did
not feature in the Multi-Lateral Instrument (MLI).
OECD had given the mandate to Task Force on the Digital Economy (TFDE) to carry out further work
in this area. The TFDE has recently issued a Public Consultation Document discussing approaches to
taxation of the Digital Economy and has invited comments on the same by 6th March, 2019
India’s Statutory position
As the first step towards taxation of Digital Economy, India introduced “Equalization Levy”
chargeable @ 6% on gross-basis on payments made to non-residents for online advertisement,
provision for digital advertising space and facilities/services for the purpose of online advertisement.
Media reports indicate that the revenue generated from Equalization Levy was upwards of Rs. 1,000
crore for FY 2017-18. While this revenue number pales in comparison with the overall market size of
the Digital economy in India, it also indicates the untapped (or untaxed!) revenue potential in taxing
Digital Economy. In any case, going by the discussions of BEPS Action 1, the equalization levy was
expected to be an interim measure till broader consensus emerges on taxation of Digital Economy.
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The Finance Act, 2018 enlarged the scope of Business Connection under section 9 of the Income-tax
Act, 1961 (Act) by introducing the concept of Significant Economic Presence (SEP). Explanation 2A
to Section 9(1)(i) explains that Significant Economic Presence shall mean:
(a)
transaction in respect of any goods, services or property carried out by a non-resident in
India including provision of download of data or software in India, if the aggregate of payments
arising from such transaction or transactions during the previous year exceeds such amount as may
be prescribed; or
(b)
systematic and continuous soliciting of business activities or engaging in interaction with
such number of users as may be prescribed, in India through digital means:
The Act further clarifies that where a non-resident has an SEP in India, only the income attributable
to the SEP will be taxed in India.
The operative rules
As it can be seen from the above definition, SEP is constituted where certain payments made to the
non-resident exceed a prescribed amount or where the interaction with users in India exceeds a
prescribed number of users.
The operative rules regarding the monetary limit and limit of number of users as well as the
modalities of calculating these limits have not been prescribed yet.
Global reactions
While India introduced the Equalization Levy in 2016 and SEP in 2018, other countries across the
globe are also following suit. Recently, France announced plans to levy “Digital Tax” @ 5% on digital
sales made in France. Other countries such as Australia, Japan, New Zealand, Russia, South Africa,
Switzerland and United States of America (subject to economic nexus rule) have also enacted
legislations for taxing digital transactions, largely in the form of VAT.

Public Consultation Document released by OECD
Approaches to tax Digital Economy
The Public Consultation Document (PCD) discusses three approaches to tax digital economy that are
being presently examined by OECD. These approaches are as follows:
1.
The User Participation Proposal
2.

The Marketing Intangibles Proposal

3.

The Significant Economic Presence Proposal

We discuss below some salient features of the Significant Economic Presence proposal and draw
comparisons with the concept of SEP already introduced under the Act
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The PCD notes that the concept of SEP is motivated by the view that the digitalisation of the
economy and other technological advances have enabled business enterprises to be heavily involved
in the economic life of a country without a significant physical presence. It considers that these
technological advances have rendered the existing nexus and profit allocation rules ineffective.
Indicators of SEP
The PCD advocates a two-pronged approach to using the SEP rule. It states that revenue generation
from the Source Country on a sustained basis is a basic factor. However, in addition, one or more of
the following factors also need to be satisfied to constitute a SEP:
a)
The existence of a user base and the associated data input
b)

The volume of digital content derived from the jurisdiction

c)

Billing or collection in local currency

d)

Maintenance of a website in local language

e)

Responsibility of the final delivery of goods or support services to customers

f)

Sustained marketing and sales promotion activities

The PCD also clarifies that mere presence of the above indicators, or for that matter, presence of
SEP, will not give rise to taxability in the Source Country. The revenue earned by the non-resident
should be linked to or attributable to the SEP for the Source Country to get the right to tax it.
Allocation of profits
As a principle, a non-resident having a SEP in the Source Country will become liable to tax in the
Source Country. However, existence of SEP does not take away the involvement of the Head Office
of the non-resident in the revenue generating activity. Therefore, the question for consideration is
how to apportion the revenue (i.e. profit) between the SEP (i.e. PE in Source Country) and the Head
Office.
The PCD suggests use of “Fractional Apportionment Method” (FAM) as explained in the Action 1
Report. The PCD states that use of FAM would be a three-staged process, as under:
Step 1: Definition of the tax base to be divided
Step 2: Determination of allocation key to allocate the revenue between the Head Office and the PE
Step 3: Assigning weights to allocation keys
The PCD suggests use of a formulatory approach to determine the tax base to be apportioned. It
suggests use of different allocation keys such as sales, assets, employees or even number of users in
cases where users contribute to the value creation process
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Collection of tax
As a tax collection measure, the PCD suggests that the payments made to a non-resident could be
subject to a withholding tax on gross basis
Open questions
OECD’s endeavour to issue a Public Consultant Document is a welcome step to solicit views of the
business and taxpayer community to move as close as possible to global consensus in taxation of
Digital Economy. The text of the PCD gives rise to certain questions in the Indian context which are
enlisted below. It is hoped that further guidance from OECD on this subject along with countryspecific tax rules will address these questions:
1)
India has seen considerable litigation around “Marketing intangibles”. While the OECD
concept of marketing intangibles differs from the Advertisement and Marketing Promotion (AMP)
controversy in India, what would be India’s position in relation to the Marketing Intangibles
approach to taxing Digital Economy?
2)
The Indian Revenue has not had the desired success in AMP related cases before judicial
authorities. Whether the marketing intangibles approach provide a back-door entry to the Indian
Revenue to reignite the AMP conundrum?
3)
India does not have a specific guidance to deal with attribution of profits to a Permanent
Establishment. Limited guidance is provided under Rule 10 of the Income Tax Rules, 1962 and
Article 7 (Business Profits) of certain tax treaties. In this scenario, whether the SEP operative rules
will lead to pronouncement of detailed profit attribution rules?
4)
Rule 10 of the Income-tax Rules, 1962 uses a simple formulatory approach to determine
income attributable to a Business Connection whereas OECD has suggested the Fractional
Apportionment Method (FAM). Whether India would prefer FAM over the simple formulatory
approach?
5)

Whether FAM will get precedence over the existing transfer pricing analysis?

6)
The concept of SEP does not find place in the PE definition of the existing tax treaties. Also,
the MLI does not carry any of the suggestions/discussions of Action Plan 1. In such a scenario, how
would the concept of SEP be implemented? Whether it will require amendment to the MLI itself?
7)
Whether India will follow the Equalization Levy route to shield the withholding tax on digital
payments from tax treaty protection? If yes, the withholding tax could become a final tax and may
not be eligible for tax credit.
8)

Is it really possible to ring-fence the Digital Economy for taxation purpose?

Concluding Remarks
A lot has been discussed regarding taxation of Digital Economy and lot still needs to be examined
and analyzed. Furthermore, how different countries react to the global measures suggested by
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OECD also needs to be seen. All in all, the times to come could see some interesting discussions
regarding taxation of Digital Economy – if at all, the Digital Economy proves capable of a separate
identification and separate taxation, within the framework of the existing tax and commercial laws.
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HIGH COURT
Delhi HC upholds constitutional validity of section 10(34) and 115BBDA on domestic dividends
The Delhi HC in Rajan Bhatia v. CBDT upheld the constitutional validity of section 115BBDA which
applies to dividend income in excess of Rs. 10 lacs. Further, it was held that there is no hostile
discrimination with regard to coverage of the class of taxpayers within the ambit of section 115BBDA
as the Legislature and the Government have the latitude in tax laws to make reasonable
classification, and in order to tax one group.
Facts & Issue:
Mr. Rajan Bhatia, an individual filed a writ petition before the HC challenging the constitutional
validity of proviso to section 10(34) read with provisions of section 115BBDA of the Act under Article
14 of the constitution of India.
Section 115BBDA of the Act provides that any dividend income received by a specified assessee
exceeding Rs.10 lacs is liable to additional tax @10% (plus applicable surcharge and cess) in the
hands of the specified assessee to the extent of dividend amount exceeding Rs.10 lacs. Such tax
under section 115BBDA on dividend exceeding Rs.10 lacs overrides the exemption otherwise
available to dividends from domestic companies, on which such companies are required to pay DDT.
Further, the tax levied under section 115BBDA does not apply to shareholders being companies and
non-residents.
The writ petition was filed before the HC on following grounds:
 There is an ambiguity on whether tax under section 115BBDA is applicable on the entire
dividend income or only on dividend income exceeding Rs.10 lacs.
 The tax levied on specified assessee under section 115BBDA makes hostile discrimination
between
a. Residents and non-resident taxpayers and
b. within resident taxpayers, between domestic companies and other taxpayers.
Observations & Ruling of the High Court:
The HC upheld the constitutional validity of section 10(34) and 115BBDA of the Act. The HC observed
that the legislation, as framed, stipulated that tax at the rate of 10% (plus applicable surcharge and
cess) would only be payable in case the specified assessee has earned dividend income exceeding
Rs.10 lacs. Further, the tax at the rate of applicable rates would be payable only on the dividend
income beyond Rs.10 lacs. Thus, there is no ambiguity on threshold and applicability of section
115BBDA of the Act.
The HC observed that the Legislature and the Government have the right to identify the persons
who have to be taxed. Article 14 of the Constitution does not require that every law must have
universal application for all persons. Different classes of persons often require separate treatment.
Non-coverage of domestic companies and non-residents within the purview of section 115BBDA is a
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case of “under classification” i.e. certain classes which could have been included, have been
excluded from taxation. But it a settled matter that a law cannot be struck down on the basis of
“under classification”.
In taxation matters, the Government has the right to identify the persons who have to be taxed. The
Legislature and Government enjoy greater latitude in the field of tax and economic legislation
because of the complexities involved as compared to laws touching civil rights such as freedom of
speech, religion, etc. Taxation is a matter of policy and the court is not to examine and comment on
the wisdom of such decisions. There is a presumption in favour of the constitutional validity of law
made by the Parliament or State Legislature. Taxation statutes are normally not struck down on the
ground of under-classification. The HC relied on several SC decisions in support of the above
proposition.
The HC noted that domestic companies have to pay DDT when they distribute dividend to
shareholders. Subjecting them to tax under section 115BBDA again would lead to cascading effect of
tax.
It was also observed that Legislature, as a matter of policy, may decide differential taxation of nonresidents who invest in India, contribute and help in growth of industrialisation, job creation and
economic progress. Non-residents have option to invest in different countries. Further, nonresidents are liable to pay tax in the country of their residence. Therefore, taxation regime
applicable to non-residents need not be identical to that applicable to residents.
Citation:
Rajan Bhatia v. Central Board of Direct Taxes (2019) 101 taxmann.com 328 (Delhi)
Our Comments:
The dividends declared, distributed or paid by a domestic company are subject to DDT @ 15%
(subject to grossing up and applicable surcharge and cess) in the hands of the company. Such
dividends are exempt in the hands of the recipient shareholders. The tax provisions under section
115BBDA of the Act were introduced with intent to remove the inequity between small taxpayer and
large taxpayers who suffered equal incidence of tax on dividend income.
It may be noted that taxpayers cannot claim deduction of any expense against such dividend income
which is subject to tax under section 115BBDA of the Act, being specific tax provision
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Delhi HC allows exemption under section 10AA for the new unit setup in SEZ as the same is not
formed by splitting up or reconstruction of existing business
The Delhi High Court held that the ‘splitting up’ or ‘reconstruction’ conditions should be questioned
in the first year of the claim and not in the subsequent years. The Delhi High Court in this regard,
relied on its own decisions in case of CIT vs. Heartland Delhi Transcription Services Pvt. Ltd. [(2014)
366 ITR 523] rendered in the context of section 10B and CIT vs. Tata Communications Internet
Services Ltd. [(2012) 251 CTR 290] rendered in the context of section 80IA.
Further, on facts, the High Court observed that the Tribunal had made scrutiny and verification of
the facts in the form of data and figures, which demonstrates that the new unit was not setup by
spitting up of existing business.
Facts & Issue:
The assessee had a 100% EOU unit for which the assessee was entitled to exemption under section
10A of the Act up to AY 2011-12. Subsequently, the assessee had setup a new unit in a SEZ and
claimed exemption under section 10AA in AYs 2011-12 and 2012-13. The Assessing Officer accepted
the claim in both the AYs. However, he denied the exemption in AY 2013-14 on the ground that the
new unit was setup by way of ‘splitting up’ or ‘reconstruction’ of a business already in existence. The
CIT(A) and the Tribunal allowed the assessee’s claim.
Aggrieved, the revenue preferred an appeal before the HC.
Observations & Ruling of the High Court:
The High Court observed that the negative stipulation in clause (ii) to section 10AA(4) mandates that
to claim exemption the new unit should not be formed by ‘splitting up’ or ‘reconstruction’ of a
business already in existence. The High Court noted that plain as well as intelligible legislative
mandate is not to disqualify existing assessee in the same line of business, albeit the unit set up
should not be by way of ‘splitting up’ or ‘reconstruction’.
The High Court observed that the unit in the SEZ had commenced business in the period relating to
the AY 2011-12 and the assessee had claimed and was allowed deduction under section 10AA in AY
2011-12 and 2012-13.
The High Court referred to its own decision in Heartland Delhi Transcription Services Pvt. Ltd.
wherein, whileinterpreting an identical provision in section 10B of the Act, it was observed that the
objection under clause (ii) should be taken in the first year when the new unit was set up and when
the exemption is for the first timeclaimed under section 10B of the Act. The High Court also referred
to its decision in Tata CommunicationsInternet Services Ltd. which had interpreted section 80IA(3),
which bears similar language and negative stipulation tohold that the question of violation of subsection (3) to section 80IA is to be raised and considered in the firstyear of the claim for deduction.
On facts, the High Court observed that the Tribunal had referred to the facts in the form of data and
figures to hold that the new unit inthe SEZ was a new unit and not set up by ‘splitting up’ or
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‘reconstruction’ of existing business. Thus, even on merits, the High Court upheld the order of the
Tribunal.
Citation:
Principal Commissioner of Income-tax vs. Macquarie Global Services Pvt. Ltd [TS-766-HC-2018(DEL)]
Our Comments:
The issue with respect to denial of relief under section 10AA in the subsequent years has been a
matter of debate before the judicial authorities. Various judicial authorities including the Bombay
High Court in the case of CIT vs. Paul Bros. (1995) 216 ITR 548 and Direct Information (P) Ltd. vs. ITO
(2011) 203 Taxman 70, have held that the benefit of deduction cannot be denied in a subsequent
year unless the same has been withdrawn in the first year. Having said this, it is important for the
assessees to satisfy the conditions as stipulated under section 10AA in the first year and should have
necessary documentation in place to demonstrate compliance with other continuing conditions in
subsequent years.
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Payment by investment advisory company to Mauritian affiliate for ‘fund-raising’ assistance,
deductible u/s 37
Facts and issue:
Lok Advisory Services Pvt. Ltd. ('assessee') was engaged in providing managerial, technical,
consultancy and investment research services to two overseas funds - Lok I and II. The 2 overseas
funds on the basis of inputs and details furnished by the assessee made investments in Indian micro
finance companies. The assessee received fees for rendering the above services from the two
overseas funds.
The assessee under an agreement had also availed services from Lok Foundation (associated
company) registered in Mauritius. The assessee had paid Rs 2.88 crore as one-time fees to Lok
Foundation. The assessee submitted that due to efforts of Lok Foundation, the total size of
investment in India by the two overseas funds had increased from USD 3.655 Cr. to USD 6.5 Cr which
consequently resulted in increase in fees which the assessee received from the two overseas funds.
The AO noted that Lok Foundation had given advisory services to the overseas funds to which
assessee company is also giving advisory for making appropriate investments in India and had not
given any direct services to the assessee. The AO held that Lok Foundation should have charged the
overseas funds for the services provided to them instead of charging the assessee. There was no
nexus between the fee paid by the assessee and its business. The AO also alleged that the assessee
company was employing this ploy by which profits were being siphoned off in the garb of
consultancy fees to Lok Foundation situated in Mauritius where ultimately no or minuscule tax
would be paid.
The CIT(A) noted that the assessee was paid advisory fees by the 2 funds based on percentage of
committed capital to the funds. Lok Foundation Mauritius had identified and introduced potential
investors which resulted in increase in capital investment by the 2 funds and consequentially
increase in advisory fees received by the assessee. Thus, services rendered by Lok Foundation
Mauritius indirectly resulted in benefit to the assessee company as it enabled the assessee company
to help secure committed funds from potential portfolio companies, review the sources of funding
and investment in different sectors in India. ITAT upheld the order of the CIT(A). Aggrieved, the
Revenue appealed before Delhi HC.
Observations & Ruling of the High Court:
HC noted that payment by the assessee for the efforts and services rendered by Lok Foundation
cannot be rejected on the ground that foreign investors should have made payment to Lok
Foundation. The AO has not disputed identity, existence, payment or even the services being
rendered or its reasonableness. The fees were paid to Lok Foundation for identifying, introducing
and influencing potential customers in Europe and USA for making investments in the 2 funds. The
efforts have benefited the assessee in the form of increased investment in India resulting in increase
in the advisory fees being received by the assessee. The assessee would be justified in making
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payment to expand and increase their business and income, which would be expenditure incurred
wholly and exclusively for the purpose of business.
HC held that the AO erred in concluding that funds have been siphoned off to tax sMauritius where
tax rate is 3% without considering the fact that the assessee had deducted TDS @10% on payments
made. Further, the AO had not referred the quantum of fees to the Transfer pricing officer.
Accordingly, HC upheld the ITAT's order allowing deduction u/s 37(1) to the assessee.

Citation:
Lok Advisory Services Private Limited [TS-774-HC-2018(DEL)], Delhi High Court
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ITAT
Delhi ITAT allowed the ‘tax sparing’ credit in the hands of an Indian taxpayer out of the dividend
sourced from its Thai subsidiary, which was exempt in Thailand
Facts & Issue:
The matter related to AYs 2010-11 to 2013-14. The issue fell within a very narrow compass. The
taxpayer, an Indian tax resident Company, had a wholly-owned subsidiary in Thailand, from which it
received dividend income. In its tax return, the taxpayer claimed a tax relief u/s 90 on the said
dividend income.
The AO was of the view that the impugned dividend income did not suffer any income-tax in
Thailand and hence, denied the tax relief to the taxpayer. The CIT(A) duly concurred. Aggrieved by
the CIT(A)’s stance, the taxpayer carried the matter to the Hon’ble Delhi ITAT.
Contentions of the Assessee:
The AR for the taxpayer contended that per Article 23(2) of the India-Thailand DTAA, the amount of
‘Thai tax payable’ by an Indian tax resident, which has been subjected to tax both in India and in
Thailand, shall be allowed as a credit against the Indian tax payable in respect of such income,
provided that such credit shall not exceed the Indian tax. Foreign-sourced dividend income was
indeed taxable in India.
Article 23(3) which defined ‘Thai tax payable’, included any amount which would have been payable
as Thai tax for any year, but for an exemption of tax under the provisions of the Thai Investment
Promotion Act, which was designed to promote economic development in Thailand.
Per se, the dividend income earned by the taxpayer was exigible to Thai tax @ 10%. However, as
Thailand wanted to promote its economic development, it has sought to exempt dividends derived
from a ‘promoted activity’.
So, the fulcrum of the taxpayer’s argument was that though the dividend income generated in
Thailand was granted exemption from Thai income-tax in the hands of the Indian taxpayer, that
should be taken to mean that this situation fell within the four squares of Article 23(3) supra which
implied that the taxpayer was eligible for credit, in India, of such Thai tax on the impugned dividend
income on the premise that it was ‘deemed to have been payable’ in Thailand.
Contentions of the Revenue:
The DR argued, on behalf of the Revenue, that as the taxpayer had not actually paid any Thai tax,
hence the question of double taxation did not arise at all, in the facts of the case. Hence, the
taxpayer was not entitled to any relief u/s 90 of the Act on such impugned dividend income.
Observations& Ruling of the Tribunal:
At the outset, the ITAT framed the question as to whether the benefit of ‘tax sparing’ was available
to the taxpayer under the India-Thailand DTAA. To achieve this, the ITAT referred to the explanation
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of the concept of ‘tax sparing’ as provided in the Commentary to the UN Model Tax Convention and
noted that it said ‘…a system by which a developed country grants a credit not only for the tax paid,
but for the tax spared by incentive legislation in the developing country.’
Applied to the facts in the present case, the ITAT observed that though dividend income was exigible
to tax in the hands of the Indian taxpayer @ 10% in Thailand, yet, it was exempted from Thai tax
because of the operation of the ‘incentive legislation’ in Thailand. So, the ITAT interpreted the tax
sparing credit claimed by the taxpayer as the ‘tax that would have been otherwise payable by
assessee in Thailand’ and hence, the taxpayer was rightly entitled to access the benefits of Articles
23(2) & 23(3) of the India-Thailand DTAA.
Thus, Delhi ITAT ruled in favour of Assessee by allowing the credit for Thai tax.
Citation:
Polyplex Corporation Ltd. vs. ACIT, [(New Delhi) ITA Nos. 4347 to 4350/Del/2016]
Our Comments:
These days, it is commonplace to find nations jostling for attracting the attention of capitalists from
other nations. Nations (especially developing ones) would go all out to woo the investors of various
nationalities. Tax legislation is one of the tools often deployed in the wide array of investmentfriendly measures intended to attract capital.
At a conceptual level, we have the foreign tax credit method whereby if the income was taxed in
both country R & country S, then tax relief could be claimed in the country of residence. The FTC, as
it is commonly referred to, is typically restricted to the actual tax paid in the country of source.
Viewed from the standpoint of the developing country, this approach suffered from a fundamental
drawback i.e. the developed country would get to tax the income sourced from the developing
country as per their (developed country’s) tax rates (which are higher in general), as quite often, the
developing country would resort to nil or low taxation as it has to incentivize the capital investment.
As a consequence, it would mean that the real fruits of the tax incentive did not reach the investor,
but benefitted the coffers of the tax-collecting developed country.
Therefore, it was of primary importance to the developing countries to ensure that the tax incentive
measures shall not be made ineffective by taxation in the capital exporting countries using the
foreign tax credit system. This is where the ‘tax sparing’ method comes to the aid of such developing
countries. By acceding to implement this method, the developed country actually recognizes and
respects the subsidy granted by the developing tax-treaty partner. So, effectively, the developed
country gives a credit for the ‘tax which was spared by the domestic legislation of the developing
country’ and hence, the name ‘tax sparing’.
But naturally, it follows that for ‘tax sparing’ method to operate, the credit scheme of the country of
residence would need to accommodate the ‘tax that would have been paid, had there been no tax
incentive legislation’ in the country of source. This important ruling is yet another one, where this
principle and interpretation has been rightly upheld.
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Chennai ITAT held presumptive taxation benefit u/s. 44AD, as not available to a partner, on
remuneration & interest received from the firm

A recent ruling of the Chennai ITAT clarified that the remuneration and interest payable to a partner
of a partnership firm does not qualify as “gross receipts or turnover…of a business independently
carried on by a partner” and thus, denied the benefit u/s. 44AD. The Tribunal also observed that the
intention of insertion of Sec. 44AD was to help small businesses to comply with the taxation
provisions and not at all to construe a partner’s remuneration or interest as business income.
Facts and Issue:
Mr. A. Anandkumar (assessee), an individual, received remuneration and interest from his
partnership firms during AY 2012-13. While filing the return, assessee had applied presumptive rate
@8% u/s. 44AD.
However, the AO denied benefit of Sec.44ADand brought to tax the entire amount of remuneration
and interest from the firms. Upon further appeal, the CIT(A) upheld the order of AO.
Aggrieved, the assessee filed an appeal before the Chennai ITAT.
The issue under consideration was whether the assessee, in his capacity as a partner, was entitled to
claim benefit u/s. 44AD for remuneration and interest from firms.
Contentions of the Assessee:
Claim of the assessee was that interest and salary received by him from firms in which he was a
partner had to be treated as business income by virtue of provisions of section 28(v) of the Act.
Furthermore, section 44AD applied to an “eligible business” which was defined as any business other
than the business of plying, hiring or leasing. Thus, the assessee contended that remuneration from
a partnership firm was business income on one hand and was not excluded from section 44AD on
the other hand. Hence, the assessee contended that he was eligible for applying presumptive rate
of 8% on such receipts under section 44AD of the Act.
Reliance was placed on the judgment of Hon’ble Apex Court in the case of Munjal Sales Corporation
Vs.CIT (298 ITR 298) (SC) and anorder of Kolkata Bench of the Tribunal in the case of Sagar
DuttaVs.DCIT in ITA No.692/Kol/2012 dated 03.05.2013.
Contentions of the Revenue:
According to Revenue, assessee was not doing any business independently but was only a partner in
the firms. Thus, the receipts on account of remuneration and interest from the firms could not be
construed as gross receipts mentioned under section 44AD of the Act and the assessee was not
entitled to the benefit of section 44AD of the Act and brought to tax the entire amount of
remuneration and interest from the firms.
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Observations & Ruling of the Tribunal
The Tribunal analyzed the provisions of Section 40,which permitted payment of salary, bonus,
commission and interest as a deductible expenditure and observed that, in case provision for such
remuneration and interest was not made in the accounts of a firm, then pro-rata profits of the firm
would be higher, resulting in higher taxes to the firm. These payments therefore had to be construed
indirectly as a type of distribution of profits of a firm, for which otherwise, a firm would have been
taxed. This by itself, would not translate such remuneration and interest, to gross receipts or
turnover of a business independently carried on by a partner.
Elucidating further, the Tribunal perused the Explanatory note to section 44AD and concluded that
the intention of the section was to help small businesses to comply with the taxation provisions and
not to apply the presumptive taxation scheme to remuneration or interest derived by a partner from
a partnership firm.
The decision of the Hon’ble ApexCourt in the case of Munjal Sales Corporation (supra), relied on by
the appellant, was distinguished by the Tribunal as the issue therein was not related to section 44AD
of the Act. Further, the decision of the Kolkata Tribunal in the case of Sagar Dutta (supra) was also
distinguished as it related to levy of penalty under section 271B of the Act, for failure of furnishing
audited accounts under section 44AB of the Act, which had no relevance in the given case.
Accordingly, affirming the orders of the lower authorities, the Tribunal dismissed the assessee’s
appeal.
Citation:
Mr.A.Anandkumar [TS-41-ITAT-2019(CHNY)]
Our Comments:
Section 44AD provides that the presumptive taxation rate shall be applied to the total turnover or
gross receipts of the assessee. The words “total turnover” and “gross receipts” are significant and
indicate that only a business simplicter will be regarded as “eligible business” for the purpose of
section 44AD. This case underlines that while an item of income may be taxed as business income,
this fact will not, in itself, result in the conclusion that the underlying activity represents business
carried on by the assessee.
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“Specified Previous Year” for section 271AAA penalty refers to search initiation year, not
conclusion year
Recently the Pune Bench of the Tribunal held that “Specified Previous Year' for the purposes of
section 271AAA of the Act means the previous year which has ended before the date of initiation of
search or the year in which search was initiated, not the year which has ended before the date of
conclusion of search or the year in which search was concluded.
Facts & Issue:
A search and seizure under section 132 of the Act was initiated on the assessee on February 11, 2009
i.e. AY 2009-10. However, the last panchnama was drawn only on April 3, 2009 i.e. AY 2010-11.
It was thus palpable that the search, in this case, commenced in February 2009, which was prior to
the closure of the financial year ending March 31, 2009 and completed on April 3, 2009, which was
after the closure of the financial year ending March 31, 2009. The question which emerged was to
determine ‘specified previous year’ in terms of Explanation (b)(i) to section 271AAA of the Act.
"specified previous year" means the previous year—
i.

which has ended before the date of search, but the date of filing the return
of income under sub-section (1) of section 139 for such year has not expired
before the date of search and the assessee has not furnished the return of
income for the previous year before the said date; or

ii.

in which search was conducted.

The controversy in this regard was to find out the meaning of the terms `date of search’. Whereas
the case of the assessee is that the expression `date of search’ as employed in Explanation (b)(i)
meant the date of initiation or commencement of search, the Revenue had canvassed a view that it
referred to the date of conclusion or completion of search.
Contentions of the Assessee:
The AR contended that AY 2008-09 was the correct ‘specified previous year’ in terms of Explanation
(b)(i) to section 271AAA of the Act and further that sub-clause (ii) of the Explanation (b) was not
attracted in the present case. The AR had bolstered a view that for the purposes of sub-clause (i), the
date of `search’ should be considered as the date of `initiation of search’, but when for the purposes
of sub-clause (ii), it should be treated as the date of `conclusion of search’.
Contentions of the Revenue:
The Revenue had treated AY 2008-09 the `specified previous year’ under sub-clause (i) of the
Explanation (b) and AY 2009-10 as the `specified previous year’ under sub-clause (ii) of the
Explanation (b) and imposed the penalty under section 271AAA.

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 23

[KNOWLEDGEWARE FEBRUARY 2019]
Observations & Ruling of the Tribunal:
The ITAT noted that there are three stages in case of a search. First was the initiation of process of
search; second was the initiation of search; and third was conclusion of search.
The ITAT observed that the Legislature had used the word `search’ preceded by the words ‘initiation
of’ or ‘conclusion of’ at different places to clearly convey that it was referring to the date of initiation
of search or the conclusion of search, as the case may be. For example, section 153A dealing with
assessment in case of search or requisition specifically used the expression ‘initiation of search’ in
second proviso to sub-section (1). Similarly, section 153C, section 153B(2) & section 158BE of the Act
specifically used the expressions as was the intention of law. Thus, it was obvious that the
Parliament has recognized the expression ‘initiation of search’ as distinct from ‘conclusion of search’
and used such expressions at the appropriate places as deemed necessary.
Reverting to the Explanation to clause (b)(i) to section 271AAA, the ITAT observed that the
Legislature had simply used the expression `date of search’ and the same was not qualified by the
words `initiation of’ or `conclusion of’. The `specified previous year’ in the extant case varied with
pre-fixing of the words `initiation of’ or `conclusion of’ to the word `search’ as used in the provision.
When so understood and on taking a holistic view of the mater, it turned out that the Legislature
intended to mean the ‘date of search’ in sub-clause (i) of clause (b) of the Explanation to section
271AAA as the `date of initiation of search’. On their analysis of the expression `before the date of
search’ in the definition of `undisclosed income’, it amply transpired that it referred to the date of
`initiation of the search’.
The reasoning provided was that part (A) in clause (i) of the Explanation (a) to section 271AAA
referred to the undisclosed income etc. which had not been recorded in the books of account before
the date of search. It necessarily had to be an income which was not found to be recorded at the
time of initiation of search and it cannot be an income which was not found to be recorded at the
time of conclusion of search. Once an item of income not recorded was found at the time of
initiation of search, it would remain undisclosed even if the assessee during the course of search
records it in its books of account. If it was interpreted as referring to the date of conclusion of
search, then any one can easily go scot free by recording in his books of account the undisclosed
income found during the course of search, before the conclusion, thereby making it as disclosed
income, which proposition is patently incorrect.
Similar position follows by reading part (B) in clause (i) of the Explanation (a), which also referred to
the undisclosed item of income which had otherwise been not disclosed `before the date of search’.
Here again, if it was construed the `date of search’ was the date of conclusion of search, it would
mean that any undisclosed income found during the course of search would become a disclosed
income, if the assessee discloses it to the competent authority at any time during the continuation
of search. Thus, the ITAT held that, on a tuneful reading of clauses (a) and (b) of the Explanation to
section 271AAA, the ‘date of search’ in the Explanation (b) was also the ‘date of initiation of search’
and not the ‘date of conclusion of search’.
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Citation:
Sanjay DattatrayKakade [TS-28-ITAT-2019(PUN)]
Our Comments:
Firstly, the impugned section 271AAA is applicable for search initiated on or after June 1, 2007 but
before July 1, 2012. For search initiated after July 1, 2012, section 271AAB applies. In the instant
case, the AR, albeit in vain, tried to canvass the date of search as being the date of initiation of
search for the purposes of sub-clause (i) of the Explanation (b) and as the date of conclusion of
search for the purposes of sub-clause (ii) of the Explanation (b). As in the instant case, if the
contention of the AR was accepted, AY 2009-10 would not have fell within the purview of specified
previous year, thereby defeating the intention of the law and circumventing the same against the
interest of the Revenue. The ITAT had correctly dismissed such a proposition and ruled in favour of
the Revenue.
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Hyderabad ITAT held that once financial statements are ratified by shareholders in the AGM, the
assessee cannot modify book profit as per first provision to section 115JB (2) even if the accounts
are not prepared following mandatory accounting standards
Facts & Issue:
Gati Ltd, the assessee while computing book profit u/s 115JB had claimed deduction of Rs. 64 crores,
being loss on sale of investments which was debited to special reserves and was not debited to the
profit and loss account.
The assessing officer completed the assessment without making any adjustment to book profit as
computed by assessee. CIT under powers u/s 263 , held that as per the provision of section 115JB no
deduction of any amount of this nature is allowable and the action of the assessing officer in
allowing the same is contrary to law and prejudicial to the interest of the revenue. The CIT held the
assessment order was erroneous and directed the AO to disallow the claim of deduction of loss on
sale of investments and to re-compute the book profits under MAT.
The assessee filed an appeal before the Hon’ble ITAT challenging the jurisdiction of CIT u/s 263 as
well as CIT’s direction to disallow the claim of deduction of loss on sale of investment.
Contentions of the Assessee:
The assessee contended that the Assessing Officer had made specific enquiry in relation to the
deduction of loss of Rs.64 crores and after considering the explanation offered by the assessee the
AO after applying his mind had allowed the deduction while computing book profit. The AO has
taken a view which was one of the possible view and merely because the PR. CIT holds a different
opinion he cannot exercise the power of revision u/s 263.
On merits the assessee submitted that while preparing the accounts the loss on sale of investment
was debited to special reserves and not to the profit and loss account. The statutory auditors had
qualified that the said treatment is not in accordance with the provisions of Accounting Standards 13
and provisions of the Companies Act. The profit & loss account was not prepared in accordance with
the provisions of Part II of Schedule -VI to the Companies Act, 1956. As per explanation 1 to section
115JB of the Act, specified adjustments are required to be made to the profits as computed in
accordance with Part II of Schedule VI of the Companies Act. Therefore, the profit or loss determined
should first be in accordance with Part II of Schedule VI. Thus, if the profit or loss is not in conformity
with Schedule VI than necessary adjustments must first be made to bring the figure of profit or loss
in conformity with Part II of Schedule VI and accounting standard.
Further, as per Accounting Standards, the profit & loss on the sale of investments should be charged
or credited to the P&L account. Therefore, it is incumbent to make such adjustments to the profit or
loss to bring it in conformity with the provisions of section 211, accounting standards and Part II of
Schedule VI.
The reduction of loss of Rs.64 Crores on the sale of shares is an item that should reflect in the P&L
account and was correctly done to bring it in conformity with part II of Schedule VI and accounting
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standards. Hence, the assessing officer was correct in permitting the deduction of this amount from
profits shown in P&L account.
To support the above contention, the Ld. AR placed reliance on various judgments which includes
Surner Builders (P.) Ltd v. DPR. CIT, Central Circle-36, Mumbai [50 SOT 198, Mum], Rain Commodities
Ltd v. DPR. CIT, Hyderabad [40 SOT 265 (Hyderabad)(SB)], DPR. CIT v. Bombay Diamond Company
Ltd. [ 33 DTR 59 Mum, 2010], PR. CIT Vs. Karnataka Soaps & Detergents Ltd. [ 59 Taxman.com 43]
(Karnataka High Court) of which SLP was dismissed by SC and other judgments.
The Ld AR also contended that the PR. CIT did not refer to the requirement, that profit or loss should
be in conformity with the provisions of the Statute or Accounting Standards. He ignored this
requirement and proceeded to state that whatever may be the profit or loss arrived at as per
audited accounts can be adjusted only in accordance with the explanation (1) and no further
adjustments can be made.
Contentions of the Revenue:
The Ld. DR placed reliance on the order of PR. CIT. He submitted that the case law relied upon by the
ld. AR are before 2015 as the provisions of section 263 are amended after 2015, therefore, the case
law relied upon by the Ld. AR are not applicable to the facts of his case. He further, submitted that
the assessee or AO cannot tinker with the profits of the assessee company.
Observations & Ruling of the Tribunal:
The Tribunal noted that assessee company had prepared its financial statement without following
the accounting standard. These financial statements along with auditors qualification were laid and
approved by the AGM. The Tribunal accepted asssessees’ contention that the profit and loss account
should be prepared in accordance with Part II of Schedule VI and provisions of Companies Act and if
the accounting standards are not followed the AO can compute the book profit after making suitable
adjustment to give effect to accounting standards.
However, in the given case the assessee had declared that it had not followed accounting standard
13 while preparing the accounts and the same accounts were laid before the AGM. Proviso to
section 115JB(2) requires two conditions to be fulfilled. Firstly, the accounts should be prepared
following accounting standards and the annual accounts should also be laid before AGM. In the
given case the accounts were ratified and approved by the AGM even after the qualification of the
auditors.
The Tribunal held that the profit adopted by the AGM overlooking qualification of the auditor is final
book profit and the assessee cannot amend it claiming that it had not followed certain Accounting
Standards. As per various judicial decisions relied upon by the assessee the AO had authority and
power to modify the book profit if the accounting standard is not followed. However, the assessee
has no right to modify the profits declared and ratified by AGM claiming the accounting standard is
not followed.
As regards to the appellants ground in relation to jurisdiction of CIT(A) u/s 263 , the Tribunal
following the ratio laid down by Supreme Court in case of M/s Malabar Industrial Co. Ltd., [2000]

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 27

[KNOWLEDGEWARE FEBRUARY 2019]
243 ITR 83, held that an incorrect assumption of facts or an incorrect application of law will satisfy
the requirement of the order being erroneous. Tribunal held that the AO has incorrectly interpreted
the law while allowing the adjustment to book profit u/s 115JB and hence the order was erroneous
and CIT had correctly invoked provisions of section 263.
Citation:
Gati Ltd [2019] 102 taxmann.com 40 (Hyderabad - Trib.)
Our Comments:
We refer to Supreme Court judgement in case of Apollo Tyres Ltd, wherein, it is held that the
assessing officer has power of examining whether books of account are maintained in accordance
with the Companies Act. In the present case, the profit & loss account was not prepared in
accordance with the provisions of Part II of Schedule -VI to the Companies Act, 1956 and accounting
standards. In this case, the assessing officer was duty bound to do the adjustments to bring the
profits in conformity with the provisions Part II of Schedule -VI to the Companies Act. Hence, the
order passed u/s 263 by the CIT is not in accordance with the Supreme Court decision (supra).
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Agricultural land is an immovable property and hence covered under the ambit of section
56(2)(vii)(b), irrespective of the fact that the same is not a capital asset under section 2(14) or
stock in trade
In a recent ruling, the Jaipur Bench of the ITAT held that where there is purchase of the agricultural
land at a value lower than the stamp duty value, the said delta would be chargeable to tax under
section 56(2)(vii)(b) of the Act, as the said provision uses the word ‘immovable property’ which will
include agricultural land as well. The legal position of the agricultural land not being treated as a
capital asset under section 2(14) of the Act or was stock in trade cannot be brought into force while
invoking the provisions of section 56(2)(vii)(b) of the Act.
Facts & Issue:
The assessee had purchased three plots of agricultural land during the year under consideration. The
AO invoked the provisions of Section 56(2)(vii)(b) of the Act and made an addition of Rs.
1,74,06,224/- which includes an amount of Rs. 1,51,06,224/- being difference between the sale
consideration as per the sale deeds and the stamp valuation determined by the Stamp Valuation
Authority, and Rs. 23,00,000 as unexplained investment in purchase of these properties. The CIT(A)
deleted the addition made under section 56(2)(vii)(b) of the Act holding that the agricultural land is a
capital asset and even otherwise, was treated as a stock in trade. Further, the CIT(A) reduced the
addition made as unexplained investment from Rs. 23,00,000 to Rs. 8,41,000. Aggrieved by the said
order passed by the CIT(A), Revenue filed an appeal before the ITAT. Cross objections were also filed
by the assessee.
Contentions of the Assessee:
The AR argued that these plots of land are agricultural land and do not fall in the definition of capital
asset as per the provisions of Section 2(14) of the Act. Thus, the provisions of section 56(2)(vii)(b)
cannot be invoked. The AR further argued that the assessee was in the business of sale / purchase of
property and the land so purchased was held as stock-in-trade. Since, stock-in-trade is also excluded
from the definition of capital asset, on this account as well, the provisions of section 56(2)(vii)(b) of
the Act was not attracted.
Contentions of the Revenue:
On the other hand, the DR contended that the provisions of Section 56(2)(vii)(b) talk about any
immoveable property and thus even an agricultural land falls under the definition of an immovable
property and the provisions of Section 56(2)(vii)(b) were clearly attracted.
Observations and Ruling of the Tribunal:
The ITAT observed the undisputed fact was that the actual sale consideration was less than the value
determined by the stamp duty authority. The ITAT found that the provisions of section 56(2)(vii)(b)
of the Act refer to the words ‘any immovable property’ and the same was not circumscribed or
limited to any particular nature of immovable property. It refers to any immovable property which
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by its grammatical meaning would mean all and any property which was immovable in nature, i.e.,
attached to or forming part of earth surface. The ITAT held that even though the agricultural land
falls in the definition of capital asset u/s 2(14) or such agricultural land was held as stock-in-trade by
the assessee, it cannot be read in the definition of "any immovable property" used in context of
section 56(2)(vii)(b) of the Act.
The ITAT upheld the findings of the CIT(A) with regard to restricting the disallowance for unexplained
investments to the tune of Rs. 8,41,000, based on the documentary evidences filed to substantiate
the investments made.
Citation:
ITO vs. Trilok Chand Sain [[2019] 101 taxmann.com 391 (Jaipur - Trib.)]
Our Comments:
The subject of taxing agricultural income has been a very vexed one in India and more of a political
issue. Time and again, there have been clarion calls to bring agricultural income in India under the
purview of Income-tax. As the NitiAayog member recently said that empirical data suggested that
only 0.39 % of farmers in India were eligible to pay income-tax, even if asked to do so.
Viewed in this backdrop, it was only logical to expect the pampered, so called ‘agriculturists’, to
canvas the view, in the impugned facts and circumstances, that the transfer of agricultural land
below the FMV ought not be within the ambit of section 56(2)(vii)(b) of the Act.
However, in the end, in what appears to be a logical conclusion, the ITAT has, in the impugned facts,
upheld the applicability of section 56(2)(vii)(b) of the Act, without carving out any distinction
between capital asset or stock-in-trade, and agricultural or otherwise.
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TRANSFER PRICING
Bright line Test- Mere incurrence of AMP expenditures does not give rise to an international
transaction
The Hon’ble ITAT deleted AMP adjustment and held that, merely incurring of AMP expenditure does
not give rise to an international transaction; the revenue has to establish existence of an
international transaction.
Facts & Issue:
The assessee company i.e BMW India was incorporated in 2006 as a sales subsidiary of the BMW
Group. The assessee was engaged in the import and resale of CBUs of BMW models in the Indian
market. During the course of TP assessment proceedings, the TPO noticed that the assessee had
incurred expenditure for trademark, brand name, promotion and development of marketing
intangibles. The TPO was of the opinion that the assessee had incurred AMP expenditure and had
promoted BMW brand in India and had not received any cost sharing/ reimbursement from its AEs/
group companies. The TPO applied the Bright Line Test and determined the amount in excess of the
bright line and made an addition by applying appropriate cost mark-up on the amount so
determined.
Being aggrieved, the assessee raised objections before the DRP which rejected the objections of the
assessee and directed the TPO to add mark-up at average gross profit rate of the distribution
segment of the assessee, as mark-up towards the opportunity cost of funds. Accordingly, the TPO/
Ld. AO made an addition of Rs. 53.11 crores.
Being aggrieved, the assessee filed an appeal before the ITAT.
Contentions of the Assessee:
The AR contended that, before applying Bright Line Test, the TPO should have brought on record
tangible material to show existence of an international transaction in so far as AMP spend is
concerned. The AR relied on the High court decision in the case of Sony Ericsson Mobile
Communications v/s CIT (374 ITR 118), Maruti Suzuki India Ltd (381 ITR 117), Whirlpool of India Ltd
vs DCIT (381 ITR 154), Bausch & Lomb Eye Care TA No. 643/2014, Valvoline Cummins Pvt Ltd TA No.
158/2016 and Mary Kay Cosmetic Pvt. Ltd. ITA No. 1010/2018. The assessee contended that, in all
these decisions it was held that, the Onus was on the revenue to demonstrate that the AMP spend
was an international transaction and, since there was no machinery provision, benchmarking could
not be done.
Contentions of the Revenue:
The DR supported the direction given by the DRP and further contended that, the ITAT itself had
considered the AMP spend as an international transaction in the case of assessee in the preceding
year and, since the assessee had performed similar functions during impugned year, decision of
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coordinate bench should be followed. The DR further contended that, BMW India had incurred
expenses for promotion of the Brand owned by the AE which had eventually benefitted the AE by
developing its share in Indian market. Hence, the said activity of BMW India could be categorized as
services rendered to the AE, for which some compensation should be recovered from the AE.
Observations and Ruling of the Tribunal:
The ITAT noted that, in the preceding year, the assessee had reported the transaction of
reimbursement of marketing /business promotion/ other expenses form its ultimate holding
company. During the impugned year no such transaction was reported by the assessee. Further the
ITAT, on perusal of the relevant clauses of the agreement held that, it was the duty of BMW India to
import and distribute BMW CBUs, CKD Kits and original BMW parts/accessories and BMW India had
operated its business in its own name and BMW India was responsible for the promotion of its sales
own in India. Nowhere it was agreed that, BMW India should promote the brand name BMW. The
ITAT relied upon the decision of the High Court in case of Sony Ericsson, wherein it was held that,
application of the Bright Line Test and evaluation by the Cost plus method was not mandated or
stipulated in the Act or the Rules. While dealing with the issue of benchmarking of AMP transaction,
existence of an international transaction is important. The ITAT also relied upon the decision of the
High Court in the case of Maruti Suzuki India Ltd (381 ITR 117) and Whirlpool of India Ltd vs DCIT
(381 ITR 154). All these cases emphasize demonstration of existence of an international transaction.
In the impugned case, the Revenue had failed to prove existence of an international transaction.
The ITAT held that, mere agreement or arrangement for allowing use of Brand name would not lead
to the conclusion that there was an arrangement of brand promotion. As per sec 92 of the Income
Tax Act, to apply provisions of Transfer Pricing, the basic condition is that there should be a
transaction entered into with its AEs and hence mere incurrence of AMP expenditure could not be
categorized as expenses for brand promotion on behalf of the AE. Accordingly, the ITAT deleted the
addition made by the TPO/AO.
Citation:
BMW India Private Limited [TS-30-ITAT-2019(DEL)]
Our Comments:
It appears that the debate around ‘excessive AMP expenses’ is going to continue in the Indian
transfer pricing arena, till the time the Government of India comes up with specific guidance on the
treatment of such expenses for transfer pricing analysis purposes.
But the decision taken in the impugned case requiring establishment of the presence of an
international transaction would be quite helpful to Indian companies. Needless to say, it is crucial for
taxpayer to evaluate their marketing functions vis-à-vis their Indian operations. In case the AMP
expenses are on a higher scale, it makes sense to collate rational justification for the same and
document them appropriately. If the taxpayer is able to prove that, there is no such arrangement for
brand promotion and it has incurred the said AMP expenditure in its own capacity and for the
benefit of its own business, no question of application of the Bright Line Test would arise. This is
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essentially a factual matter. In the impugned case portion of AMP spend by the assessee is very less
and also the assessee has earned higher margins as compared to industry peers. Therefore, assessee
had successfully proved that, they have incurred such AMP in its own capacity and for own benefit
not for promoting brand of AE.
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CIRCULARS & NOTIFICATIONS

CBDT PRESS RELEASE, DATED 14-2-2019
Constitutional validity of Aadhaar has been upheld by the Hon'ble Supreme Court of India in
September 2018. Consequently, Aadhaar-PAN linking is mandatory and is to be completed till
31.3.2019.
NOTIFICATION NO. GSR 127 (E) [F.NO.5 (4)/2018-SI] and PIB PRESS RELEASE, DATED 19-2-2019
Ministry of Commerce and Industry (Department for Promotion of Industry and Internal Trade) has
issued a fresh ‘angel tax’ exemption notification on February 19, 2019 in supersession of its April 11,
2018 notification, as modified by January 16, 2019 notification. In terms of the latest notification,
the definition of “Start-ups” has been expanded. Now an entity will be considered as a Start-up
-

up to a period of 10 years from the date of incorporation / registration as against 7 years in
the earlier notification.
Turnover limit has been increased from Rs.25 crores to Rs. 100 crores

Further, an eligible Start-up can claim exemption of section 56(2)(viib) if the aggregate paid up share
capital and share premium after issue of the proposed share capital and share premium does not
exceed Rs. 25 crores. This limit was Rs.10 crores earlier.
Further, in order to claim exemption of section 56(2)(viib), the new notification has also placed
restrictions on investment of share capital issued / proposed to be received by the entity. The entity
shall not invest in any of the following assets for the period of 7 years from the end of the latest
financial year in which shares are issued at premium:
(a) building or land appurtenant thereto, being a residential house, other than that used by the
Startup for the purposes of renting or held by it as stock-in-trade, in the ordinary course of business;
(b) land or building, or both, not being a residential house, other than that occupied by the Startup
for its business or used by it for purposes of renting or held by it as stock-in trade, in the ordinary
course of business;
(c) loans and advances, other than loans or advances extended in the ordinary course of business by
the Startup where the lending of money is substantial part of its business;
(d) capital contribution made to any other entity;
(e) shares and securities;
(f) a motor vehicle, aircraft, yacht or any other mode of transport, the actual cost of which exceeds
ten lakh rupees, other than that held by the Startup for the purpose of plying, hiring, leasing or as
stock-in-trade, in the ordinary course of business;
(g) jewellery other than that held by the Startup as stock-in-trade in the ordinary course of business;

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 34

[KNOWLEDGEWARE FEBRUARY 2019]
(h) any other asset, whether in the nature of capital asset or otherwise, of the nature specified in
sub-clauses (iv) to (ix) of clause (d) of Explanation to clause (vii) of sub-section (2) of section 56 of the
Act.
Further, the definition of investor / proposed investor has also undergone change. Now for
calculating aggregate limit of Rs. 25 crores of share capital and securities premium, the following
investors shall not be considered:
-

Non resident
Alternative Investment Funds – Category 1 (reg with SEBI)
Listed company having net worth of Rs.100 crores or turnover of at least Rs.250 crores.

There are further more minor changes / amendments made by the Ministry including Form 2 as
annexed with the Notification.
PRESS RELEASE, DATED 28-2-2019
India and Brunei signed agreement for the Exchange of Information and Assistance in Collection with
respect to taxes (TIEA) on 28-2-2019. The Agreement enables exchange of information, including
banking and ownership information between the two countries for tax purposes. It is based on
international standards of tax transparency and exchange of information and enables sharing of
information on request as well as on automatic basis. The Agreement also provides for mutual
assistance in collection of tax revenue claims between both countries.
NOTIFICATION NO.13/2019 DATED 5th MARCH, 2019
CBDT has issued a fresh ‘angel tax’ exemption notification on March 5, 2019 in supersession of its
May 24, 2018 notification. In terms of the latest notification, provisions of sec 56(2)(viib) of the Act
will not apply to a Company which fulfills the conditions laid down in DPIIT Notification of February
19, 2019. In terms of this notification, DPIIT has simplified the process of granting angel tax
exemption u/s 56(2)(viib). The latest CBDT notification has been given effect retrospectively from
the date of said DPIIT notification dated February 19, 2019.
CIRCULAR NO.5/2019, DATED 5-2-2019
The monetary limits for filing income tax appeals by department before ITAT, High courts and SLPs /
appeals before Supreme Court as specified in Circular no. 3 of 2018 dated July 11, 2018 shall now be
also applicable to Wealth-tax matters in a mutatis mutandis manner except for the definition of ‘tax
effect’. The circular has given the method in which tax effect shall be calculated for the wealth tax
matters.
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GLOSSARY

ABBREVIATION
AAR
ACIT
ACT
AO
AY
BEPS
CBDT
CIT
CIT(A)
DCIT
DRP
DTAA
FTS
FY
GAAR
HC
INR / USD
IRA
ITAT
IT Rules
Ltd.
OECD
PE
SC
TDS
TPO
WHT

MEANING
Hon’ble Authority for Advance Rulings
Learned Assistant Commissioner of Income Tax (AO)
Income Tax Act, 1961
Assessing Officer
Assessment Year
Base Erosion and Profit Shifting
Central Board of Direct Taxes
Learned Commissioner of Income Tax
Learned Commissioner of Income Tax (Appeals)
Learned Deputy Commissioner of Income Tax (AO)
Dispute Resolution Panel
Double Tax Avoidance Agreement
Fees for Technical Services
Financial Year
General Anti-avoidance Rules (Regulations)
Hon’ble High Court
Indian Rupees / US Dollar
Indian Revenue Authorities
Hon’ble Income Tax Appellate ITAT
Income Tax Rules, 1962
Limited
Organisation for Economic Cooperation And Development
Permanent Establishment
Hon’ble Supreme Court
Tax Deducted at Source / Similar to withholding tax
Transfer Pricing Officer
Withholding tax / Similar to TDS
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