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Editorial:
Dear Esteemed Readers,
Budget 2018 was presented with the intention to push for reforms and development.
Demonetization and GST notwithstanding, the present day government has always emphasized on
sab kasaath / sab kavikas. The economy rightfully appears in a hesitant mood and projections of
revival in non-financial sectors seems to be given the impetus. We have shared our insights and
provided critical analysis on the Union Budget, a copy of which would have reached your desk
already.
As part of our monthly exercise, we now present our latest newsletter, covering the direct tax and
transfer pricing updates for the month of January 2018.
In this edition, in our Back to Basics section, we carry forward our analysis from the previous edition
of Income from Profits and Gains from Business and Profession. In this part, we have dealt with the
issues relating to depreciation, which being a non-cash expenditure represents the diminution in the
value of an asset, being a legitimate charge on the profit and loss account without which a
businessman cannot know his true worth. We have provided in depth analysis on various issues like
additional depreciation, unabsorbed depreciation, depreciation on intangible assets etc. We have
concluded our analysis on the issue of depreciation and the intricacies and challenges thereon on its
allowability under various scenarios.
In our tax controversy section, we have endeavored to analyze the tax issues in case of companies
providing services in the virtual world and digital platform. The transactions in digital economy are
continuously evolving and India has observed phenomenal shift from offline to the online mode of
advertising due to changing consumer behavior and proliferation of digital content. The revenue
from such online advertisements has been a subject matter of tax litigation in India with
ostentatious demands being raised involving millions of rupees. We have lucidly analysed this
controversy and provided our forthright views on the same
The tax authorities have been extremely benevolent with the banking companies and have provided
them with various support to record and allow non-recoveries due to NPAs especially with NBFCs
and entities involved with financing the housing sector. We have cogently analysed the applicability
of such provisions to the banking sector and vagaries of the tax department in dealing with the
same.
Transfer pricing cases always draw significant litigation. Be it choosing correct comparables, allowing
various adjustments or undertaking correct benchmarking analysis. There is increased focus on
ensuring profits are taxed in India.
The aggression at the primary level of tax authorities is ever evolving. Despite the transfer pricing
officer upholding the transaction at arm’s length, the AO in his wisdom and enthusiasm has been
disallowing such transactions under residuary section of the Act. We have analysed the ruling given
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by Delhi ITAT which has rightly held that once the value of an international transaction was held to
be at Arm’s Length Price by the Transfer Pricing Officer, it could not be adjusted by the AO in the
garb of disallowance under section 37(1) of the Act.
We hope you find our newsletter 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:
Income from business or profession: Depreciation- II
Introduction
In the last issue of Knowledgeware, we dealt with basic issues relating to depreciation- namely, the
rationale and justification for this allowance, the basic scheme for the grant of this allowance, the
limitations of the scheme (the assets on which this allowance is allowed, being limited to plant and
machinery, furniture and fixtures and buildings), meaning of the term “plant,” user in the accounting
year, meaning of ‘ownership’ for purposes of claiming this allowance etc.
We will cover other aspects of this allowance in this piece.
Mandatory in nature- to be allowed at prescribed rates
By its very definition, depreciation has to be allowed regardless of whether it has been claimed or
not; this is because without taking due cognizance of the same, it is not possible to arrive at the true
profit of the year. Explanation 5 below s. 32(1)(ii) now specifically provides for this rule and thus
supersedes decisions to the contrary [CITV Mahendra Mills 243 ITR 56(SC), Beco v. CIT 148 ITR
478(P&H)etc.]
Further the amount of depreciation is to be allowed from the written down value of the block of
assets (except in the case of a business of generation of, or distribution and generation of power in
which case it is allowable as a per cent age of actual cost). The amount of allowance is determined
under the relevant statutory provisions and the rules prescribed there under, irrespective of the
actual wear and tear of the assets in question.
Depreciation on intangible assets
With effect from 1st April 1999, depreciation is allowable at the rate of 25% u/s 32(1)(ii) on the
written down value of certain intangible assets being know how, patents, copyrights, trade-marks,
licenses franchises and any other commercial or business rights of similar nature, which have been
acquired on or after 1st April 1998. Explanation 4 to s. 32(1) defines “know how” to mean
industrial information or technique, likely to assist in the manufacture or processing of goods or in
the working of a mine, oil well or other sources of mineral deposits.
In terms of the principle of ejusdemgeneris a term should derive its meaning from the words that
that precede it. The residuary category would thus include trade names, inventions, models designs,
secret formulas or processes. The term would also include business claims, information, records,
contracts, etc. [ Areva T and D India Ltd.v. DCIT 345 ITR 421 (Del)].
Applying nocitur a socii(the principle that the meaning of a word is or may be known from the
accompanying words), the Bombay High Court in CIT v. Techho Shares and Stocks Ltd v. CIT 323 ITR
69(Bom) held that insofar as licenses are concerned these must related to intellectual property and
cannot be just for the right to carry on a particular business. The Supreme Court has reversed this
judgment and allowed depreciation to be claimed on the right of membership in a stock exchange
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on the ground that it is akin to a license; it allows a member a right to access the exchange and
participate therein[Techno Shares and Stocks Ltd. V. CIT V. CIT 327 ITR 323 (SC)].
When a payment for goodwill is for retaining and continuing a business, it is for the acquisition of
a commercial right; and is as such, eligible for the grant of depreciation [ RavindranPillai v. CIT 332
ITR 531 (Ker); CIT v. Smifs Securities 348 ITR 302(SC)].
Additional depreciation
The Finance Act of 2005 has substituted the scheme of additional depreciation u/s 32(1)(iia) w.e. f.
1st April, 2006. The aforesaid amendment increased additional depreciation to 25% but limited the
scheme to plant and machinery (other than ships or aircraft) installed or acquired by an assessee
after 31st March 2005 for the manufacture or production of any article or thing. The Finance Act
2016, w.e.f. 1st April, 2017 further extends the scope of this provision to the business of generation,
transmission or distribution of power, without changing any of the other conditions.
Reduction in and disallowance of depreciation
Under the second proviso to s. 32(1), an assessee is entitled to only 50% of the normal depreciation
if the asset is used for less than 180 days during the relevant previous year. This applies to all
categories of assets- namely, tangible assets- plant and machinery, furniture and fixtures and
buildings [s.32(1)(i)],intangible assets [s.32(1)(ii)] and assets entitled to additional depreciation
[32(1)(iia)].
U/s 38(2),depreciation on assets used for business and personal purposes is disallowed to the
extent of personal user.
Unabsorbed depreciation
Unabsorbed depreciation can be set off against the profits of any other business of the assessee,if
the original business from which depreciation emanated is no longer in existence or its profits are
insufficient to absorb such depreciation. If profits are still insufficient, the unabsorbed depreciation
can be set off against income under any other head subject to the restrictions stipulated in s.71
[Garden Silk v. CIT 189 ITR 512 (SC)]. If an amount still remains unabsorbed it can be carried forward
to the subsequent year and becomes part of the current depreciation of the subsequent year and is
set off against the profits of such subsequent year and so.
Unabsorbed depreciation allowance can be thus carried forward and will stand on the same footing
as current depreciation and can be set off as income chargeable under any other head [CIT v.
JaipuriaChina 59 ITR 555(SC)].
The Supreme Court has held in CIT v. Virmani 216 ITR 607(SC) that an assessee does not lose his
right to set off unabsorbed depreciation if he does not carry on the same business, or any business
whatsoever; or if the asset is used for earning income under the head “ other sources”, or even if he
does not use it at all; or has ceased to be its owner.
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On the change of ownership, unabsorbed depreciation becomes a capital loss; it cannot be
transferred to the new owner [India Iron and Steel Company v. CIT 11 ITR 328(PC); Hindustan
Aeronautics v. CIT 149 ITR 795(Kar )].
Unlike a business loss, unabsorbed depreciation becomes part of current depreciation and can be
carried forward without limitation. A business loss on the other hand can be carried forward for
only eight years and does not enter computation of profits, except at the final stage of set off.
Sections 79 and 80, which impose restrictions on carry forward of loss do not apply to unabsorbed
depreciation. But when carry forward loss competes against unabsorbed depreciation of past years,
the former must get preference because it can be carried forward only for eight years [s. 72(2)].
Current depreciation however stands on a different footing; it must first be deducted from current
profits, because without such deduction it is not possible to compute net profits of the current year
[CIT v. Mother India 155 ITR 711 (SC)].
Succession
The fifth proviso to s. 32(1) provides that depreciation allowable would be split between the
predecessor and successor, proportionately according to the ratio of the time for which the two
used the assets in question during the year of succession. This rule covers all cases of amalgamation,
demergers, conversions of a firm into a company etc.This principle is also statutorily recognised u/ss
43(6) and 170.
This statutory rule gives effect to the principle thatactual cost is the cost borne by the assessee.
Thus if an assessee acquires the business of another person, the actual cost for income- tax purposes
to the person taking over the business would be the cost to him [ CIT v. Buckingham and Carnatic
Co. Ltd. 3 ITR 384 (PC); Jogta Coal Co. Ltd. v. CIT 36 ITR 521(SC)]. In Indian Iron and Steel Co Ltd.v. CIT
11 ITR 328(PC), the Privy Council held that where the successor to the business is assessed to tax
both on his profits as well as those of his predecessor in business, depreciation should be
determined to the successor as well as the predecessor with reference to the costs incurred by
them separately.
Written own value and actual cost
The written down value of a block of assets is its actual cost less depreciation actually allowed. In the
year of acquisition of an asset no depreciation has actually been allowed, so its actual cost would be
added to the written down value of the other assets of the block to arrive at the final figure of the
written down value of the block for determining the base figure on which depreciation is to be
computed at the prescribed rate. The words ‘‘actually allowed’’ means the figure actually taken into
account and given effect to. Depreciation carried forward u/s 32(2) is deemed to be actually allowed
under Explanation 3 to s. 43(6).
The expression “actual cost” has to be differentiated from the price of an asset. As held by the
Supreme Court in ChallapalliSugars Ltd, V. CIT 98 ITR 167(SC), the term refers to not merely the
price of an asset, but should be construed in a commercial sense to include all expenditure incurred
to bring the asset into existence or bring it into working condition. Following this principle it has
been held to include administrative expenditure [ CIT v. Lucas 110 ITR 346 (Mad )]; expenses on

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 5

[KNOWLEDGEWARE JANUARY - 2018]
maintenance of a guest house and travelling [CIT v. Hindustan Polymers 156 ITR 860 ( Bom )];
housing foreign technicians [Shree Vallabh Glass works Ltd. v. CIT 127 ITR 37(Guj); CIT v. Protein
Products (167 ITR 157(Ker)]; interest on loan taken for purchase of plant and machinery [ CIT v. India
Steamship 196 ITR 917 ( Cal )]; fees and charges paid to the state, insurance premia, and travelling
within and outside India [ CIT v. Balakrishnan 95 ITR 284(Mad); CIT v. Peas Industrial 205 ITR 447(
Guj); CIT v. J.K. Cotton 98 ITR 153 (All );CIT v. Polychem 98 ITR 574(Bom)] etc., etc.
From the assessment year 2003-04 onwards, the increase in actual cost on account of variation in
foreign exchange rates is subject to the assessee actually making payment for such increased/
decreased liability.
Expenses incurred for shifting the asset from one place to another would not affect the working of
its actual cost.[Sitalpur Sugar v. CIT 49 ITR 160 (SC)].
Actual cost is reduced by the cost met directly or indirectly by any other person [(s.43(1)] The value
of a loan taken from a third person does not reduce actual cost [ CIT v. J.K. Cotton 98 ITR 153 (All )].
In the case of subsidy, the purpose of the subsidy is important. In the case of CIT v. P.J. Chemicals [
210 ITR 830(SC)], the Supreme Court held that a subsidy under the Central Outright Grant of
Subsidy Scheme or similar subsidies by the state governments is for the purpose of encouraging the
setting up of industry in some select backward areas. Accordingly such subsidies, regardless of
whether they are distributed by the Central Government or the State Government were not
deductible from the actual cost of assets, although they were quantified as percentage of such cost.
This principle now stands superseded by Explanation 10 to s. 43(1).
Explanation 8 to s.43(1) inserted by the Finance Act of 1986 provides that with effect from 1 st April
1974, only the interest charges incurred on funds borrowed for purchase of a plant or unpaid
consideration therefor, up to the date on which the asset is first brought into use, may be
capitalized. The earlier case law on the subject to the contrary which permitted such capitalization
even after the asset was brought into use/after commencement of production is no longer good law
[CIT v. Tensile Steel 104 ITR 581 (Guj ); Ballarpur Paper v. CIT 118 ITR 613 (Bom) etc.]. Where in a
deferred payment scheme, the element of interest is embedded in the price itself, the entire
amount payable by the buyer, would constitute his cost [ CIT v. Widia 193 ITR 475 (Kar )].
Interest earned on part of a loan taken for erection of a plant, as is invested in a fixed deposit, is
taxable u/s 56 of the acted and cannot be netted against interest capitalized towards actual cost of
the plant, even though the temporary investment may have been made to reduce the burden of
interest being borne by the assessee [ Tuticorin v. CIT 227 ITR 172 (SC); South India Shipping v. CIT
240 ITR 24 (Mad)].This is because the taxation of an income is not dependent upon how it is utilized.
The question of taxability of a receipt depends upon the relevant provisions of law and not principles
of accountancy. But where the question is not of investment of surplus funds but of treatment of
certain receipts from the contractor inextricably linked to the setting up of the plant ( interest on
advances given to the contractor, for example ), such receipts would go to reduce the value of actual
cost [ CIT v. Bokaro 236 ITR 315 (SC)].
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These principles are subject to a large number of exceptions indicated in Explanations 1 to 13 below
s. 43(1). The effect of these is to create certain fictions of law by virtue of which the actual cost is
anything but actual.
The actual cost of an asset or block of assets is a matter of fact; and it is open to the Assessing
Officer to examine the price reported by the assessee. and if that is fictitious, to substitute it with
the figure of actual cost [Guzdar v. CIT 85 ITR 599 (SC)].
Conclusion
This concludes our discussion on depreciation allowance.
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Tax Controversy
Taxability of payments for granting distribution rights of ‘AdWords Program' – A Digital debate
The transactions in digital economy are continuously evolving and India has observed phenomenal
shift from offline to the online mode of advertising due to changing consumer behavior and
proliferation of digital content. The revenue from such online advertisements has been a subject
matter of tax litigation in India. Indian Courts have consistently held that such advertisement
revenue is not taxable as royalty in India.
However, Bangalore ITAT in the case of Google India Private Limited v ACIT [IT(TP)A 1511 to
1518/Bang/2013] has held that payments made by Google India to Google Ireland towards granting
of distribution rights of “AdWords Program” are taxable as royalty and hence Google India ought to
have withheld taxes on such payment.
Background
Google Ireland had appointed Google India as a non-exclusive authorized distributor of ‘AdWords
Program’ to the advertisers in India. They entered into a separate Distributor Agreement in
December 2005 for sale of advertisement space in India. In addition to marketing and distribution
services provided to Google Ireland under the Distribution agreement, Google India also provided
pre-sales and post-sale/customer support services to the advertisers. Google India credited
distribution fee to Google Ireland for the period FY 2007-08 to FY 2011-12 without deduction of tax
at source.
Google India had a separate entity which provided ad review and other services to Google Ireland
vide a separate ITES (Information Technology Enabled Services) agreement entered in 2004.
Tax authorities argument
The tax authorities argued that the payment by an advertisement program distributor to the
overseas entity will partake the character of royalty on following grounds:
Google India’s marketing and distribution functions involved the sale of certain rights in the
AdWords program which required Google India to have license to use the AdWords Program.
The distribution rights granted to Google India under the Distribution Agreement involved “right
to use” Google Ireland’s search engine technology and associated software. It uses patented
algorithm and decides which advertisement to be shown to which consumer. It is not merely
advertisement or selling of the space; rather it is focused targeted marketing for the
product/services of the advertiser by Google India with the help of technology for reaching the
targeted persons based on the various parameters information, etc.
The Distribution Agreement and the ITES Agreement cannot be separated from each other, and
must be read in conjunction;
The license of Google Irelands IP to Google India under the Services Agreement was actually for
the purpose of providing the post-sale services under the Distribution agreement;
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Google India has been granted the right to use “Google trademarks and brand features” under
the Distribution Agreement for the purpose of selling ad space.
The non-disclosure agreement and the confidentiality clause forming part of the Distribution
agreement clearly demonstrated that the payments to Google Ireland were for information,
know-how and skills imparted to Google India.
The grant of distribution rights also involves transfer of right in “similar property” (Explanation 2
to section 9(1)(vi) of the Act. The grant of distribution rights also involves the transfer of right to
use Google Irelands industrial, commercial and scientific equipment i.e. the servers on which
AdWords program runs.
The grant of distribution rights also involves transfer of right in processes as the secret process
of targeting customers is not in the public domain and, therefore, Google India was granted a
right in respect of a process to market and promote sale of ad space.
Google India’s arguments
The order of the tax authorities was upheld by the first appellate authority. Google India preferred
an appeal before ITAT refuting the characterization of amounts paid to Google Ireland as royalties on
the following grounds:
The distribution rights granted to Google India did not involve a license to use Google Ireland’s
intellectual property.
The revenue earned from ITES segment under the service agreement with Google Ireland is
independent of the distribution of advertising space to the advertisers in India.
The role of Google India under the Distribution agreement is limited to purchasing online ad
space in the AdWords Program from Google Ireland for resale to advertisers in India; performing
marketing related activities to promote the sales and providing assistance and training to Indian
advertisers to familiarize them with the features and tools of the AdWords Program.
Google India neither has control or access to the software, alogorithm and data center under the
distribution agreement nor any control on server located outside India.
The right to use the Google trademarks and brand features granted to Google India were only
for distribution purpose and not for commercial exploitation. Mere use of brand name for
procuring ad contracts would not amount to use of trademark.
There was no information, know-how and skills which were imparted to Google India. The tax
authorities alleged this on the basis of non-disclosure agreement and the confidentiality clause
which was intended only to protect the confidentiality of the information, if any gathered during
the course of business. Such clauses are generic to most agreements and cannot per se establish
that there is right to use Google Ireland’s IP.
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The distribution rights are commercial rights and cannot be rights in ‘similar property’ for the
purposes of Section 9(1)(vi) of the Act. Moreover, the definition of royalty under the India
Ireland treaty does not contain the words ‘similar property’.
Based on above, Google India argued that the payment for purchase of ad space is in the nature of
business income and due to absence of permanent establishment of Google Ireland in India, such
income would not be taxable under the Act and India-Ireland tax Treaty.
While adjudicating the appeal, the ITAT observed that parties failed to bring any tangible material to
explain the mode of functioning of “AdWords Program” and “Google Analytics” and hence reviewed
the data available in public domain on the subject. Based on review, ITAT observed that:
AdWords Program helps advertiser’s select keyword phrases etc through google technology
of keyword planner.
AdWords Program helps advertisers in focused targeted marketing through use of personal
information and data with respect to the age, gender, region, language, taste habits, cloth
preference, behaviour on the website, etc.
The files of customer data are shared for running the campaign by Google India with the
advertisers. The popular ad campaigns of Google is ‘like-alike ads’, customer-audience Ads,
etc. where details of like set of users are provided for running the targeted campaign.
ITAT’s Observations
As far as the payment by Google India to Google Ireland is concerned, ITAT upheld the views of tax
authorities and observed that the same is in the nature of royalty for following reasons:
The agreement between Google India and Google Ireland was not merely for providing the space
for advertisement and display the advertisement to the consumers. With the help of search
tool/software/database, Google is able to identify the targeted consumer as per the
requirement of advertiser and uses this information for the purpose of selecting the ad
campaign and for maximizing the impression and conversion of the customers to the ads of the
advertisers.
The IP of Google vests in the search engine technology, associated software and other features.
Use of these tools for performing various activities, including accepting advertisements,
providing before or after sale services, falls within the purview of royalty.
The entire AdWords program works around customer data and inputs from ITES agreement are
required for targeted advertisements and promotion of sales of advertisers. Therefore, the
services rendered under ITES agreement cannot be divorced from the activities undertaken by
Google India under the distribution agreement. Therefore, Google India’s argument that it was
using customer data only for ITES agreement is not correct. The Distribution agreement and ITES
agreement are interlinked and should be read together.
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ITAT distinguished the rulings cited by Google India on the ground that use of trademark was
incidental to the use of main activity whereas in the case of Google India, the main activity itself
was marketing of advertisement space. Without Google trademark, it was difficult to attract
advertisers and get engagements/client age. Thus, the payment was not only for space but for
using Google brand features too.
The secret process of how Adword functions, for targeted marketing campaign, promoting
advertisements is not in public domain. This is only possible with the use of secret formula,
confidential customer data only.
Even though both the OECD Technical Advisory Group (TAG) and the High-Powered Committee
set up by CBDT concluded that payment arising from online advertisements would constitute
business profits rather than royalties, the ITAT in Google India distinguished the same and held
that those analyses were on different facts.
While Google India has filed appeal against the ITAT ruling, the issue with respect to taxability of
income from online advertisement on Google or Yahoo portals has been a matter of debate.
How was Google India decision distinguished?
Bangalore ITAT while rendering decision of Google India distinguished few cases of Mumbai and
Kolkata ITAT on facts. Mumbai ITAT in the case of Yahoo India P Ltd. v. DCIT [2011] 140 TTJ 195
(Mum) held that the banner advertisement hosting services did not involve use or right to use by the
assessee of any industrial, commercial or scientific equipment.
Uploading and display of banner advertisement on its portal was entirely the responsibility of the
foreign company and the assessee was only required to provide the banner ad to the foreign
company for uploading the same on its portal. The assessee thus had no right to access the portal of
the foreign company and there is nothing to show any positive act of utilization or employment of
the portal of the foreign company by the assessee.
Accordingly, such payment was not in the nature of business profit. In absence of any PE of the
foreign company in India, it was not chargeable to tax in India. The decision of Mumbai Tribunal in
the case of Yahoo India was relied upon by other cases in Pinstorm Technologies Pvt. Ltd. v. ITO
[2012] 54 SOT 78 (Mum) and ITO v. Right Florist Pvt. Ltd.(ITA No. 1336/Kol/2011).
However, Bangalore ITAT observed that the Google India case is not a case of merely displaying or
exhibiting of advertisement by the advertiser on the website but is a case of use of patented
technology, secret process, use of trademark. Google India was provided access to IPR, Google brand
features, secret process embedded in AdWords Program as tool of the trade. Google India was
having the right to access not only to the patented technology but also to the customer data,
information like behaviors, region, gender, etc. which was not the case in the decisions of Yahoo
India, Pinstorm and Right Florist. Google India was also empowered to delete/remove/withdraw the
advertisement which demonstrated that it had right to access the portal/Google AdWord program at
any point of time.

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 11

[KNOWLEDGEWARE JANUARY - 2018]
Can reliance be placed on public data?
Nowadays, it is seen in many rulings and scrutiny cases taken up by tax authorities that facts and
submissions made by the assessees are cross verified from the data available in public domain.
One school of thought believes that this could throw more lights on the facts and could give a new
perspective to the understanding of the issue under consideration. Is there legal sanctity in this
approach of appellate authorities of relying on publicly available data for adjudicating appeals?
Whether ITAT has authority to disregard the data provided by the assessee and rely on public
domain information without verifying whether it is relevant to the facts of the case. Whether such
data from public domain can be considered as evidence under the Indian Evidence Act, 1872
requires evaluation.
This brings a whole new dimension to whether there is a need to streamline the data and provide an
opportunity to parties to the dispute to rebut such data based on principles of natural justice. This is
an evolving area and perhaps we could see more guidance in the days to come.
Should India have separate code for Digital Transaction Tax?
This ruling seems to have given a new direction to the complexities surrounding transactions in
digital space. While Action 1 of the Base Erosion and Profit Shifting (BEPS) deals exclusively with
digital transactions, each country’s domestic laws and interpretations vary. It is a peak time for India
to develop a standard code or framework for Digital transactions. Else, the situation may arise where
there are conflicting rulings and interpretations and it would take a while for things to get settled.
The decision in the case of Google India will impact the advertising distribution structure as it seems
that the Tribunal has gone beyond the scope of the distribution agreement and emphasized on the
substance of the transaction which was to facilitate the display and publish an advertisement to the
targeted customer with the help of various patented tools and software. In other words, the
arrangement between the two Google affiliates was viewed as use of IP rights by the distributor
instead of marketing and distribution of software program.
The taxpayers need to be careful and analyze if the same interpretation can be taken in the post
equalization levy regime i.e. whether the use of confidential information and other IP rights in
relation to online advertising would fall within the purview of equalization levy (which is commonly
and interestingly referred to as “Google tax”) of 6% or will there be an overlap with royalty based
taxation at the general rate of 10%. The appeal filed by Google India before Karnataka HC has been
admitted and one needs to wait how higher judicial fora shall interpret such an arrangement under
existing tax laws.
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HIGH COURT
HC dismisses Revenue‘s appeal; Sec. 10B benefit to commence only from date of EOU certification
The Kerala HC in case of All Koshys Spices held that benefit u/s 10B will be calculated from the date
of grant of certification of 100% EOU.

Facts & Issue:
The assessee was a proprietorship firm, which commenced its manufacturing business in the year
1997-98. Later, it was converted into a partnership firm and was also issued a certificate of being a
100% export-oriented unit (EOU) on 24.09.1999 i.e. in the year 2000-01.

The assessee claimed exemption under section 10B from the AY 2000-01 till AY 2008-09, whereas
the department opined that the exemption started in the AY 1997-98 and AY 2007-08 would be the
last year of the ten-year tax holiday period. The CIT(A) allowed assessee’s appeal. The ITAT also
upheld CIT(A)’s order. Aggrieved, the Revenue filed an appeal before Kerala HC.

Revenue’s Contention:
The AO denied assessee’s claim of section 10B for AY 2008-09 considering the first year of tax
holiday as AY 1998-99. The revenue’s contention was that the manufacturing activity having
commenced in the AY 1998-99, the exemption would also be applicable from that AY.

The department relied on the judgement of Punjab & Haryana HC in Sami Labs Ltd vs. ACIT [334 ITR
157 (2011)] wherein the issue involved was “whether the assessee was a newly established
undertaking or not” and the HC highlighted that there was no requirement for an assessee to claim
benefit u/s 10B to prove that it was a newly established undertaking.

Assessee’s Contention:
The assessee on the other hand claimed that despite the business having started in the year 199899, the certificate of being a 100% EOU was received in the AY 2000-01, and hence the benefit
should start in that year and the last year would be AY 2008-09.

The assessee relied on the Madras HC decision of CIT vs. ShreeRenuka Textile Mills [366 ITR 649
(Madras)] wherein it laid down that there is no requirement for an assessee to claim benefit u/s 10B,
to prove that it is a newly established undertaking.
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Observations & Ruling of the Tribunal:

Section 10B(1) speaks of exemption being available to a 100% EOU for a period of 10 consecutive
assessment years beginning with the assessment year relevant to the previous year, in which the
undertaking begins to manufacture or produce articles or things or computer software. The
provision read as a whole, can only be understood as, the manufacture referred to, is one that
commences pursuant to the certification of 100% export-oriented undertaking. The exemption is
made available to a 100% EOU and the same is available for ten years, beginning with the
assessment year relevant to the previous year in which manufacturing is commenced.

The HC observed that the benefit being conferred only on a 100% EOU, the exemption could
commence only from its certification as such a unit and if there is no manufacture at the time of
certification, from the time of commencement of manufacture.

The HC also stated that from the judgment of Sami Labs Ltd, there was no requirement that the
export-oriented unit be newly established. Hence, the benefits had to be applied from the date of
commencement of the export-oriented undertaking, which in the impugned case coincided with the
manufacturing too.

Accordingly, the HC passed the ruling in favour of the assessee.

Citation:
CIT vs. All Koshys Spices [TS-605-HC-2017(Ker)]

Our comments:
The HC in the instant case laid down the principle for granting of exemption u/s 10B, that the tax
holiday starts from the date of commencement of manufacturing or from the date of certification of
100% EOU, whichever is later.
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Deduction @ 100% instead of 25% for units established after 01.04.2003 and having under taken
substantial expansion
The Hon’ble High Court of Himachal Pradesh in M/s Stovekraft India vs CIT, has held thatthe units
which undertake substantial expansion after 01.04.2003 but before 01.04.2012 are eligible for
deduction @ 100% instead of 25% through following interpretations:
a) As per requirement u/s 80-IC (8)(ix) of the ACT, there can be multiple substantial expansions;
b) Correspondingly there can be more than one initial assessment year;
c) Accordingly, completion of every substantial expansion will be considered as initial assessment
year and eligible for deduction @ 100%;
d) Within the window period provided, an assessee can claim deduction @ 100% for more than 5
years subject to the cap of 10 years;
Facts & Issue:
Appellant, M/s Stovekraft India, had started its business activity from AY 2006-07 and claimed
deduction u/s 80-IC @ 100% considering AY 2006-07 as initial assessment year. Thereafter in AY
2009-10, assessee undertook “substantial expansion” of the “unit” and by treating the AY 2009-10 as
“initial assessment year”, further claimed deduction @ 100%, instead of 25%, under section 80-IC of
the ACT.
Contentions of the Revenue:
The contention of the revenue while reducing the claim of the assessee from 100% to 25% was as
under:
That the substantial expansion which was undertaken by the assessee was not eligible for deduction
u/s 80-IC of the ACT as the same was undertaken on units established subsequent to 01.04.2003
which are termed as new industrial units. Only those units which are existing prior to 01.04.2003 and
where substantial expansion has taken place, the profits from the same are eligible for deduction @
100% u/s 80IC of the Act. Reliance was placed on Circular No. 7 of 2003, Notification No. 49/2003,
issued by the Central Excise Department and Notification dated 49/2003 of Government of India,
Ministry of Commerce and Industry for the above proposition of the revenue;
Further, the assessee can have only one initial assessment year as per section 80-IC(8)(v) of the Act.
Thus, any substantial expansion on the new unit which commenced operations after 01.04.2003 will
not be considered as another initial assessment year and would not be eligible for deduction @
100%;

Contentions of the Assessee:
The assessee submitted that the section permits deduction with regard to a unit which “begun” or
“begins” to manufacture or produce any article or thing and undertakes “substantial expansion”
during said period. The only restriction provided in the section is that the deduction claimed under
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this section should not exceed a period of ten years and the “substantial expansion” should not be
formed by splitting up, or reconstruction of the business already in existence.
It is the contention of the assessee that the deduction claimed @ 100% on substantial expansion of
unit is as per law since the words suffixed as “and” with the word “begins” proves that the
substantial expansion of the unit commenced after 01.04.2003 is also eligible for deduction @ 100%.
Further, the assessee contended that the definition of ‘initial assessment year’ in section 80-IC (8)(v)
covers the assessment year in which the new unit begins to manufacture or produce any article or
thing and also covers the year in which the substantial expansion is completed. The said clause
clearly brings out that there can be two initial assessment years and provides that the year in which
the substantial expansion took place is also termed as the initial assessment year for the purpose of
claiming deduction under this section.
The assessee further argued that the section does not restrict grant of deduction @ 100% beyond
the period of five years. The restriction is with regard to the total period of 10 years and not the
quantum of deduction allowed.
The assessee also referred to the judgements of various High Courts and Supreme Court with regard
to interpretation of beneficial provisions in the ACT and contended that the said provisions should
be construed liberally.
Observations of the High Court:
The Hon’ble High Court heard the rival contentions and perused the issue under consideration.
It was held that the statute does not create distinction between the old units and new units. The
section specifically provides deduction for units set up in specific areas i.e. in North Eastern states.
The object, intent and purpose of the enactment of section 80-IC is to provide incentive for
economic development, industrialization and enhanced employment opportunities through further
substantial expansion of the existing unit. Section 80-IC is a code in itself and there is no need to
refer to any circular and notification for its interpretation.
The moment “substantial expansion” is completed, the statutory definition comes into play and the
unit is consequently entitled to deduction as provided u/s 80IC(3)(ii) of the Act @ 100% of the
profits. The definition of initial assessment year even covers the year in which the assessee
completed substantial expansion of the unit. Accordingly, there can be more than one initial
assessment year i.e. one when the assessee begins the new unit and other when the substantial
expansion has been carried out and completed. Thus, the assessee can claim deduction @ 100% for
more than 5 years subject to a cap of 10 years.
The decision of the authorities is perverse to the extent that there cannot be more than one initial
assessment year as section 80-IC(8)(v) of the ACT itself provides that there can be more than initial
assessment year.
The Hon’ble High Court accordingly allowed the claim of the assessee u/s 80IC of the ACT
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Citation:
M/s Stovekraft India vs CIT (HP) (TS-570-HC-2017)

Our Comments:
The judgement of the High Court clarifies the intention of the legislature on the beneficial provisions
of section 80-IC of the Act while interpreting the various clauses of the said provisions. Further, the
decision of the High Court to give importance to the interpretation and intention of the legislature
the self-contained code as against the CBDT Circulars and Notification under different ACTs’ is a
welcoming judgment for the assesses.
The Hon’ble High Court has correctly held that the provisions of section 80-IC of the ACT is a
beneficial provision and is to be interpreted liberally as with regard to its specific application for
specific states, the intention of the legislature with regard to the new industrial units and its further
substantial expansion which gives the assessee an initiative to employ more capital through an
advantage of deduction @ 100% of the profits on every stage of substantial expansion. Thus, it has
been held that though there is a cap on the total number of years for claiming deduction; however
as with regard to quantum of deduction, the assessee can claim deduction @ 100% for more than
five years on further substantial expansion.
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For the purpose of computing the claim u/s 36(1)(viii), one needs to consider the original tenor of
the long-term finance; the fact that as on Balance sheet date, the long-term finance had
completed less than the minimum stipulated five years was not relevant

Facts of the Case:
This Departmental Appeal related to AY 2008-09.
The respondent-assessee was a regional rural bankengaged in the business of banking and also
makinginvestments in Government and other securities. For the AY 2008-09, the AO concluded the
assessmentu/s 143(3) of the Income-tax Act, 1961 (‘the Act’)inter-alia making the following
disallowances, which became the subject of the impugned appeal before the Hon’ble Karnataka HC:
1. Disallowance of claim u/s 36(1)(viia) of the Act, on the factual basis that the claim amount
did not reflect the excess of bad debts over the credit balance available in the provision for
bad debts account; and
2. Disallowance of claim u/s 36(1)(viii) of the Act, after considering the ageing analysis of
advances, as on last day of AY 2008-09 i.e. March 31, 2008.
Section 36(1)(viia) of the Act provides for allowance of any provision for bad and doubtful debts
made by inter-alia a rural bank to the extent of an amount not exceeding 7.5% of the total income
and 10% of the aggregate average advances made by the rural branches.
36(1)(viii) of the Act stipulates for allowance of an amount not exceeding 20% of the profits derived
from an eligible business, in respect of any special reserve created and maintained by inter-alia a
rural bank. The ‘eligible business’ was defined to mean the business of providing long-term finance
for various specified purposes. The term ‘long-term’ finance was defined to mean any loan or
advance where the terms under which moneys were loaned or advanced provided for repayment
along with interest thereof, during a period not less than fiveyears.
The CIT(A) and ITAT overruled the AO’s actions, on both the above grounds, on facts. Hence, the
Revenue filed this appeal before the Hon’ble Karnataka HC.
Contention of the Revenue:
The Departmental Representative for the Revenue assailed the AO’s treatment. With regard to the
interpretation of sections 36(1)(viia), the DR argued that while considering the claim for bad and
doubtful debtsunder Section 36(1)(vii), only such amount of bad debtswritten off as exceeds the
credit balance available in theprovisions for bad and doubtful debt account createdunder section
36(1)(viia) of the Act, should be allowed asdeduction.
With regard to deduction u/s 36(1)(viii), the DR canvassed the view that for the purposes of this
section, one needs to consider only the ageing of the loans and not the actual tenor. On this basis,
he disputed the ITAT’s finding that the assessee had computed the deduction u/s 36(1)(viii)
correctly.
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Contention of the Assessee:
Per contra, the Authorized Representative for the assessee canvassed the favourable orders of the
CIT(A) and the ITAT. The AR pointed out on facts, that the claim amount u/s 36(1)(viia) did reflect the
excess of bad debts over the credit balance available in the provision for bad debts account.
W.r.t the claim u/s 36(1)(viii), the AR contended that the AO had completely misdirected himself by
considering the ageing analysis of advances, instead of the actual tenor of eligible advances, for the
purpose of computing the said claim. It was quite possible that customers prepaid the loan
instalments, but that was not germane for the purposes of this deduction. One had to only refer to
the tenor of the original loan, which should be more than 5 years.
Observation and Ruling of the HC:
Going by facts recorded by the CIT(A) and the ITAT, the HC noted that the respondent-assessee did
not claim any write-off of bad debts in its Return of income, as envisaged u/s 36(1)(vii) and that the
claim u/s 36(1)(viia) was rightly made by way of reduction from the opening provision for bad and
debts account and hence, declined to interfere in their findings, on this count.
As regards the propriety of the AO’s consideration of ageing of advances for the purpose of
computing the claim u/s 36(1)(viii), the HC disapproved this interpretation. It ruled that a reading of
this section made it clear that any anyloans or advances where the terms under which moneys were
loaned or advanced during a period for not less than fiveyears, shall be considered as ‘eligible
advances’.
Citation
Karnataka VikasGrameen Bank [TS-602-HC-2017(KAR)]
Our Comments:
The ruling on the aspect of claim u/s 36(1(viia) was purely on factual basis. It may be worth recalling
that this deduction was brought in order to promote rural banking and also to assist the specified
lenders including rural banks in making adequate provisions from their current profits to provide for
risks in relation to their rural advances. The first proviso to section 36(1)(vii) of the Act, which deals
with allowance of claim of bad debts, does contain a safeguard against double claim of deduction, by
restricting the claim of bad debt actually written off u/s 36(1)(vii) only to the extent it was in excess
of the credit balance in the provision for bad and doubtful debts, which was a creation of section
36(1)(viia).
Under section 36(1)(viii), financial corporations including rural banks engaged in providing long-term
finance for industrial or agricultural development in India are entitled to a deduction in the
computation of their taxable profits, of the amounts transferred by them out of such profits to a
special reserve account, upto the specified percentage of their total income, as computed before
making any deduction under chapter VI-A. The very purpose of bringing in this section was to
facilitate building up of internal resources of these corporations, at a fast pace, so as to enable them
to dispense with the need for obtaining subventions from the State. Perhaps, the benevolence of
this provision was lost on the AO, who resorted to an innovative interpretation of applying this
provision, which was rightly frowned upon by the HC.
While this ruling lays down the correct interpretation of application of section 36(1)(viii), which, it
must be said was clearly worded and hence, fairly straightforward, yet, the very fact that the
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Revenue had persisted with an appeal on this ground right upto the HC is a telling tale of the
instances, where trivial nature of the issues is agitated upon by the Revenue in appeals. The
definition of ‘long-term finance’ contained in the Act leaves no room for any imaginary and fanciful
calculation of the kind espoused by the AO in this case.
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TRIBUNAL

Mumbai Tribunal rulesannual franchise fees as deductible revenue expenditure
A recent ruling of the Mumbai ITAT held that the payment of the franchise fees only facilitated
participation in the league and operation of the team and It did not result in creation of an asset nor
in the generation of a benefit of an enduring nature. Hence, the franchise fees was deductible as
revenue expenditure under the Act.

Facts and Issue:
The assessee, had entered into a “franchise agreement” with the BCCI (Indian cricket board) for
participation in a domestic cricket league (Indian Premier League or IPL) which was owned and
operated by the BCCI. Under the franchise agreement, the assessee was vested with the right to
operate the franchise, be a member of the IPL, operate a team and participate in the tournament. As
consideration, the assessee was required to pay Annual franchise fees to the BCCI.
The core issue under consideration was whether the annual franchise fees paid by the assessee to
the BCCI were deductible as revenue expenditure
The revenue claimed that the franchise fees were a part of the consideration which the assessee had
paid for owning the IPL team which vested an enduring benefit with the assessee. Franchise fees are
not fees for playing the IPL matches, but for ownership of the team and therefore a capital
expenditure. On appeal, the CIT(A) upheld the department’s contentions and hence assessee filed
an appeal before ITAT.
Contentions of the Assessee:
The assessee contended that the franchise fees were in the nature of a recurring annual payment
which was paid for participating in the IPL and for operating the team for the year for which the
payment was made. If, in any particular year, the IPL was not organized, the assessee did not have to
pay any fees nor did it earn revenue for that year.
The payment of franchise fees neither vested any right of participation in the matches for the
subsequent years, nor did it lead to creation/ownership of an asset or generation of a benefit of an
enduring nature.
The assessee contended that it received only limited rights for operating a team in the IPL, while the
right to telecast the matches was retained by the BCCI. The assessee could not assign or delegate the
performance of any right/obligation under the franchise agreement. The assessee had no right to
either assign or delegate the performance of any right or obligation under the franchise agreement.
The assessee stated that they had withheld taxes on the payment of the franchise fees, treating the
same as royalty/fees for technical services under the provisions of the Act. Furthermore, service tax
was paid on the franchise fees, which also indicated that the same was in the nature of service fees
and, hence, revenue expenditure.
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Contentions of the Revenue:
Revenue contended that the term of the IPL was for an indefinite period, which vested the assessee
with the benefit of an enduring nature and, hence, the franchise fees paid to acquire the franchise
rights were capital in nature.
The fact that the payment was made in annual instalments or at a certain percentage does not alter
the character of the payment.
The revenue relied on the Supreme Court (SC) decision in the case of Techno Shares and Stocks Ltd.
[327 ITR 323], where stock exchange membership was considered as an intangible asset. The
assessee had claimed that the right to operate a franchise was similar to a license and the franchise
right would, therefore, qualify as an intangible asset as per the Act.

Observations & Ruling of the Mumbai ITAT
It was held my Mumbai ITAT as under:
The assessee was vested with the right to operate the franchise and to be a member of the IPL and
to operate a team in the city of Kolkata and participate in the IPL tournament which was owned and
operated by the BCCI.
The franchise agreement granted “franchisee rights” which included all rights in respect of the team,
such as shirt sponsorship rights, seating rights at the stadium, rights to merchandise at the stadium
etc. However, the assessee was not vested with any right in respect of the central rights, such as
television broadcast rights and all rights in respect of the licensing of replica uniforms for any team
in the IPL.
Rights and obligations of the Taxpayer and the BCCI under the franchise agreement indicated that:
1. All the broadcasting rights as regards the telecast of the matches remained with the BCCI.
2. The rights granted to the franchisee were personal to the franchisee which had no right to
assign the franchise agreement or to sub-contract or otherwise delegate the franchisee’s
obligations under it without the BCCI’s written consent
3. There is no guarantee of participation in the tournament in the future.
A perusal of the franchise agreement and the nature of the rights/obligations indicate that the
payment of the franchise fees by the assessee for a year resulted in vesting of a right to participate
by the assessee in the tournament for the said year, without the guarantee that, in the future years,
it would be eligible to participate in the tournament.
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In view of above and various rulings relied upon, the ITAT held that the Act provides for expenditure
laid out or expended, wholly or exclusively, for the purpose of business is to be allowed as a
deduction from business income. Franchisee fees are wholly and exclusively for the business of
running a franchisee company participating in the IPL and hence were allowed as expenditure under
section 37 of the Act.
Citation:
M/s Knight Riders SportsPrivate Limited v ACIT, Central Circle-29,Mumbai [TS-609-ITAT-2017(Mum)]
Our comments:
Given the nature of franchise agreements, the issue of whether franchise fees payments amount to
business expenditure or creates a capital asset (in terms of commercial rights), is often a bone of
contention between Tax Department and the assessee.
In this ruling, the Hon’ble Mumbai ITAT has, after careful consideration of the franchise agreement,
held that the franchise fees only enabled the assessee to have limited rights to participate in the IPL
for a year to which the payment pertained and it did not lead to creation of an asset nor did it create
any enduring benefit for the assessee.
This ruling, like the earlier coordinate bench rulings, is favourable to the assessee and it would be
useful to apply the principles laid down by the IT
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INTERNATIONAL TAX
Salary paid to Foreign Nationals to be grossed up under Section 195A for tax to be borne by the
Indian agent
The Kerala High Court hasruled on the taxability of salary income earned by foreign nationals who
were employees of a foreign consultant engaged by an Indian Company. It has held that the Indian
Income Tax component borne by the Indian Company is taxable as salary income in the hands of the
assessee.
Facts & Issue:
The assessee’s are foreign nationals who were represented by the Kerala State Electricity Board
(KSEB) as an agent. KSEB had engaged a foreign consultant for carrying out a project onsite in
Kerala. It was agreed that the salary of the employees deputed by the consultant would be borne by
the consultant itself, however, the Indian Income Tax component would be borne by KSEB.
During the course of filing their returns of income, the employees showed the income tax paid by
the KSEB under the head ‘Other Income’. However, the AO treated the amount under the head
‘Income from Salary’, re-calculated the tax and allowed deduction for the tax component paid by
KSEB. The balance was demanded by the AO from the assessee’s who were in India by virtue of their
contract. On appeal, the CIT(A) reversed the order of the AO. The Tribunal however, allowed the
appeal of the Revenue and upheld the order of the AO.
Aggrieved, the assessee filed an appeal in the High Court.
Contentions of the Assessee:
Before the HC, the assessee contended that Section 195A would be applicable only where both, the
salary as well as the tax component on the salary are paid by the employer. In the instant case, there
was no relation of master and servant between KSEB and the consultant, and the consultant had
complete charge over the personnel performing services at the project site. Referring to the
agreement, the assessee contended that KSEB is the party liable for the payment of income tax on
the salary income of the foreign national deputed to India.
Contentions of the Revenue:
The Revenue contended that the amount paid as salary to the employees is taxable under the head
‘Income from Salary’ and not ‘Income from Other Sources’, since the amount so paid is an amount in
lieu of salary. It further placed reliance on the conclusions of the lower authorities
Observations & Ruling of the High Court:
The HC observed that other than the income tax payable by KSEB in India, all other duties, cess, etc.
payable was the liability of the Consultant as per the non obstante clause of the agreement.HC
noted that ITAT relied on the non obstante clause to hold that the KSEB was not payingthe salary or
the tax, as it was reimbursed from the Consultant. Therefore, HC noted ITAT’sobservation that the
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argument of the assesses that Sec.195A would be applicable only if bothsalary and tax is paid by the
employer; cannot be sustained. HC thus rejected ITAT’s finding inrespect of the above.
The Court also referred to co-ordinate bench ruling in C.W. Steel (86 ITR 817) where in it was held
that while computing the total salary for determining the value of the rent free accommodation, the
tax paid by theemployer was also includable. It observed that the given issue was decided even
beforeSec.195A was available in the statute.
When the assessee placed reliance on the Apex court’s ruling in the case of Emil Webber (200 ITR
483), the court denied the reliance placed as the case was not concerned withthe effect Sec.195A
and hence it was directed the income to be treated as “income from other sources”. It further stated
that the aforesaid case was more on interpreting the definition of ‘salary’ whichincluded perquisites
( a payment made by the employer in satisfaction of an obligation of the employee) and thus held
that, the argument of assessee that Sec.195A would be applicable onlyif the salary and tax is paid by
the same person cannot be accepted.
The Court observed that, in the given case assesses were in India for employment in a project,
asdeputed by the Consultant. Thus, theassessees were in the employment of the KSEBand as per the
consultancy agreement the salary was payable by the Consultant and the incometaxby the KSEB.
Hence, the salary of the employees deputed by the Consultantwas included in the consultancy
charges and the salary and income-tax were both from theKSEB, in whose project the assessees
were employed.
Thus, the appeal was decided in favour of the Revenue, and the court ordered the AO to compute
the amount of tax due by the various individuals.
Citation:
Horace Dansereau vs.Assistant Commissioner of Income Tax [TS-598-HC-2017 (Ker)]
Our Comments:
It is now a common practice of foreign nationals to demand that the liability to bear the Indian
Income Tax component shall be that of the employer. This leaves the employees with a definite sum
in hand, whereas it leaves the employers with an additional liability of tax. As correctly identified by
the court in the above case, the value of tax paid by the employer is to be treated as ‘profit in lieu of
salary’ under Section 17 of the Act and not as ‘Other Income’ under section 56, thus attracting the
concept of ‘grossing up’ of income. Readers are advised to suitably adapt the ratio of the ruling,
being sound in law, to their respective cases.
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TRANSFER PRICING

Corporate Guarantee fees ALP rate fixed at 0.5%
The Bangalore ITAT in ACIT v.Laqshya MediaPvt Ltd, held, the ALP rate for Guarantee fees issued to
foreign AE at 0.5%.
Facts & Issue:
During AY 2011-12 Laqshya Media Pvt Ltd which was engaged in providing outsourced media
advertising services had issued corporate guarantee to its Mauritius- based AE. The said guarantee
was issued to the AE, to give in turn guarantee to the lender Bank of step down overseas subsidiary.
The assessee had not charged any guarantee fee during the impugned AY. The Ld. TPO held that, the
rates for financial guarantees charged by the banks varied between 2-3%. By considering
creditworthiness of the AE & and the assessee, finally the Ld. TPO had determined ALP rate for
guarantee fees @2.75%.
Being aggrieved the assessee filed an appeal before DRP. The assessee advanced arguments before
Ld. DRP, but rejecting the same, Ld. DRP affirmed the stand of Ld. TPO and after considering stands
taken in various cases (i.e. Mahindra and Mahindra Ltd., (40 taxmann.com 522) observed that the
TPO had adopted 4.66% as arm’s length CG rate, that the Tribunal had accepted the contention of
the tax payer that CG should be taken at 3%. It also referred to the case of Tecnimont ICB Private
Limited(TS-251-ITAT-2013(Mum)-TP) wherein GC@3% was upheld), finally the Ld. DRP had
determined ALP rate of Guarantee Fees @ 1.75%.
Aggrieved, the assessee & revenue both had filed an appeal before Bangalore ITAT.
Contentions of the Assessee:
The assessee contended that, the said transaction was not an international transaction but fairly
conceded that inview of amendment in Section 92B and jurisdictional Bombay High Court judgment
in CIT Vs.Everest Kanto Cylinders Ltd. 378 ITR 57, the said transaction constitutes an
internationaltransaction. On merit, is was stated that the CG has been provided to its AE under
overallfinancing structuring arrangement where over and above the share capital invested, funds
wereprovided and CG was also given.
Moreover, the assessee was not in the business of financing /giving guarantees and the same has
been given solely for its own benefit to protect its goodwill,reputation and to expand its business
operations abroad and to safeguard its economic andstrategic business relationship with its AE.
Hence, CG without charging commission was atArm’s Length considering overall financing
arrangement. Further, the credit rating of both theentities was similar and hence, no adjustment
was called for in these circumstances.
Further the assessee contended that, the benchmarking done by TPO was erroneous in considering
5 years average annualized yieldwhereas the guarantee given by assessee was for a shorter period of

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 26

[KNOWLEDGEWARE JANUARY - 2018]
less than 4 years. In numberof judgments, the rate ranging from 0.20% to 0.50% has been found to
be acceptable by judicialauthorities at various levels and therefore, the same should be applied and
that too on the amountof actual loan availed by the AE.
Contentions of the Revenue:
Revenue contended that, facts of the Everest Kanto case relied upon by the assessee were not
similar to the facts of the assessee’s case, that there was no internal bench- marking and that CG
commission was frozen at 0.5% without any basis. Ld. DR supported the TP adjustment on the
groundthat AE stands benefitted by obtaining the guarantee and had rating of both the companies
beensimilar, there would have been no requirement to give the said CG.

Observations & Ruling of the Pune ITAT:
The Hon’ble ITAT heard the rival contentions and perused the record. The Hon’ble ITAT rejected the
assessee company’s contention that the company proposed to charge 0.5% guarantee fees from its
AE butwaived it subsequently on account of poor financial health of the AEand both entities enjoyed
similar ratings and hence no TP adjustment thereof iscalled for because, as had that been the
position, there would have beenno requirement to provide the said guarantee.
The Hon’ble ITAT observed that, along with the decision of Hon’ble Bombay High Court in CITVs.
Everest Kanto Cylinders Ltd., the various other judicial pronouncements, CG has been benchmarked
in therange of 0.20% to 0.50%. Therefore, keeping in mind the overall facts and circumstances of
thecase, The Hon’ble ITAT had restricted TP adjustment against bank guarantee to 0.50% on CG
given by the assessee.
Citation:
ACIT v.Laqshya MediaPvt Ltd (TS-20-ITAT-2018(Bang)-TP)
Our Comments:
The decision taken in impugned case is favourable for cases where additions are made by the TPO by
applying higher rates of Guarantee fees, without considering facts of the case and degree of risk
element involved in issuing guarantee to the AEs.
In our view, transactions of Issuance of Corporate Guarantee differ in terms of facts, risk and nature
on a case to case basis and therefore, each transaction should by analyzed or evaluated
independently without relying on decisions taken in earlier cases.
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Delhi ITAT denies AO’s assumption of power to make arm’s length price adjustment in
garb of disallowance under section 37(1) of the Act.

In a recent ruling, the Delhi Income-tax Appellate Tribunal (ITAT) held that once the value of an
international transaction was held to be at Arm’s Length Price (ALP) by the Transfer Pricing Officer
(TPO), it could not be adjusted by the AO in the garb of disallowance under section 37(1) of the
Income-tax Act, 1961 (the Act), on the basis of the assumption that services had not been rendered.
Facts and Issue:
The assessee, a resident company, made payments in the nature of royalty (under the license
agreement) and technical fees to two of its associated enterprises (AE), respectively. The subject
matter of appeal was technical fees, which were held to be at ALP by the TPO.
The AO alleged that the services for which a large sum was paid as technical fees by the assessee,
were covered under the license agreement for which royalty payout had been made, and hence a
separate pay out of technical fees was not warranted. Holding the technical fees to be mere
diversion of income, the AO disallowed the same under section 37(1).
On the assessee’s appeal, the Commissioner of Income-tax (Appeals) [CIT(A)], upholding the
disallowance made by the AO, concluded that the documents furnished by the assessee did not
support actual rendition of services; that certain expenses were not genuine in nature, and that in
certain cases, the claim did not advance the assessee’s cause
Assessee approached the ITAT, raising the issue whether the disallowance of technical fees made by
the AO under section 37(1) could be upheld, considering that the same had been analysed and held
to be at arm’s length by the TPO?
Contentions of the revenue:
The departmental representative contended that repatriation initiative had taken a different
meaning and too much money was going out of the country through different means. There was
already a royalty agreement in place for which the assessee was paying royalty and it did not
warrant an additional repatriation initiative by way of fees for technical services.
Additionally, the agreement provided by the assessee did not adequately support the type of
services provided to warrant such high pay out. The documentation was not robust enough to
demarcate the benefit received out of services provided.
For reasons above, the departmental representative contended that such payment in garb of
technical services needs to be disallowed under section 37(1) of the Act.
Contentions of the assessee:
The learned representative for the assessee contended that it had proved the benefits test of both
royalty and fees for technical services before the TPO. Once the transactions had passed the test of
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the TPO it was not open to the AO to reassess the same and disallow it under section 37(1) of the
Act.
The assessee also contended that it cannot be subjected to dual assessments on the same issue,
once by the TPO and then again by the AO.
Observations and ruling of the ITAT:
Where payments made by the assessee were accepted to be at arm’s length by the TPO, the AO had
no authority to usurp the TPO’s powers and hold such payments to be not at ALP.
Such a parallel analysis of transactions by the AO and the TPO, and overlapping of jurisdictions, was
not contemplated under the Act. The AO’s disallowance under section 37(1) holding that no services
had been rendered by the AE, were de facto ALP adjustments made directly by the AO. This action of
the AO was not permissible once he had made a reference to the TPO for determining ALP.
The ITAT highlighted that ascertainment of ALP by the TPO was not a theoretical exercise inasmuch
as the ALP determination was for the actual transaction, and not a hypothetical transaction
envisaged by the contractual arrangement.
The AO was therefore not allowed to say, that though the transaction was held to be at ALP by the
TPO, such ALP should be reduced on account of actual rendition, or non-rendition, of services.
In the light of the above observations, the ITAT held that once an international transaction was
referred to the TPO and was held to be at ALP, analysing actual rendition of services for making
disallowance under section 37(1) fell outside the AO’s jurisdiction.
Even on merits, the ITAT, after perusing the nature of evidence for rendition of services, recorded its
satisfaction on the actual rendition of services by the AE.
Citation:
Stovec Industries Ltd [TS-496-ITAT-2016 (Del)-TP]
Our comments:
The ruling lays down a principle that determination of ALP of an international transaction by the TPO
takes into account the contractual arrangement as well as the practical aspects of the transaction.
Pursuant to such determination, any disallowance by the AO under section 37(1) of the Act on the
ground of non-rendition of service, tantamounts to ALP adjustment, which is outside the AO’s
jurisdiction.
It should be noted that this ruling has not considered the judgement [(CIT v. Cushman and Wakefield
(India) (P.) Ltd. [2014] 46 taxmann.com 317 (Delhi)] of the Delhi High Court, wherein it had held that
the AO’s jurisdiction is distinct from that of the TPO, and that the authority to adjudicate allowability
under section 37(1) lies only with the AO.
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Further, this ruling is also distinct from an earlier ruling [Deloitte Consulting India (P.) Ltd. v. Dy.
CIT/ITO [2012] 137 ITD 21/22 taxmann.com 107 (Mum)] of the Mumbai ITAT, wherein a finding was
given that the AO, while making a reference to the TPO, had mechanically followed the Central
Board of Direct Taxes instruction, and such reference ought not to be presumed as his determination
of allowability under section 37, which remains within the AO’s jurisdiction.
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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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