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EDITORIAL:
Dear Esteemed Readers,
We are pleased to share our latest newsletter, covering the direct tax and transfer pricing updates
for the month of January 2019.
In this Edition, in our Back to Basics section, we continue our coverage on the salient features of
certain important special provisions, governing the computation of income from business or
profession by way of Part II. So this time, we have analyzed significant provisions of deductions
allowed on actual payment basis and special provisions for computing income by way of royalties in
case of non-residents.
In our Tax Controversy section, we have digested a very important case, something which is bound
to have far reaching repercussions for Readers, one and all. We are referring to the Banglore ITAT
landmark ruling in case of Texport Overseas Pvt Ltd. This ruling considered the significance of
omission of sub-section (i) of section 92BA and in the absence of saving clause / provision, held that
this clause was never meant to be in the statute, in the first place. We are sure you will find this
article presenting the deeper insights on the controversy and will look forward to your thoughts on
the same.
In an interesting decision the Hon’ble Delhi HC, has held, on facts, that the assessee carried on the
business through its fixed place of business in India, which was purely maintaining liaison office as
per records. This case explains about fixed place and agency PE in India and we give our detailed
analysis on the same. There are various facets of disallowance u/s 14A of the Act which had been in
litigation since years. In yet another thought provoking ruling by the Hon’ble Delhi HC, have
interpreted the various decisions and held that there should not be any disallowance u/s 14A of the
Act, if the assessee has not earned any exempt income during the year in question. Post Apex court
decision in case of Maxopp, this judgment comes as a welcome one for those readers who have
suffered disallowance on this count in past.
The Mumbai Tribunal in recent case, ruled in favour of the assessee and allowed the deduction of
remuneration as provided under section 40(b)(v) of the Act, despite the fact that quantum for
remuneration payable to the partners was not specified in the partnership deed. In yet another
decision,the Delhi Tribunal has held that payment of consultancy fees to Limited Liability Partnership
was covered under the ‘Independent Personal Services’ Article of the DTAA with UK, USA, France
and Netherlands and based on facts of the case held that it was not taxable in India.
In our transfer pricing section, we have digested a very interesting judgment of the Hon’ble Mumbai
HC wherein they have given insights as to what is meant by “beneficial owner” and has also given
clarity on the concept of “substantial interest”. The Court rejected the Revenue’s contention that
direct and indirect holding together establish substantial interest in the enterprise. We provide our
inputs on the same.
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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:
Computation of Income from Business or Profession. Special Provisions. Part II

In this issue of Knowledgeware we continue with our discussion of some important special
provisions governing the computation of income from business or profession Having already
discussed sections 44A, 44AA,44AB,44AD,44ADA,44AE,,44B,44BBAand 44BBB, we now turn our
attention to s.43B and s. 44 ADA.
Deductions to be allowed on actual payment basis only-s.43B
Section 43B stipulates that notwithstanding the method of accountancy followed by the assessee
and anything to the contrary contained in any other provision of the Act, certain expenditure
incurred by the assessee is to be allowed as a deduction only on the basis of actual payment. This
section was introduced by the Finance Act of 1983. These provisions have the effect of superseding
section 145 of the Act, and are thus applicable even if the assessee follows the mercantile system of
accounting.
S.43B covers:
(a) sums payable as tax, duty, cess or fee under any law;
(b) contributions to provident, gratuity and superannuation funds or other funds created for the
welfare of employees;
(c) bonus or commission paid to employees as indicated in s.36(1)(ii);
(d) interest on loan or borrowing from a public financial institution, state financial corporation or
state industrial investment corporation, payable in accordance with an agreement;
(e)interest on loan or borrowing from a scheduled bank ( or w.e.f. 1st April, 2018, also, a co-operative
bank, other than a primary agricultural credit society or primary co-operative agricultural and rural
development bank;
(f) sums payable as employer to an employee in lieu of leave standing to the credit of the employee
(g) any amount payable to the Indian Railways for the use of railway assets(w.e.f.1ST April, 2017)
The words ”actually paid” must be construed to have their ordinary dictionary meaning; that is to
say, a payment cannot be given credit for, unless it is credited to the coffers of the Government by
the due date of furnishing the return of income [proviso to s.43B] . A bank guarantee extended for
stay of demand is not tantamount to such a payment [ Mugat Dyeing and Printing Mills v.A CIT 290
ITR 282(Guj);CIT v. McDowell and Co. Ltd. 314 ITR 367 174 (SC)]
Tax, duty, cess and fee-s. 43B(a) Any sum payable as tax, duty cess or fees, regardless of the
nomenclature of such expenditure, is covered by this section [s.43B(a)].A pre-condition for the
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applicability of the disallowance under this provision is a debit of the expenditure in question to the
profit and loss account.
Applying this principle, it was held that in the case of a broker or an auctioneer who is neither a
buyer nor a seller- so that neither the purchase nor the sale of the good is recorded in his books- the
sales tax collected by him, cannot be regarded as a trading receipt, and disallowed under this
provision, in the absence of a claim for deduction.
But a deduction can be allowed for payments which are constructive in nature Thus where sales tax
rules permit set off or adjustment, the impugned amount thus adjusted could be construed as a
payment and allowed as a deduction [ CIT v. National Standard Duncan Ltd.260 ITR 97 (Cal)] . In the
absence of a claim for deduction, no disallowance can be made under this provision [ CIT v. India
Carbon Ltd. 262 ITR 327 (Gauhati )]. In the case of purchase tax, a deduction can be allowed to an
assessee who follows the mercantile system of accounting, under this provision on actual payment
basis, even if he has not made a provision for the amount in question in the year in which the
liability was actually incurred [ Associated Pigments v. CIT 234 ITR 589 (Cal)].In CIT v.Modipon 87
taxmann.com275 (SC), this principle was held applicable to advance deposit of excise duty in the
personal ledger account (PLA).
This provision does not apply to Electricity Boards who merely collect electricity duty as agents of
the State [ Kerala State Electricity Board V. DCIT 329 ITR 91 ( Ker)]. Disputed excise collected from
customers but credited to a separate account will attract the disallowance contemplated under this
provision [Mugat Dyeing and Printing Mills v. CIT 290 ITR 282(Guj);CIT v.IdealSheet Metal Stampings
and Pressing P.Ltd 290 ITR295 ( Guj )].
By Circular no.496 of 25 September 1987, the Board has issued instructions to the effect that the
provisions of this section should be deemed to have been satisfied where the assessee holds back
payment of sales tax under a state Government’s deferred payment scheme, formulated under the
relevant Sales- tax Act. The burden of proving that he is covered by such a scheme is on the
assessee. [CIT v. Eastbourne Hotels 320 ITR 454 (HP)].
Excise duty and customs duty-43B(a)
Excise or customs duty paid on certain goods in a particular year is deductible in computing the
taxable profit of that year even if such goods have not been sold and form part of the closing
stock[Berger Paints India Ltd. v.CIT 266 ITR 99 (SC)].
Interest payable by the assessee under the Customs Act for warehousing of goods beyond the
statutory period is not covered by this provision [ Hindustan Motors v.CIT 218 ITR 450(Cal)]Likewise,
interest on unpaid sales tax, though considered to be tax for collection and recovery purposes, will
not attract the disallowance stipulated under this section [CIT v.Padmavati 239 ITR 355 (Cal))]. This is
equally true of interest on outstanding municipal tax [ CIT v. Orient Beverages 247 ITR 230(Cal)].This
is because such payments have been held not to be ‘tax’ for the purposes of this section.
Amounts collected from cement manufacturers under the Cement Control order for the benefit of
such manufacturers are again not in nature of a tax or duty and thus will not attract the disallowance
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contemplated under these provisions [ CIT v.Orient Paper 214 ITR 473 (Cal)]. This is equally true of
bottling fees payable to excise authoritiesy[CIT v. McDowell and Co. Ltd. 314 ITR 167 (SC)] and
government audit fees payable by a co- operative society [ CIT v. Shree Warns Sahakari Sakhar
Karkhana Ltd.253 ITR 226(Bom)] . This principle was also held applicable to the price which an
assessee was required to pay to the state government for the manufacture of company liquor under
the Bengal Excise Act, because once again such payments were not in the nature of tax, fees or cess
[CIT v.Varas International 225 ITR 831(Cal)].
Royalty paid to the state government for extraction of limestone, however , is in the nature of tax
and falls within the ambit of s.43B[ Gorelal v.CIT 248 ITR 3 (SC); India Cement Ltd. v. State of Tamil
Nadu [1991] 188 ITR 690 (SC)]. Electricity duty also falls within the ambit of this section.
The first proviso to the section permits an assessee to claim a deduction for the expenditure
(covered by this section) for which actual payment has been made up to the date of filing the return
of income. The provision took effect from 1st April, 1988, but in Allied Motors v.CIT 224 ITR 677(SC),
the Supreme Court held that it would have retrospective effect to cover earlier years as well as well.
Explanation 2 stipulates that the provisions of clause (a) would apply to the impugned expenditure
as has been incurred during the relevant previous year- that is to say that such expenditure would
be allowed on actual payment basis even if it did not fall due in such year. This stipulation however is
applicable only to clause (a) and not other clauses.
Employer’s contribution to provident, gratuity, superannuation and other funds-s.43B(b)and
bonus paid u/s43B(c)
s.43B(b) covers the employer’s contributions to a provident, gratuity or superannuation fund or any
other fund created for the welfare of employees. It does not cover provision for gratuity payable to
employees retiring during the year [George Williamson 228 ITR 343 (Gauhati)].
s.43B(c) on the other hand covers bonus actually paid by the assessee to his employees during the
previous year. This is also allowed as deduction if it is actually paid by the due date for filing the
return of income u/s 139, even if the agreement for the payment of such bonus for the accounting
year was signed after the close of such year [ CIT v.Chacolas Spinning and Weaving Mills 266 ITR623
(Ker)]. However, an amount paid to a trust created for paying bonus rather than to the employees
themselves and that too after the due date of filing the return of income is not eligible for deduction
[ CIT v. Shasun Chemicals and DrugsLtd.347 ITR 532( Mad )]. Nor is a deposit made by the assessee
for payment of bonus in a separate bank account [Thanjavur Textiles Ltd v. JCIT 210
Taxman111(Mad)].
Deduction of head office expenditure in the case of non- residents-s.44C
Section 44C was introduced by the Finance Act of 1976 w.e.f.1st June 1976. The purpose behind this
provision is to prevent non-resident assessees from making inflated claims in respect of the head
office expenditure incurred outside India. The section caps the claim for such expenditure at 5% of
“adjusted” total income or in the case of a loss, at 5% “average adjusted total income.” These two
terms are defined in the Explanation to section 44C and broadly mean the assessee’s taxable income
before giving effect to provisions relating to certain deductions, such as carry forward of
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depreciation, losses and deductions(like investment allowance, development rebate, development
allowance etc.). Head office expenditure is defined under clause (iv) of the aforesaid Explanation
and does not include expenditure incurred in connection with technical services such as plan
approvals or laboratory expenses [ John Wyeth and Brother Ltd. v. CIT 312 ITR 803 (Bom)].
In a nutshell, where an assessee has a head office abroad and a branch in India, in computing the
taxable income of the latter, a deduction is allowable on that part of the head office expenses as are
attributable to the operations of the branch, subject to the 5% limit indicated in s.44C (a).
The section applies to all non-resident companies and not just foreign companies. It will not apply
where all the operations of the company are carried on in India in which case all its head office
expenses are eligible for deduction [Rupenjuli Tea v.CIT 186ITR 30(Cal); CIT v.Deutsche Bank
A.G.284ITR 463(Bom)].
Special provisions for computing income by way of royalties, etc. in the case of non-residentsS.44DA
This section was inserted by the Finance Act of 2003 and is effective from 1st April 2004. It is
applicable to non-corporate non-residents and foreign companies that earn income from royalty or
fees for technical services from the Government or an Indian concern through a permanent
establishment of business (or in the case of professional income, a fixed place of profession) situated
in this country. Thus, in order to attract this provision, the assessee concerned should have carried
on business through such a permanent establishment, or its profession, through a fixed place of
place of profession. Further, the right, property or contract yielding such income should be
effectively connected with such a permanent establishment or fixed place of profession. Also, the
relevant agreement should have been signed after 31st March, 2003. If all these conditions are
satisfied, its income would be computed under the head “Income for business or profession”. The
only limitation imposed by the section is that no deduction is permissible in respect of any
expenditure as is not incurred for the business carried on in such permanent establishment of
business or fixed place of profession. Also, no deduction is permissible for any amounts (other than
reimbursements of actual expenditure) paid to the head or other offices.
The assessee is also required to maintain accounts as required u/ss44AA (1) and get them audited
[(sub sec. (2)].
All other incomes by way of royalty or technical fees as do not come within the scope of this
provision are now brought to tax u/s 115A(1)(b).
Conclusion
This concludes are discussion on some of the important special provisions governing the
computation of income from business or profession. In the next issue of Knowledgeware we start
our discussion on a new head of income- namely, capital gains.
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Tax Controversy
Defending the SDT assessments – A New Paradigm

Readers would recall that Finance Act, 2012 had extended the applicability of transfer-pricing
provisions to certain domestic transactions as well. This extension was chiefly owing to the Hon’ble
Supreme Court’s ruling in the case of CIT vs. Glaxo SmithKline Asia (P) Ltd. *195 Taxman 35+. In this
landmark ruling, the Apex Court had, after examining the complications which arose in cases where
fair market value was to be assigned to transactions between domestic related parties, issued a
diktat to Ministry of Finance to consider appropriate provisions in law to make transfer pricing
regulations applicable to such related party domestic transactions. Accordingly, those transactions
which involved inter-unit or intra-group dealings were sought to be identified and enacted into
section 92BA of the Income-tax Act, 1961 (‘the Act’) via six sub-sections. Sub-section (i) of section
92BA brought the expenditure in respect of which payment was made/sought to be made to a
person referred to in section 40A(2)(b) of the Act, within the tight embrace of transfer pricing norms,
including the attendant compliances and reporting. In other words, any expenditure, which involved
a related party [of the kind qualified u/s 40A(2)(b)+, was to pass the arm’s length muster. This farreaching piece of legislation was made effective from April 1, 2013, prospectively.
To be sure, the Memorandum to the Finance Act, 2012 explaining the rationale for introduction of
section 92BA, stated as follows:
Quote
“The application and extension of scope of transfer pricing regulations to domestic
transactions would provide objectivity in determination of income from domestic related
party transactions and determination of reasonableness of expenditure between related
domestic parties. It will create legally enforceable obligation on assessees to maintain
proper documentation. However, extending the transfer pricing requirements to all
domestic transactions will lead to increase in compliance burden on all assessees which may
not be desirable. Therefore, the transfer pricing regulations need to be extended to the
transactions entered into by domestic related parties or by an undertaking with other
undertakings of the same entity for the purposes of section 40A, Chapter VI-A and section
10AA. The concerns of administrative and compliance burden are addressed by restricting its
applicability to the transactions, which exceed a monetary threshold of Rs. 5 crores in
aggregate during the year.”
Unquote
Thus, it emerges that section 92BA was brought in as an anti-abuse measure, inter-alia with a view
to ensuring that transactions with related enterprises were not used for understating the taxable
income.
However, sub-section (i) of Section 92BA was ‘omitted’ vide Finance Act, 2017 w.e.f. April 1, 2017.
The Explanatory Memorandum did shed some light on the reasons behind the aforesaid omission, in
the following words:
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Quote
As a matter of compliance and reporting, taxpayers need to obtain the chartered
accountant's certificate in Form 3CEB providing the details such as list of related parties,
nature and value of specified domestic transactions (SDTs), method used to determine the
arm's length price for SDTs, positions taken with regard to certain transactions not
considered as SDTs, etc. This has considerably increased the compliance burden of the
taxpayers. In order to reduce the compliance burden of taxpayers, it is proposed to provide
that expenditure in respect of which payment has been made by the assessee to a person
referred to in under section 40A(2)(b) are to be excluded from the scope of section 92BA of
the Act.
Unquote
It is in this backdrop that one has to appreciate the high-impact ruling of the Bangalore ITAT in case
of Texport Overseas Pvt. Ltd. vs. DCIT *IT (TP) No. 1722/Bang/2017+, which has stirred a hornet’s nest
by pronouncing that the act of omission of sub-section (i) of section 92BA of the Act was deemed to
operate since inception. In other words, the ruling meant that the introduction of sub-section (i) of
section 92BA was non-est. And yes, this ruling has created quite a controversy.
Facts of the Case
Texport Overseas Private Limited (‘Texport’) had undertaken a specified domestic transaction as per
section 92BA(i) read with section 40A(2)(b) of the Act, wherein it had paid remuneration to its
Directors. The TPO adjudged the same to be excessive and made an addition to the total income of
the taxpayer. Consequently, the Dispute Resolution Panel also upheld the addition. While agitating
the matter before the Hon’ble ITAT, the taxpayer placed an additional ground that since the said
clause viz. sub-section (i) was omitted from the Act and not repealed, hence, the said sub-section
had to be considered as not being in the statute since the beginning.
Taxpayer’s Arguments& Departmental Contentions
The taxpayer argued that once the subject clause was omitted by subsequent amendment, it would
be deemed that clause (i) had never been on the statute, citing judicial precedents. While omitting
the clause (i) of section 92BA, nothing was specified whether the proceeding initiated or action
taken on this would continue. Therefore, the proceeding initiated or action taken under that clause
would not survive at all. Amidst this legal position, the cognizance taken by the AO under section
92BA(i) and reference made to TPO under section 92CA was invalid and bad in law. Therefore, the
consequential order passed by the TPO and DRP was also not sustainable in the eyes of law.
Per contra, the Departmental Representative contended that even if it was held that the impugned
clause (i) of section 92BA was not on the statute since beginning in view of the amendment, the AO
was required to examine the claim of the taxpayer in the light of other provisions of the Act.
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ITAT’s Ruling
The Hon’ble ITAT addressed the question as to whether on account of omission of clause (i) of
section 92BA from the statute, the proceedings already initiated or action taken under this provision
became redundant or otiose.
The ITAT noted that undisputedly, a saving provision was conspicuously absent in the instant facts.
The ITAT held that once a particular provision or section was omitted from the statute by
subsequent amendment, it shall be deemed to have been omitted from its inception, unless and
until there was some saving clause or provision to make it clear that the action/s taken or
proceeding/s initiated under that provision or section would continue and would not be left on
account of omission.
In this regard, the ITAT referred to the judgment of the Apex Court in the case of Kolhapur Cane
sugar Works Ltd. vs. UOI [Civil Appeal No. 2132 of 1994] wherein the impact of omission of old rules
10 and 10A of Central Excise Rules, 1944 were examined. Incidentally, both these Rules alluded to
recovery proceedings short-levied or erroneously refunded. So, in facts of this case, Rules 10 and 10A of the aforesaid Rules stood deleted and the new Rule 10 was introduced by the Notification dated
August 6, 1977,which did not contain any saving clause; as a result, the effect of such deletion & the
introduction of new provision was that the old rules under which the show-cause notice was issued,
ceased to exist. The Constitution Bench of the Apex Court had the occasion, in this case, to consider
whether further proceedings conducted in pursuance of Notices issued under the erstwhile Rules
were without jurisdiction. It was further clarified by the Apex Court that in such a case, the Court
was to look to the provisions in the rule, which had been introduced after omission of the previous
rule to determine whether a pending proceeding would continue or lapse. If there was a provision
therein that pending proceedings shall continue and be disposed of under the old rule as if the rule
had not been deleted or omitted, then such a proceeding had to continue. If the case was covered
by Section 6 of the General Clauses Act, 1897 or there was a pari-materia provision in the statute
under which the rule had been framed, in that case also, the pending proceeding shall not be
affected by omission of the rule. Readers would recall that the existing Act itself carries several
instances of the application of the above said dictum. So, you had the situation where section 44AC
was simply omitted by the Finance Act, 1992 w.e.f. April 1, 1993, but was compensated, in a manner
of speaking, by the introduction of the provisions relating to section 44AD (which was pari-materia
with the omitted section 44AC) into the scheme of the Act. Similarly, section 297 of the Act dealt
with the scenario where the earlier 1922 Act was repealed & the fate of attendant proceedings
emanating there from, thus giving an example of the savings clause in full action.
For our readers’ benefit, section 6 of the General Clauses Act, 1897 dealt with the effect of repeal of
any Central Act or regulations there under (which must be read to mean ‘enacted by Parliament’)
and provided for continuity of proceedings as if the repealing Act or regulation was never passed,
unless the Legislature willed otherwise. In the present instance, the Finance Act, 2012 simply
omitted sub-section (i) of section 92BA and there was no substituting provision thereto. Also, though
the Finance Act was a central Act, section 6 of the General Clauses Act, 1897 could not apply to
‘omitted’ provisions since the omission was different from repeal as was held by the Apex Court in
General Finance Co. vs. ACIT (reported in 257 ITR 338).
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Thus, on the basis of above discussions, the Hon’ble ITAT held in favor of the taxpayer that any
pending proceeding commenced prior to omission of sub-section (i) of section 92BA, could not
survive now. It further held that in any case, the Act did contain provisions of section 40A(2)(b) and
others which would operate nevertheless.
Our Comments
This landmark ruling brings to the fore the pivotal role played by the Executive, which is designed to
implement the Hon’ble Legislature’s will. The wordings of any law/regulation drafted by the
Executive (of which the draughtsman is a vital clog) can make or mar the intended import and
impact of the provision. With due regards, we would believe that the introduction of ‘savings clause’
to provide for certainty & continuity in proceedings already initiated under the ‘omitted’ provision
would be a logical inference in the routine course of drafting. However, the fact that there was no
such savings clause introduced whilst ‘omitting’ sub-section (i) to section 92BA could be taken to
either indicate the Hon’ble Legislature’s will or a draughtsman’s slip, albeit a Freudian one. Which of
these two, presented the correct interpretation is best left for the Hon’ble Karnataka High Court to
now decide, since we understand that the Department has already filed a reference against the
Texport ruling supra. What is more interesting is that despite the Texport ruling supra, the CBDT did
not issue any clarification nor has the Finance Ministry introduced the savings clause into the Act,
with retrospective effect, to cure the defect, if any, and set the record straight, giving heft to the
impression that the Hon’ble Legislature so willed.
It also becomes interesting, rather intriguing, to note the reasoning provided by the Finance Ministry
for the omission of the impugned section 92BA(i). So, the Explanatory Memorandum states that the
impugned provision “has considerably increased the compliance burden of the taxpayers”. In order
to reduce the compliance burden of taxpayers, this provision was being omitted. Of course, it could
be stated, in their (Department’s) defense, that this was a result of the experience gained from
administration of this provision.
Having said this, the absence of the savings clause and the impending application of the Texport
ruling supra are bound to create chaos esp. in the case of pending transfer pricing assessments.
Readers may be in the midst of preparing defences for the income-tax assessment for AY 2016-17
involving TP reference, which should get time-barred by December 2019, in the ordinary course. So,
in your defence, as the main contention, subject to appropriate professional advice and depending
upon the facts and circumstances, readers’ may consider citing the Texport ruling supra in support of
the contention that the impugned TP assessment proceedings were void-ab-initio. While it is quite
likely that the Department would cite the pending reference before the Karnataka HC, yet, the
reliance on Texport ruling supra ought to still have credible impact (esp. in the Karnataka & Goa
jurisdiction) until the issue attains finality.
In parting, we may say so that the well-meaning intent behind introduction of the SDT provisions has
somewhere got de-focussed in the implementation process. So, while the application of TP
regulations to the intra-group transactions via the SDTs was expected to hit hard at the sham service
fees or management charges, which were intended to suck out profits under the guise of
‘expenditure’, yet, the manner in which it got administered at the field formation levels suggested a
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myopic application, often as a result of lack of proper training on the TP methodology, leaving a lot
to be desired.
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HIGH COURT
Delhi HC upholds Permanent Establishment constitution for General Electrical Group (“GE Group”)
entities; affirms 26% profit-attribution for ‘marketing’ activity

Recently, the Hon’ble Delhi High Court in case of GE Energy Parts Inc. (“GE”) held that where
assessee had set up a liaison office (“LO”) in India with permission of RBI to act as a communication
channel, but survey conducted at LO's premises revealed that assessee was doing core marketing
and sales activities, it was ruled that GE carried on business in India through its fixed place of
business and had fixed place permanent establishment in India
Facts & Issue:
The assessee was incorporated in and was a tax resident of the USA. It was engaged in the business
of manufacture and offshore sale of highly sophisticated equipment such as gas turbine parts and
sub-assemblies. General Electric International Operations Company Inc. ("GEIOC") had set up its LO
in 1991 in New Delhi with permission of the RBI only to act as a communication channel and not
carry on any business activity. GE India Industrial Pvt. Ltd and (“GEIIPL”) was an India incorporated
company and was party to the Global Service Agreement (“GSA”) with GEIOC, for providing limited
market support services to GE and its affiliates. In exchange, it was remunerated on a cost-plus basis.
No Return of Income was filed by GE. A survey under section 133A of the Income-tax Act, 1961 (“the
Act”) was conducted at the premises of the LO. The GE group was asked to furnish various
information by summons under Section 131 of the Act. Based on the information, the ld. AO
continued the reassessment proceedings. The ld. AO held that the appellant had a fixed place PE and
Dependent Agent PE in India. Further, the ld. AO also deemed 10% of the value of supplies made to
the clients in India as the profits arising from such supplies and attributed 35% of such profit to the
assessee's PE in India. The assessees resisted the move to assess them, contending that they were
not subjected to income tax laws of India as they had no permanent establishment. The Hon’ble
CIT(A) confirmed the findings of the ld. AO.
Ruling of the Hon’ble ITAT
The arguments and counter-arguments which form the crux of the order have been elucidated
below:
Reassessment
The Tribunal held that the AO was justified in initiating reassessment proceedings on account of the
following:
1. Survey and post-survey information gathered by the ld. AO gave sufficient material to have
reason to believe that the income of the taxpayer had escaped assessment.
2. The fact that the sales were made by GE overseas entities in India through GE India
(expatriate employees of GE International Inc. ("GEII") located in India and employees of
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GEIIPL, engaged in providing marketing support services for offshore sales into India), there
was income of the taxpayer chargeable to tax in India for which the return of income ought
to have been filed.
Permanent Establishment(“PE”)
The Tribunal held that the taxpayer had a fixed place PE and agency PE which is discussed below:
Fixed place PE
1. The premises of the LO of GEIOC were at the constant disposal of the expats, who, though
on the payroll of GEII, were working in India under the direct control and supervision of GE
overseas entities.
2. From the job descriptions, self-appraisals and manager assessment etc. it was evident that
the expats were India Country heads or working at the top positions and GE India was
conducting business of GE overseas entities in India and was directly and wholly involved in
negotiating and finalizing the contracts.
3. The nature of activities done by GE overseas entities and GE India- it surfaced that GE India
was doing core marketing and sales activity and GE overseas entities were doing only
auxiliary activities, in aid and support of the activities of the marketing activities carried out
by GE India.
4. The activities carried on by GE India from premises of LO were substantial and core and not
merely preparatory or auxiliary.

Agency PE
1. Expats of GEII and employees of GEIIPL were appointed to act as agent of multiple GE
overseas entities. Although, each of them looked after more than one GE overseas entities,
the fact that such entities were in one of the broader lines of businesses of GE group, made
them dependent agents.
2. The nature of activities done by GE India, which were of core nature and not merely
preparatory or auxiliary, indicated its authority to conclude contracts on behalf of GE
overseas entities. Thus GE India constituted agency PE of all the GE overseas entities in India.

Attribution of income
The Tribunal accepted the attribution by the ld. AO of income based upon which profit is derived at
10% of the value of supplies made to the customers in India. However, attribution profits to the PE
in India was not accepted at 35% of the income was not accepted, instead 26% of total profit in India
was held as attributable holding that the activities by GE overseas entities in making sales in India is
roughly one fourth of the total marketing effort.
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Observations of the HC:
Survey conducted at LO's premises revealed that assessee was doing core marketing and sales
activities, since GE carried out, i.e. manufacture and supply of highly specialized and technically
customized equipment and the "core activity" of developing the customer (identifying a client),
approaching that customer, communicating the available options, discussing technical and financial
terms of the agreement, even price negotiations, needed a collaborative process in which the
potential client along with GE's Indian employees and its experts, had to intensely negotiate the
intricacies of the technical and commercial parameters of the articles and this also involved
discussing the contractual terms and the associated consideration payable, the warranty and other
commercial terms, discharge of vital responsibilities relating to finalization of commercial terms, or
at least a prominent involvement in the contract finalization process, this clearly revealed that GE
carried on business in India through its fixed place of business and had fixed place permanent
establishment in India. The Hon’ble High Court found no infirmity with the findings or the approach
of the Tribunal in this regard.
Citation:
GE Energy Parts Inc. [TS-765-HC-2018(DEL)]
Our Comments:
This judgment comes as a marker for the intricacies of Fixed Place PE and Dependent Agent PE &
preparatory or auxiliary services undertaken. The Hon’ble High Court confirmed that activities
carried on by the expatriates of overseas entities under supervision and control of various entities,
from the premises of LO were substantial and core and thus constituted GEP’s fixed place PE.
Further, GE India comprising of expatriates deputed to India and employees of Indian entity,
constituted dependent agency PE even though they were negotiating and concluding contracts for
several group entities.
The Revenue has, once again, gone ahead and assessed to tax calculating income on the concept of
substance over form. In the instant case, the Revenue used its powers conferred by the Act to
conduct a survey. A liaison office, in its true sense, is not created to earn profit. In the instant case, it
appears that it operated on a cost plus model and services rendered were over and above the
services permitted to be rendered by a liaison office.
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Deduction u/s 10B is attached to the undertaking and is available even after the merger, to the
successor

Karnataka High Court upholds the order of Tribunal, allowing deduction claimed under section 10B
by the assessee. The court clarifies that merger of another partnership firm with the assessee-firm
does not affect the assessee’s claim under section 10B.
Facts & Issue:
The assessee M/s Trident Minerals a partnership firm was engaged in the business of production,
manufacture and export of iron-ore and its unit was a 100% Export Oriented Unit (“EOU”) approved
by the Special Economic Zone (“SEZ”) eligible for deduction u/s 10B of the Act. M/s KMMI Exports
(“KMMI”), another partnership firm, also was a 100% EOU as approved by SEZ. KMMI had claimed
deduction u/s 10B in respect of the said unit for AY 2008-09. KMMI merged with the assessee firm in
May 2008 and thereafter the assessee firm claimed deduction u/s 10B of the Act in respect of the
export income.
The Assessing Officer denied the deduction to the assessee on the ground that two partnership firms
had been merged, and the assets of KMMI had been taken over by the assessee, hence conditions as
laid down u/s 10B(2)(iii) are not fulfilled. However, the CIT(A) allowed the appeal and also allowed
the claim to the assessee u/s 10B of the Act.
On appeal the Tribunal held that assessee is entitled to claim deduction u/s 10B of the Act. The
Tribunal noted that, in view of the CBDT Circular No. 1 of 2013 as long as the undertakings remain
eligible for deduction u/s 10B then the deduction cannot be denied merely on the ground that there
has been a merger of the firms which own the undertakings.
Contentions of the Assessee:
The AR of the assessee contended that the benefit is attached to the undertaking and even after
merger of the firms the undertaking would continue to be eligible for benefit of the deduction. The
AR sought to dismiss the appeal of the Revenue on the ground that no substantial question of law
arises for consideration The AR further relied on CBDT circular no. 1/2013 dated 17.01.2013, the
dictum of the Hon’ble Allahabad HC in case of MKU (Armours) Pvt Ltd vs. CIT *(2015) 376 ITR 0504+
and CIT vs. Renuga Textiles Mills Ltd [(2012) 254 CTR 0423].
Contentions of the Revenue:
Before HC, the DR contended that assessee had not fulfilled the conditions u/s 10B(2)(iii) wherein, it
is provided that undertaking cannot be formed by the transfer to a new business, plant and
machinery previously used for any purpose. The explanation 2 to sec.80I (2) of the Act allowed the
transfer of machinery or plant previously used provided the value does not exceed 20% of the total
value of the machinery or plant used in the business. The plant and machinery used by KMMI
constituted 184% of the value of plant and machinery held by the assessee unit on the date of
transfer. Thus, even the beneficial provisions of section 80I(2) are not fulfilled.
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Observations & Ruling of the Court:
The High Court noted that the assessing officer has not rendered any finding that either of the units
i.e. the assessee or M/s KMMI Exports were not eligible for deduction u/s 10B of the Act. The
deduction was disallowed merely on the ground that the two firms have been merged and nonfulfillment of conditions of section 10B(2)(iii) of the Act. Sub-section 9 and 9A of section 10B,
specifically provided that deduction u/s 10B cannot be allowed, if there was a transfer of ownership
or beneficial interest in the undertaking and there were omitted by Finance Act 2003 and therefore
do not exist from 01.04.2004.
The Madras High Court in case of CIT Vs Renuga Textile Mills (254 CTR 0423) had held that by merger
of the subsidiary company with the holding company, there is no new business formed by transfer of
machinery or plant previously used for any other business. The CBDT in the circular dated
13.12.1963 had pointed out that the benefit under section 84 is attached to the undertaking and not
to the owner and the successor would be entitled to the benefit for the unexpired period of five
years provided the undertaking is taken over as a running concern and continues its business as
EOU. The CBDT in the circular dated 17.01.2013 had also stated that slump sale would not result into
any splitting or reconstruction of existing business.
The HC approved the decision of Tribunal that as long as the undertakings remain eligible for
deduction u/s 10B of the Act, the deduction cannot be denied merely on the ground that there has
been merger of the firms which own the undertaking.
Citation:
CIT v/s. M/s Trident Minerals [TS-668-HC-2018(KAR)]
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No disallowance u/s 14A of the Act when no exempt income is earned
In a recent ruling, the Delhi Bench of HC has decided the issue in favor of the assessee holding that
there would be no disallowance u/ 14A of the Act in absence of any actual income earned during the
year, being exempt in nature, even though there were investments which could have yielded exempt
income, after considering the law laid down by the Apex Court in the case of Maxopp Investment
Limited.
Facts & Issue:
The Revenue had made disallowance of Rs. 1,64,44,211 u/s 14A of the Act as there were
investments which could yield income not forming part of total income. However, the assessee had
not actually earned any exempt income during the year. The ITAT had decided the issue in favour of
the assessee, relying on the decision of the Jurisdictional High Court in the case of Cheminvest Ltd. v.
CIT reported in (2015) 378 ITR 33 (Del), wherein it was held that if there is no exempt income, there
can be no question of making any disallowance u/s 14A of the Act. Aggrieved by the said order
passed by the ITAT, Revenue had filed an appeal before the HC.
Contentions of the Revenue:
Before HC, the Revenue submitted that the view expressed in Cheminvest Ltd. (supra) and Holcim
India Pvt. Ltd. reported in (2014) 272 CTR 282 (Delhi) has been overruled by the judgment of the
Supreme Court in the case of Maxopp Investment Ltd. reported in (2018) 402 ITR 640 (SC). Further,
the Revenue also relied upon the decision of the Supreme Court in the case of CIT v. Walford Share
& Stock Brokers Limited reported in (2010) 326 ITR 1 (SC) which lays down the ratio for making
disallowance u/s 14A of the Act.
Contentions of the Assessee:
On the other hand, the AR relied upon the decision of the Jurisdictional High Court in the case of
Cheminvest Ltd. and Holcim India Pvt. Ltd. (supra). The AR also supported his contention with similar
view taken by the other HCs, such as Punjab & Haryana HC in the case of Lakhani Inc. in ITA No.
970/2008, Gujarat HC in the case of Corrtech Energy (P.) Ltd. reported in (2014) 223 Taxmann 130
and various other decisions of different HCs.
Observations of the HC:
The HC observed that there was no reason to not follow the clear and categorical ratio of the
decisions of the Delhi HC in Cheminvest Ltd. (supra) and Holcim India Pvt. Lt.d (supra). The HC also
distinguished the decision of the SC in the case of Walford Share and Stock Brokers Pvt. Ltd. (supra)
and held that the SC had, though, examined the legislative history and object and purpose behind
insertion of section 14A by Finance Act, 2001, but the decision did not directly examine and answer
the issue in question i.e. whether any disallowance under section 14A can be made when the
assessee had not earned any exempt income during the year in question.
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The HC also distinguished the decision of the SC in the case of Maxopp Investments Ltd. (supra) and
observed that the said decision could not support the Revenue as the AO himself had restricted the
disallowance to the exempt income earned and the said decision was rendered after referring to the
decision in the case of Walfrot Share and Stock Brokers P. Ltd. On the contrary, the HC gave a finding
that the decision of the SC in the case of State Bank of Patiala (which was also decided with the
decision of Maxopp Investments Ltd.) had upheld the decision of the ITAT that the disallowance
should be restricted to the exempt income actually earned by the assessee.
The HC also relied upon the decision of the SC in the case of PCIT v. D.B. Corp Ltd. in ITA No.
206/2016 and in the case of DLF Hotels Holdings Ltd. in SLP (Civil) No. 37851/2017, wherein the
similar issue was dealt with and held in favour of the assessee.
Citation:
PCT v. Mcdonald’s India Pvt. Ltd. (Delhi HC) (TS-680-HC-2018)

Our Comments:
The issue in the present case relates to one of the most contentious issues under the Act i.e.
disallowance u/s 14A, especially after the decision of the SC in the case of State Bank of Patiala or
Maxopp Investments Ltd. There are various facets of disallowance u/s 14A of the Act which had
been in litigation since years, such as a) No disallowance for interest expenditure when owned funds
are used for making investments, b) disallowance is upheld even when the investments are made
with a strategic intention, etc. Amongst others, one of the issues which had been under
consideration in the present case was whether there can be disallowance u/s 14A of the Act when
the assessee has actually not earned any dividend income during the year. The Delhi HC has referred
to the various decisions of the different HCs and the SC, including the recent decision in the case of
Maxopp Investments Ltd. (supra). Having interpreted the various decisions, the HC gave a finding
that the decision rendered in the case of Cheminvest Ltd. still holds good after the SC’s judgment
and that there should not be any disallowance u/s 14A of the Act if the assessee has not earned
any exempt income during the year in question. We hope that the impugned issue under section
14A, is more or less, settled with the decisions of the various HCs and the SC in place.
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Probe under section 263 upheld if order is both erroneous and pre-judicial to the interest of the
revenue

The Uttarakhand HC in Nordic Maritime PTE Limited v. CIT upholds invocation of CIT’s revisionary
jurisdiction under section 263 of the Act as the order passed by AO was erroneous and prejudicial to
the interest of the revenue.
Facts & Issue:
Nordic Maritime PTE Limited (“assessee”)is a Company incorporated under the laws of Singapore
and a tax resident of Singapore. The assessee is engaged in the business of rendering off-shore
geophysical services to international oil and gas industry.
The assessee was awarded contract by Cairn India Limited for collecting seismic data as well as
gravity and magnetic data for exploration of oil. The contract was for 102 days and the assessee was
to provide seismic vessel and associated boats along with required persons. The assessee claimed
the revenue as non-taxable under the DTAA and the same was accepted by AO. The CIT issued show
cause notice under section 263 of the Act almost a year back to the assessee.
The assessee filed a write petition before the HC and challenged the show cause notice issued by CIT
under section 263 of the Act.
Contentions of the Revenue:
The CIT in his order opined that the seismic vessel of the assessee itself constituted a “fixed place
PE” within the meaning of Article 5(1) of the India-Singapore DTAA and therefore, under Article 7 of
the DTAA, the receipt of the assessee was taxable in India as business income.
The CIT stated that it was erroneous on the part of AO to resort to Article 5(5) of the DTAA which
prescribes mandatory period of stay of 183 days and concluded that AO wrongly accepted the
argument that the assessee did not have PE in India for the provision of 3D Marine Seismic data
acquisition services.
Since the assessee owned a seismic vessel and associated boats in India, it constituted fixed place PE
under Article 5(1) of the DTAA. The CIT also observed that there was no effort by AO to study the
relevant provision of the DTAA to apply the correct law.
Contentions of the Assessee:
The assessee claimed the income as non-taxable in view of Article 5(5) of the India Singapore Tax
Treaty which provides that a tax resident of Singapore would have PE only if it provides services and
facilities in India for a period more than 183 days in a fiscal year in connection with the exploration,
exploitation or extraction of mineral oil in India. Since the contract in India was only for 102 days, it
was not liable for tax under the DTAA.
The assessee relied on SC decision in the case of CIT v. Amitabh Bachchan (2016) 11 SCC 748,
wherein the Apex Court held that while exercising the revisionary powers under section 263 of the
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Act, it is necessary that the CIT must come to the conclusion that the order is both erroneous as well
as pre-judicial to the interest of the revenue.
Observations & Ruling of the Uttarakhand HC:
The HC observed that instead of giving explanation to the CIT, the assessee filed a writ petition
before the HC, that too after a period of one year.
The HC dismissed the assessee’s petition and observed that there is definitely an application of mind
by the CIT as the order was both erroneous as well as pre-judicial to the interest of the revenue.
Citation:
Nordic Maritime PTE Limited v. CIT (Writ Petition No.3708 of 2018)
Our Comments:
The taxability of income from seismic surveys data in connection with exploration of mineral
oil/natural resources vis-à-vis its formation of PE under the DTAA has been a matter of debate
before the Courts/Tribunals.
Attention is invited to AAR decision in the case of SeaBird Exploration FZ LLC (AAR No. 1295 of 2012)
wherein it had explicitly laid out that activities in relation to exploration, exploitation or extraction of
mineral oil would be governed by the Fixed Place PE, unless the applicable DTAA provides for a
specific clause with a duration test in relation to such activities. Further, the AAR had observed that
the service PE clause is applicable only when the employees render services in a contracting state
and not when such services are performed through equipment.
The above decision does not refer to one of the key observation made by AAR in Seabird case(supra)
that under India –Singapore DTAA, in Article 5(2)(j), it is stated that a PE would be constituted if an
installation or structure is used for the exploration or exploitation of natural resources but only if so
used for a period of more than 120 days in any fiscal year. This is in addition to sub para (f) where it
is mentioned that a mine, and oil or gas well, a quarry or any place of extraction of natural
resources. Thus, inspite of having specific clause with regard to exploration, exploitation or
extraction of mineral oil in the India-Singapore DTAA, the revisionary powers were held to be valid
by the HC. We need to await the decision of higher authorities in this regard.
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HC allows remaining 50% unclaimed additional depreciation on new plant & machinery in the
immediately succeeding financial year

The Bombay HC held that 50% of the balance additional depreciation can be claimed in the
succeeding financial year where the plant & machinery was purchased and put to use for less than
180 days during the preceding financial year. The Bombay HC, while deciding this issue, relied on the
Karnataka HC decision in case of CIT and another v. Rittal India Pvt. Ltd. (2016) 380 ITR 423 and
Madras HC decision in case of CIT v. Shri T.P. Textiles (P) Ltd. (2017) 394 ITR 483.
Facts & Issue:
The assessee had acquired certain plant & machinery which was put to use for less than 180 days in
that year and on which the assessee had claimed the additional depreciation @ 20% as per the
provisions of section 32(1)(iia) of the Act. The Assessing Officer completed the assessment under
section 143(3) without making any adjustment relating to the aforesaid issue.
Subsequently, the Commissioner passed an order under section 263 and inter alia, restricted the
claim of additional depreciation on new plant & machinery. Pursuant to this, the Assessing Officer
issued the notice under section 142(1) and completed the assessment vide order under section
143(3) read with section 263 whereby, in respect of plant & machinery acquired and put to use for
less than 180 days, the claim of additional depreciation was restricted to 50% of 20% i.e 10%.
However, the CIT(A) partly allowed the claim and allowed the balance 50% of the additional
depreciation in the subsequent year. Aggrieved by the aforesaid order of the CIT(A), the Revenue
filed an appeal before the ITAT. The ITAT dismissed the revenue’s appeal.
Aggrieved, the revenue preferred an appeal before the HC.
HCs observations:
The High Court observed that clause (ii) of section 32(1) restricts the claim of depreciation to 50% of
20% if the plant & machinery was acquired and put to use for less than 180 days. However, the
provision does not restrict the claim of balance 10% in the immediately succeeding assessment year.
In doing so, the High Court relied on the Karnataka HC decision in case of CIT and another v. Rittal
India Pvt. Ltd. (supra) and the Madras HC decision in case of CIT v. Shri T.P. Textiles (P) Ltd. (supra).
The High Court also noticed that the section has been amended effective from April 1, 2016, which
prescribes that, where an asset acquired by the assessee was put to use for less than 180 days in
that year, 50% of the additional depreciation shall be available in such a year and the balance
additional depreciation shall be available in the immediately succeeding financial year. The High
Court agreed with the decision of the Madras HC that the said amendment was clarificatory in
nature and would thus apply to past period also.

B.K. KHARE & Co
CHARTERED ACCOUNTANTS

Page 21

[KNOWLEDGEWARE JANUARY 2019]
Citation:
Principal Commissioner of Income-tax v. M/s. Godrej Industries Ltd. [TS-683-HC-2018(Bom)]
Our Comments:
The Finance Act, 2015 has brought an amendment to section 32 of the Act, whereby the balance
50% of the additional depreciation would be available in the immediately succeeding financial year
in respect of new plant & machinery acquired and put to use for less than 180 days in the preceding
financial year.
While the above ruling has been rendered in respect of AY 2007-08 whereas the amendment was by
the Finance Act, 2015, the High Court has held that the aforesaid amendment, though effective from
April 1, 2016, is clarificatory in nature and would also apply to pending cases. Accordingly, this ruling
will provide relief to all the pending cases on the aforesaid issue.
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ITAT
Consultancy fees paid to non-resident LLP in UK, USA, France and Netherlands is covered under
the article on “Independent Personal Services” and is not taxable in India
In a recent ruling, the Delhi Tribunal has held that payment of consultancy fees to non-resident
Limited Liability Partnerships (LLP) is covered under the IPS Article of the DTAA with UK, USA, France
and Netherlands and is not taxable in India
Facts and Issue:
The matter related to AY 2010-11. The assessee was an Indian partnership firm engaged in providing
international accountancy and accounting services to its clients in India and abroad. The assessee
made payments to certain non-resident Limited Liability Partnerships (LLP) in relation to services
rendered to foreign clients of the assessee. These services were relating to giving legal opinions,
accounting services, due diligence, review of US GAAP financials, etc. These LLPs were based in
different countries such as USA, UK, France and the Netherlands. The assessee did not deduct TDS
on such payments.
The assessee contended that the payments made to non-resident firms was covered under Article
15 “Independent Personal Services” of the respective Double Taxation Avoidance Agreements
(DTAA) and the non-resident firms did not have any fixed place of business in India. As such, the
income earned by the non-resident firms was not taxable in India and therefore, the assessee was
not required to deduct tax at source
The Assessing Officer held that the services rendered by the non-resident firms were in the nature of
fees for technical services within the meaning of section 9(1)(vii) of the Income Tax Act, 1961 (Act)
and Article 13 of the respective DTAA. Further, Article 15 of the DTAA dealing with Independent
Personal Services (IPS) was applicable only in case of individuals and not in case of LLPs. The
assessee should have deducted TDS on the aforesaid payments but failed to do so. Consequently,
the concerned expenditure was to be disallowed under section 40(a)(i) of the Act.
Contentions of the Revenue:
The Revenue contended that Article 15 of the DTAA applies only in case of individuals and not to
LLPs. As such, the payments made by the assessee to the non-resident LLPs are in the nature of fees
for technical services requiring the assessee to deduct TDS.
Contentions of the Assessee:
The assessee contended that the payments made to the non-resident LLPs were for consultancy
services of routine nature and no technical knowledge was provided to the assessee. As such, the
payments did not satisfy the “make available” clause of the respective DTAA and therefore did not
qualify as “Fees for technical services” within the meaning of Article 13 of the respective DTAA. The
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assessee also contended that the payments made were covered under Article 15 dealing with
Independent Personal Services and therefore did not constitute income chargeable to tax in India.
As such, the assessee was not required to deduct TDS on these payments.
Observations and Ruling of the Tribunal
The Tribunal considered and concurred with the order by passed by the Commissioner of Income-tax
(Appeals) (CIT(A)).
The CIT(A) considered the wordings of Article 15 of the DTAA with UK, USA, France and Netherlands
and held that the payments made to an LLP will qualify as Independent Personal Services under the
respective tax treaties. In terms of the DTAA with UK, USA and France, the CIT(A) observed that the
IPS article specifically referred to income derived by a Partnership firm. The IPS Article of the DTAA
with Netherlands refers to income derived by a resident, which would cover partnership firms as
well. As such, the Tribunal concurred with the findings of the CIT(A) that the payments made to nonresident LLPs for consultancy services are covered under the IPS Article and are accordingly not
taxable in India.
The Tribunal also concurred with the findings of the CIT(A) that the payments did not satisfy the
“make available” criteria contained under the Article dealing with Fees for Technical Services and
accordingly did not amount to income chargeable to tax in India.
As such, where the payment made to the non-resident LLPs was not taxable in India, the Tribunal
held that the assessee was not under an obligation to deduct tax at source.
Citation:
ACIT v M/s. Grant Thornton [TS-10-ITAT-2019(DEL)]
Our Comments:
The Honourable Tribunal has followed the settled position that where the technical services do not
result in transfer of knowledge, skill, knowhow, etc., the services do not satisfy the “make available”
criteria under the DTAA and are therefore not taxable in India.
The observations in respect of application of the IPS Article under the India UK DTAA, however, may
require further deliberation / re-consideration. The IPS Article provides taxing rights to the Source
Country where the independent personal services are undertaken through a fixed base or for a
considerable period of time. However, there are certain variations in wording of the IPS Article in
India’s DTAA with different countries. Please refer the table below:
Country
USA, Australia, Canada

Coverage of the IPS Article
Income derived by a person who is an individual or firm of
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France
UK
Netherlands, Japan
Germany,
Hong
Singapore

individuals (other than a company)
Income derived by an individual or a partnership of individuals
Income derived by an individual, whether in his own capacity or as a
member of a partnership
Income derived by a resident
Kong, Income derived by an individual

As can be seen from the above, where the DTAA intends to cover income of partnership firms under
the IPS Article, the same has been expressly mentioned in the said Article. The IPS Article of the
India UK DTAA primarily applies to the income derived by an individual. The reference to
partnership firm is clarificatory only to make it abundantly clear that where an individual earns
taxable income from a Partnership firm, such income will also be covered under the IPS Article. The
expression “derived by” qualifies the individual and not the partnership firm.
This proposition is supported by the judgment of the Mumbai Tribunal in the case of Linklaters LLP v
DCIT [2017](185 TTJ 525), which, inter alia, dealt with taxability of income of a UK-based LLP under
the IPS Article of the India UK DTAA.
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ITAT decides on the applicability of section 56(2)(vii) in the case of rights issue of shares
Recently, the Mumbai bench of the Income-tax Appellate Tribunal (Tribunal) held that the
provisions of section 56(2)(vii) of the Income-tax Act, 1961 (Act) are not applicable where the
assessee has subscribed to shares pursuant to an offer made under a rights issue, if the same is a
bonafide business transaction. Further, the provisions of section 17 of the Act are not applicable,
as the assessee received no benefit in the capacity of an employee
Facts and Issue:
The assessee, who was an employee and a shareholder in Dorf Ketal Chemicals India Pvt. Ltd (the
company) a closely held company, increased his shareholding by acquiring 20,94,032 shares
@Rs.100/- per share. The number of shares received by the assessee were lesser than that offered
to him on a proportionate basis as part of the rights issue.
The company had a wholly owned subsidiary in the United States of America. The subsidiary
intended to acquire the chemical business of Du Pont Inc., USA. To finance the acquisition, the
subsidiary entered into a loan agreement. The loan agreement required the promoters of the
company to increase the total net worth of the company to Rs. 150 crores by 31 March 2010. To
fulfil the condition for obtaining the loan, the company came up with the said rights issue and
offered shares to its shareholders including the assessee.
The tax authorities worked out the fair market value of the share at Rs.1438.64 per share and taxed
the difference between this value and the amount paid by the assessee per share, as income from
other sources, by invoking the provisions of section 56(2)(vii)(c) of the Act. The authorities also did
not accept the alternative contention of the assessee that the value after the date of the issue of
fresh shares should be considered as the fair value of the shares, since the value had been drastically
reduced with inclusion of the new contribution of capital.
Alternatively, the tax authorities held that, since the assessee was an employee, the difference in
value could be treated either as perquisite or profits in lieu of salary. The assessee appealed to the
Commissioner of Income-Tax (Appeals), who held that the differential amount could not be taxed
either as income from other sources or as perquisite or profits in lieu of salary and hence the appeal
by the Revenue.
Contentions of the Assessee:
The assessee relied on the decision of the Mumbai bench of the ITAT in the case of Sudhir Menon
HUF v. ACIT [ITA No. 4887/Mum/2013, another shareholder of the company. –
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Contentions of the Revenue:
The assessee received the shares on 28 January, 2010 i.e., after 1 October, 2009, the effective date
from which the provisions of section 56(2)(vii)(c) of the Act came into force. Hence, the difference is
liable to tax.
Further, the tax authorities contended that the assessee had subscribed to only a portion of the
shares out of total shares offered under the rights issue resulting in disproportionate allotment of
shares.
Alternatively, the assessee contended that the difference should have been liable to tax as a
perquisite under section 17 of the Act, considering that the assessee was a director and employee in
the Company.
Observations & Ruling of the Hon’ble ITAT.
On the issue of taxability u/s 56(2)(vii)(c) the Tribunal followed the order of the coordinated Bench in
the case of Sudhir Menon HUF (supra).
Further, considering the fact that in the present case too there was no higher than proportionate
allotment as evidenced by the fact that the assessee’s shareholding had reduced, post the rights
issue, the decision in the case of Sudhir Menon (HUF) was followed.
The Tribunal further held that the provisions of s 56(2)(vii) do not apply to bonafide business
transactions. In the present case, the shares were issued by the company to comply with a covenant
in the loan agreement. This being a bonafide reason and as a matter of business exigency,
considering the objective of introducing the provisions as an anti-avoidance measure, the Tribunal
held that the provisions of section 56(2)(vii) would not apply. The Tribunal held that the object
behind introduction of s 56(2)(vii) should be kept in mind for which proposition reliance was placed
on the decision of the Supreme Court in the case of K P Verghese (131 ITR 597) rendered in the
context of the erstwhile s 52(2) of the Act.
Additionally, the Tribunal held that since the offer for issues of shares on rights basis was made and
accepted before 1st October 2009 the contract was executed before the provisions of s 56(2)(vii)
became operative The Tribunal held that issuance of the shares subsequent to the introduction of
the provisions was only a routine compliance and the date of issue could not be considered as the
date on which the transaction was completed.
In respect of the income being chargeable as perquisites or profits in lieu of salary, the shares of the
company were not allotted to the assessee in his being an employee of the company but in his
capacity as a shareholder. For this proposition reliance was placed on Circular 710 dated 24 July
1995. Hence the Tribunal held that the provisions of s 17 were also not attracted.
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Citation:
Subodh Menon [TS-718-ITAT-2018(Mum)]
Our Comments
Undoubtedly, s 56(2)(vii) has, at the time of its introduction, been characterised as an anti-abuse
provision. The key issue which will require resolution by a higher judicial forum is whether, antiabuse provisions would not apply to bona fide business transactions or one is required to go by the
plain language of the section. In the case of Sudhir Menon HUF it has been held that in a situation of
disproportionate allotment of shares, provisions of s 56(2)(vii) would apply meaning thereby that a
disproportionate (higher) allotment in a rights issue results in abuse and hence the section would be
attracted. There are other decisions also which have laid emphasis on the anti-abuse character of
the section. The question is, whether such interpretation would defeat the very purpose of the
section and is therefore a valid interpretation? S 56(2)(vii) and other similar sections will attain
clarity and certainty only after judicial review by courts.
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Partners remuneration deductible u/s. 40(b)(v) despite ‘quantum’ not specified in partnership
deed

Facts and Issue:
During the assessment proceedings the AO noted that the assessee firm had claimed deduction u/s
40(b)(v) of Rs. 99.46 Lakhs towards remuneration to partners. On verification the AO noted that in
the deed of partnership the relevant clause did not specify the amount of remuneration payable to
each individual working partner or lay down the manner of quantifying such remuneration. The AO
also relied on CBDT circular no 739 dated 25th March 1996 wherein it was provided that where
neither the remuneration is quantified nor the limit of remuneration specified, deduction u/s 40b(v)
would not be allowed. Accordingly, the AO denied deduction for the remuneration to partners.
Decision:
The Tribunal noted that the clause 6 of the deed of partnership provided that the
salary/remuneration is to be computed as provided for in section 40(b)(v) of the Act or any statutory
enactment thereto and the same shall be distributed among the partners in their profit sharing ratio.
The Board, vide circular relied upon by the AO, had clarified that the partnership deed should either
fix the amount of remuneration payable to each individual or should lay down the manner of
quantifying such remuneration. The Tribunal, on an analysis of Section 40(b)(v) of the Act, noted that
it does not lay down any condition of fixing the remuneration or the method of remuneration (SIC)
in the partnership deed. All that the section provides is that payment of remuneration to any
working partner should be in accordance with the terms of the partnership deed and that it does not
exceed the aggregate amount as laid down in the section. The Tribunal held that clause 6 of the
partnership deed specifically contains that the salary/ remuneration is to be computed as provided
in section 40(b)(v) of the Act or any statutory enactment thereto. Accordingly, the Tribunal allowed
the claim of remuneration paid to partners.

Citation:
Unitec Marketing Services. [TS-761-ITAT-2018(Mum)], Mumbai Tribunal
Our Comments:
In this case, the deed provided for distribution of salary / remuneration in the profit sharing
ratio. The aggregate monetary cap on the remuneration payable to the working partners was the
amount calculated in terms of section 40(b)(v).
Accordingly, the aggregate amount of remuneration as well as individual partner wise
remuneration was capable of being computed under the deed of partnership and hence the
requirements of the Circular relied upon by the AO could also be said to have been satisfied. This
disallowance was therefore unwarranted and therefore rightly deleted.
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The Bangalore Tribunal held that auditor cannot issue share valuation certificates to auditee
company.
Bangalore Tribunal rejects valuation report by a Chartered Accountant who did not qualify as an
‘accountant’ in terms of Rule 11U of the Income-tax Rules 1962
Facts and Issue:
The assessee, Kottaram Agro Foods Pvt. Ltd.,had, during the course of assessment for AY 2014-15,
submitted a valuation report by a Chartered Accountant for the purposes of s 56(2)(viib). In terms of
this, the fair market value of the share was Rs. 100 per share. Subsequently, another valuation
report by another Chartered Accountant was submitted in terms of which the fair market value per
share was determined at Rs. 400. For Assessment Year 2015-16 also the assessee furnished a
valuation report from a Chartered Accountant.
The issue before the Tribunal was whether the lower authorities were right in rejecting the second
valuation report in AY 2014-15 and the valuation report in AY 2015-16.
Contentions of the Revenue:
The basic contention of the Revenue was that the rejected valuation reports were by Chartered
Accountants who did not qualify as ‘accountant’ as defined in Rule 11U(a) of the Income tax Rules.

Contentions of the Assessee:
The assessee challenged the grounds on which the two valuation reports were rejected by the AO.
The assessee relied on Tribunal decisions in the case of M/s. Vaani Estates Pvt. Ltd. Vs. ITO as
reported in (2018) 172 ITD 629 and in the case of Rameshwaram Strong Glass (P) Ltd. Vs. ITO as
reported in (2018) 172 ITD 571, wherein the Tribunal held that, when law had given an option to
assessee to choose any of method of valuation of his choice and assessee exercised an option by
choosing a particular method (DCF), changing method or adopting a different method would be
beyond powers of revenue authorities.
Observations & Ruling of the Bangalore Tribunal
The Tribunal examined the definition of an ‘accountant’ in Rule 11U(a) which clearly left out of the
ambit of the definition of ‘accountant’ a Chartered Accountant who was appointed as an auditor of
the company for the purposes of s 44AB of the Income Act or under s 224 of the Companies Act
1956.
The Tribunal noted that the second valuation report for AY 2014-15 and the valuation report for AY
2015-16 was by a Chartered Accountant of the firm which was the statutory auditors of the
assessee.
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The Tribunal applied the definition of ‘accountant’ in Rule 11U(a) and upheld the rejection of these
two valuation reports by the AO. Acceptance of the first valuation report for AY 2014-15 by the AO
was upheld as it was from a Chartered Accountant who qualified as an ‘accountant’ under Rule
11U(a). For AY 2015-16 the Tribunal held that there was no valuation report by an ‘accountant’, and
hence the fair value as determined by the AO was upheld.
The Tribunal also questioned the bona fides of the second valuation report for AY 2014-15, which
was by the auditor of the assessee, in view of the huge disparity in the value determined by the nonauditor Chartered Accountant and that determined by the auditor-Chartered Accountant.
Citation:
Kottaram Agro Foods Pvt. Ltd [TS-762-ITAT-2018(Bang)]
Our Comments:
While the Bangalore Tribunal was right in rejecting the two valuation reports for the reason that the
Chartered Accountant issuing the same was also the auditor of the assessee and hence not qualified
as an ‘accountant’ in terms of rule 11U(a), in the interests of justice, perhaps the Tribunal could have
directed the assessee to furnish a valuation report from an eligible Chartered Accountant and justify
the fair market value instead of upholding the fair market value determined by the AO.
It needs to be noted that, perhaps to avoid such conflict of interest, CBDT, vide notification 23 of
2018 has omitted reference to ‘accountant’ in Rule 11UA, which means that Chartered Accountants
are not now eligible to issue valuation reports under the said Rule.
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TRANSFER PRICING
To constitute Specified Domestic Transaction, concept of ‘Substantial Interest’ is important

The Hon’ble HC allowed writ petition filed by HDFC Bank Limited and quashed AO’s order and
reference made to AO since, the transactions referred by the AO were not covered by the definition
of Specified Domestic Transactions (SDTs).
Facts & Issue:
The Petitioner i.e HDFC Bank Limited (‘the Petitioner’ or ‘the assessee’), was a public limited
company and registered as a Banking company. The petitioner had filed its Income Tax Return and
filed form 3CEB disclosing certain SDTs entered into by it during the relevant year. Thereafter, the
Petitioner’s case was selected for scrutiny assessment.
The AO had made reference to TPO as he was under presumption that, the assessee had entered
into some SDTs as listed below, but had not reported the same for which, arm’s length was required
to be determined.
1. Purchase of Loan from HDFC Limited
2. Payment to HBL Global for availing Services
3. Payment of Interest to HDB Welfare Trust
The Petitioner was of the view that the impugned order as well as the impugned reference was exfacie without jurisdiction, illegal, unsustainable, contrary to the principles of natural justice and
contrary to law, and therefore, a writ petition was filed by the assessee.
Contentions of the assessee:
The petitioner submitted that, the transaction referred in 1 above was related to the previous year
and not to the impugned year, for which transfer pricing assessment had already been completed
and become final. He further submitted that, HDFC Limited i.e lender was a promoter of the
assessee and did not hold more that 20% of shareholding individually. HDFC Ltd. holds 16.39% of the
shareholding of the Petitioner and HDFC Investments Ltd. holds 6.25% of the shares of the
Petitioner. To cross the threshold of 20% as required under section 40A(2)(b), the Revenue had
clubbed both these shareholdings together which was against the law. and hence these transactions
did not take place with a person as contemplated under section 40A(2)(b) of the IT Act, as it was not
having substantial interest in the assessee.
Sec 40A(2)(b)(iv); Explains that, two conditions have to be fulfilled for a person to have ‘substantial
interest’ as contemplated in Explanation to Sec 40A(2)(b) – the person has to be the beneficial
owner of the shares and those very shares have to carry not less than 20% of the voting power;
Black’s Law Dictionary defined ‘beneficial owner’ as ‘one recognized in equity as the owner of
something because use and title belong to that person, even though the legal title may belong to
someone else; especially one from whom property is held in Trust’.
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Alternatively, the petitioner argued that, the purchase of loan is not an expenditure since it was not
debited to Profit & Loss Account.
Similarly, the transaction mention in 2 above was not covered by the provisions of domestic transfer
pricing as HBL Global was not a related party of the petitioner as understood under section 40A(2)(b)
of the IT Act.
Petitioner submitted that it did not have direct shareholding in HBL Global. The petitioner holds 29%
in the holding company of HBL Global. The petitioner having was indirectly holding substantial
interest in HBL Global. In support of this argument, the Petitioner submitted that the Petitioner
cannot be regarded as the beneficial owner of the shares of HBL Global as the beneficial owner of
these shares was Holding company of HBL Global and not the Petitioner.
The petitioner had placed reliance on Guidance notes issued by the Institute of Chartered
Accountant of India, wherein it has explained that, under section 92E, for the purposes of section
40A(2)(b) one has to consider only direct shareholding and not derivative or indirect shareholding.
Wherever the Legislature intended, they have used the term “directly or indirectly” throughout the
Income Tax Act, 1961.
In connection to transaction referred in 3 above, the Petitioner submitted that HDB Welfare Trust
was established for providing general welfare measures such as medical relief and educational
assistance to the beneficiaries of the HDB Welfare Trust which were employees of the Petitioner
bank. Further he submitted that the trust does not come within the ambit of a person/party as
provided by Section 40A(2)(b).

Contentions of the Revenue:
The revenue was of the opinion that the above referred transactions were entered into with related
parties as set out in section 40A(2)(b) of the IT Act and needed to be reported by the petitioner in its
Form 3CEB.
The revenue submitted that, the petitioner was wrong in considering the transaction of purchase of
loan as not covered not being an expenditure. In its financials itself they had reported the said
transaction under Related Party clause as purchases and the purchase of any asset / services cannot
be made without incurring an expenditure. Moreover, the loan purchase transactions involve
expenditure every year by way of interest on such loans which was a Revenue expenditure. Cost
incurred on purchase of any asset even if the same was capitalin nature remains Expenditure only.
The revenue had considered consolidated holding of shareholders to determine Substantial Interest.
The revenue had relied upon decision of Karnataka High Court in case of Amco Power Ltd, wherein it
was held that, for the purpose of computing voting power of the company in another company, the
shareholding of its wholly owned subsidiary has to be clubbed with its own share holding. Over and
above this, the revenue submitted that even the CBDT circular No.6/b dated 6th July, 1968 while
explaining the newly introduced provisions of section 40A(2)(b) refers to holding substantial interest
“directly or indirectly”.
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Further revenue submitted that, HDFC Ltd. had represented before the US regulatory authorities
that, it was the beneficial owner of 22.64 % of the equity shares of the Petitioner and exercised
substantial influence over board decisions, which could result in HDFC Ltd. making decisions or
foregoing opportunities to benefit HDFC Ltd that restrict their growth and harm their financial
condition.
Further revenue submitted that, Petitioner holds Substantial interest the HBL Global through holding
company of HBL Global. The revenue relied upon CBDT circular No.6/b dated 6th July, 1968.
In connection with the transaction mentioned in 3 above, revenue submitted that, petitioner was a
founder member of this trust and trust was holding shares in the petitioner till 2006. The Petitioner
has included the reserves of HDB Welfare Trust of Rs.60.03 Crores in its reserve while preparing a
consolidated financial statements. The activities of the Employees Welfare Trust have been included
as other business activities in the annual report of the Petitioner. payment of Interest was an
expenditure and needs to be at arm’s length.
Further revenue submitted that there was no merit in this Writ Petition and the same ought to be
dismissed with costs.
HC’s decision:
HC allowed HDFC Bank’s writ petition. HC found that the entire controversy in the present Writ
Petition basically revolves around the interpretation of section 92BA(i) read with section 40A(2)(b) of
the I. T. Act.
If a transaction was with reference to an expenditure in respect of which payment has been made or
was to be made by the assessee to a person referred to in section 40A(2)(b), only then would the
same be a SDT.
HC held that loans purchased by assessee/petitioner from its promoter (HDFC Ltd) do not fall within
the meaning of SDT u/s 92BA(i) as HDFC Ltd does not have ‘substantial interest’ in assessee & is
therefore not a ‘person’ as contemplated in Sec 40A(2)(b)(iv);
HC rejected Revenue’s clubbing of HDFC Ltd’s direct shareholding of 16.39% with indirect
shareholding of 6.25% in assessee to establish ‘substantial interest’.
HC also held that assessee’s payment to HBL Global for rendering services did not qualify as SDT in
absence of ‘substantial interest’ in HBL Global, HC rejected consideration of indirect shareholding in
HBL Global by not following CBDT Circular dated July 6, 1968 and instead relied on ICAI Guidance
Note u/s 92E;
HC also held that assessee’s interest payment to HDB Welfare would not fall within Sec 40A(2)(b)
read with Explanation (b) as the Trust was exclusively set up for the welfare of its employees and
there was no question of assessee being entitled to 20% of the profits of such Trust. Revenue’s
reliance on Karnataka HC ruling in Amco Power Systems and SC ruling in Podar Cement was rejected
as ‘wholly misplaced’
Citation:
HDFC Bank Limited [TS-735-HC-2018(BOM)]
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Our Comments:
The explanation or interpretation provided in impugned case is very helpful as it provides clarity to
the concept of Substantial Interest & Beneficial Owner. It would be very helpful while determining
status of any party with whom the transaction is to be entered into whether it is related or unrelated
to the assessee.
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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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