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1.1 INTRODUCTION AND OBJECTIVES :

Entry 82 of the Schedule VII to the Constitution of India
empowers the Central Government to levy ‘Tax on income other than
agricultural income in India’.

In exercise of its rights under this entry, the parliament enacted the
Income Tax Act, 1961 [“The Act”].

The Act provides for the scope and apparatus for levy and
collection of Income Tax in India. It is supported by the Income Tax
Rules, 1962 and several other subordinate rules and regulations.

Under the Act, the Central Board of Direct Taxes (‘CBDT’) and
the Ministry of Finance, Government of India have been empowered to
issue from time to time circulars and notifications dealing with various
aspects of the Act.

Unless otherwise stated, references to the sections will be the
reference to the sections of the Income Tax Act, 1961.

Section 4 is the charging section. It defines the scope of any law
relating to ley of income tax in India. It states that income tax shall be
charged for any assessment year in respect of the fotal income of the
previous year of every person at the rates prescribed in the relevant
Finance Act for that year. Thus, as per the section, the study of law
relating to ley of income tax in India would cover the following: -
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(a) Meaning of person called assessee under the Act

(b)  Concept of assessment year vis-a-vis previous year
(c) Meaning of income chargeable to tax under the Act.
(d)  Income exempt from tax under the Act

(e) Taxable income, Gross total Income and Total Income
(f) Rates at which tax would be charged on income.

This lesson seeks to explain the above aspects in the context of the
basic framework for levy of income tax in India and explain the basic
concepts and terms used in the Act.

1.2 ASSESSMENT YEAR

1.2.1. Definition
As per section 2(9) an “Assessment year” is “the period of twelve
months starting from the first day of April every year”

1.2.2. Explanation
As per section 4 , income tax shall be charged for any assessment
year in respect of the total income of the previous year of every person.

In other words, income of an assessee during the previous year will
be taxable for assessment year relevant to the previous year. Assessment
year, is therefore, also called as the “tax year”

As per section 2(9) an assessment year is period of 12 months
which begins on 1% April every year and ends on 31* March of the next
year. Hence, the assessment year 2021-22 means the period of one year
beginning on 1* April, 2021 and ending on 31* March, 2022.

1.3 PREVIOUS YEAR

1.3.1 Definition
Section 3 defines “previous year” as “the financial year
immediately preceding the assessment year”.

1.3.2 Explanation
As per section 4, income tax shall be charged for any assessment
year in respect of the total income of the previous year of every person.

In other words , income earned by an assessee in one financial year
is taxed in the next financial year. The year in which income is earned is
called the “previous year” and the year in which it is taxed is called the
“assessment year”.

For instance income earned during the financial year 2020-21,
previous year will be the financial year 2020-21 and the relevant
assessment year will be the financial year 2021-22. Accordingly, for the



assessment year 2021-22 previous year will be the immediately preceding
financial year 2020-21.

1.3.3 Common previous year for all source of income

The previous year will be common for all sources of income of a
person even if the sources are unrelated to each other and separate records
or books of accounts have been maintained for each such source and
aggregate income earned of all such source is chargeable to tax for that
assessment year.

Ilustration
During the financial year 2020-21 In come of Ashok is as under :-
Salaries from A Ltd Rs 10,00,000
Salaries from B Ltd Rs 2,00,000
Professional Income Rs 2,00,000
Interest on fixed Deposits ~ Rs._3,00,000
Total Rs. 17,00.000

Financial year 2020-21 will be the previous year for all the four
different sources of income and the aggregate income of Rs 17,00,000
earned during the previous year 2020-21 will be chargeable to income tax
in the assessment year 2021-22.

1.3.4 New Business or Profession

In case where during a financial year :-

e abusiness is newly set up or

e anew source of income has arisen,
the previous year will be the period (obviously less than one year)
commencing from the date of setting up of the new business or the date of
new source of income arising, and ending on 31* March next.

Hlustration

Ramesh sets up a new business in January, 2021. The period of
three months beginning on 1st January, 2021 and ending on 31st March,
20 21 will be the previous year 2020-21 relevant to assessment year 2021-
22. It is Immaterial that previous year is of a period of less than 12
months.

1.3.5 Exception:

Ordinarily, previous year is the financial year immediately
proceeding the assessment year and accordingly income earned in the
previous year is taxable in the assessment year, which is the financial year
next following the previous year.

The above rule is subject to some exceptions and where an
assessee 1s liable to pay tax on the income in the same previous in which
he earns it. In such cases, previous year and assessment year will be the
same.



These exceptional cases ensure safeguards for smooth collection of
income tax from a class of taxpayers who may not be traceable until the
commencement of the normal assessment year. Some of such exceptions
are as under:-

a) Vide Section 172, income of non-residents from shipping business
may be assessed in the same assessment year and the return is required
to be filed within a maximum time of thirty days from the date of
departure of the ship.

b) As per section 174 , income of person leaving India permanently or
for a long period of time and not likely to return back may be assessed
for the period between the expiry of last previous year and till the date
of his departure in the current assessment year.

c) Vide section 174A, income of association of persons, body of
individuals or artificial juridical persons formed for a particular event
or purpose and dissolved after such event or purpose may be assessed
in the same assessment year.

d) As per section 175, income of a person trying to sell , part with or
transfer his assets with a view to avoiding payment of tax may be
assessed in the same assessment year.

e) As per section 176, income of a discontinued business or profession
can be assessed at the discretion of the assessing officer in the same
assessment year.

1.4 PERSON

1.4.1 Definition
As per Section 2(31) “Person” includes:-
a) an individual’
b) a Hindu undivided family (HUF),
c) acompany,
d) afirm,
e) an association of persons(AOP) or a body of individuals,(BOI)
whether incorporated or not
f) alocal authority, and
g) every artificial juridical person not falling within any of the
preceding categories.

1.4.2 Inclusive definition

The definition of “person” is inclusive one, not exhaustive. Any
other entity not falling in the above seven categories may still be treated as
“person” attracting the provisions of the Act.

1.4.3 Profit motive not necessary

As per explanation to section 2 (31), an entity need not be formed
for profit. Non-profit organisations or charitable trusts are also covered by
the definition of “person” although their income is not taxable under the
Act on satisfying the certain terms and conditions.
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1.4.4 Types of entities included in the definition of person

a. Individuals
Individuals means all human beings or living persons of blood
and flesh e.g. Ramesh, Shyam, Gopal, Albert, Ibrahim, etc.

b. Hindu Undivided Families (HUF)

Hindu Undivided Families or Hindu joint families are entities
prevalent among the Hindus as per the specific law of  succession
governing them and they are treated as separate tax entities.

¢. Company

Company as defined in section 2(31) includes any Indian, foreign,
public or private company or a non- profit company incorporated u/s 8
of the Companies Act, 2013 (corresponding to section 25 of the
Companies Act, 1956) for charitable purpose. In addition, the CBDT has
the power to declare any institution as a company.

d. Partnership firms

Partnership firms formed under the Partnership Act, 1932 and
limited liability partnerships (LLPs) constituted under The Limited
Liability Partnership Act , 2008 are considered as distinct taxable entities
separate from their partners. Therefore, under the Act, firms are taxed
separately in their firm name  partners are taxed separately in their
personal capacity.

e. BOIL AOP etc.

Body of individual (BOI) and association of persons (AOP) are
groups of persons carrying on some activities to earn income such as joint
venture.

Normally, an AOP is contractual in nature like a joint venture
agreement if such venture not formed as a partnership or a company ,
while, BOI owes its existence circumstances such as joint owner of a
estate. clubs, societies, charitable trusts etc.

f. Local Authorities
Municipal corporations, panchayats, cantonment boards, zila parishads
etc. are examples of Local authorities.

g. Residual
Residual category is the last category covering all such artificial
juridical persons which are not covered in any of the above six categories.



Illustration

Determine the status in the following persons as per the Income

Tax Act, 1961:

Person Status

Ramesh Agrawal Individual

Asha Jain Individual

Reliance Industries Limited Company

Warna Co-operative Society Ltd AOP

Indian Red Cross society AOP

Legal heirs to receive property of BOI

late Shri Nusserwanji

Tata power Ltd Company

Sachin Tendulkar Individual

Board for Cricket Control in India AOP

Family of Shri PB Hindu HUF

Pune Cantonment Board Local Authority

Mumbai University Artificial Juridical
Person

Ramsay  Brothers doing business in | Firm

partnership

1.5 ASSESSEE

1.5.1 Definition

As per section 2(7) “assessee” means a person by whom income
tax or any other sum of money is payable under the Act and it includes:

a. Every person in respect of whom any proceeding under the Act has
been taken for the assessment of his income or assessment of
fringe benefits or of the income of any other person in respect of
which he is assessable, or of the loss sustained by him or by such
other person, or of the amount of refund due to him or to such

other person ;

b. Every person who is deemed to be an assessee under any provision

of this Act.

c. Every person who is deemed to be an assessee in default under any

provision of this Act.

1.5.2 The definition of “assessee” is also inclusive and broad in its scope.
The definition covers not only a person but also his representative such as
legal heir, trustee, liquidator of a company assessee etc. A person may be
not only the one by whom the amount of tax is payable but also the one to
whom any refund is due or against whom any proceedings are taken.
Further the definition includes any other person not covered in the above

categories.
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1.5.3 From the above definition, an assessees may be:-

a) A person by whom income tax or any other sum of money is
payable under the Act

b) A person in respect of whom any proceeding under the Act has
been taken for the assessment of his :

(1) income or
(i1) loss or
(ii1) the amount of refund due to him

c) A person who is assessable in respect of income or loss of another
person or

d) A person who is deemed to be an assessee,
e) an assessee in default under any provision of the Act.

1.5.4 A minor child is a separate assessee, but his income is included in
the income of the parent having the higher income unless, such income is
from an asset assets acquired from the minor’s sources of income or
income generated out of activities performed by him like singing in radio
jingles, acting in films, tuition income, delivering newspapers, etc.

1.6 ASSESSMENT

As per section 2(8) “an assessment includes reassessment”.

The definition is an inclusive one, but it does not specify what is
an assessment. As per the scheme of the Act, assessment is the procedure
to determine the taxable income or loss of an assessee and the tax payable
by or refund due to him.

Under section 139 of the Act, every assessee is required to file a
self-declaration of his income and tax payable by him called “return of
income”.

The Income Tax Officer may accept the return summarily without
making any enquiry into its contents. This is called as the ‘summary
assessment’ under section 143(1).

Alternatively, the officer may call upon the assessee under section
143(2) to explain his return of income and after making necessary enquiry,
frame a reasoned order determining the total income or loss and the
amount tax payable by or refund due to the assessee. This is called the
“regular assessment” under section 143(3).

A completed assessment becomes final except in certain
circumstances. These circumstances are:

a.  Under section 147, an assessment can be reopened to assess income
which has escaped assessment,



b.  Under section 263 , the Commissioner of Income Tax may ask an
assessment to be redone if the assessment order is erroneous and
prejudicial to the interest of the revenue ,

c. Under section 264, the Commissioner of Income Tax at the
application of an assessee or suo motu, may ask an assessment to be
redone. This is normally done to give relief to the assessee.

d.  Under section 254, the Income Tax Appellate Tribunal (ITAT) in
appeal proceedings may pass an order directing the assessment to be
redone.

In all the above cases “reassessment” of the income is required to
be done. The definition of assessment includes the regular assessment and
reopened or reassessment.

1.7 INCOME

1.7.1 Definition :

Section 2(24) defines income in an inclusive manner. As per the
section “Income" includes—

(1) profits and gains.
(i1) dividend.
(iia) voluntary contributions received by

e a trust created wholly or partly for charitable for religious
purposes, or

e any institution , an association or a fund or trust or institution for
scientific research under section 10(21) / (23);

e any university or other educational institution referred to in section
10 (23)(ii1ad) or(vi) (sports body);

e any hospital or other institution under section 10(23C) (iiiae) or
(via),

by an electoral trust;
For this purpose, "trust" includes any other legal obligation;

(ii1) the value of any perquisite or profit in lieu of salary taxable under
section 17(2) / (3) ;

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

(iiib) any allowance granted to the assessee either to meet his personal
expenses at the place where the duties of his office or employment
of profit are ordinarily performed by him or at a place where he
ordinarily resides or to compensate him for the increased cost of
living( City Compensatory Allowance) ;
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(iv) the value of any benefit or perquisite, whether convertible into money
or not, obtained from a company either by a director or by a person
who has a substantial interest in the company, or by a relative of the
director or such person, and any sum paid by any such company in
respect of any obligation which, but for such payment, would have
been payable by the director or other person aforesaid ;

(iva) the value of any benefit or perquisite, whether convertible into
money or not, obtained by any representative assessee mentioned in
section 160(1)(iii) or (iv) of or by any person on whose behalf or
for whose benefit any income is receivable by the representative
assessee (the "beneficiary") and any sum paid by the representative
assessee in respect of any obligation which, but for such payment,
would have been payable by the beneficiary ;

(v) any sum chargeable to income-tax(( Balancing charge) under section
28( 1) / (ii1) or section 41 or section 59);

(va) Duty drawback under section 28 (iiia);

(vb) Cash Assistance under section 28 (iiib);

(ve) DEPB under section 28 iiic);

(vd) the value of any benefit or perquisite taxable under section 28 (iv);
(ve) any sum chargeable to income-tax under section 28 (v);

(vi) any capital gains chargeable under section 45;

(vil) the profits and gains of any business of insurance carried on by a
mutual insurance company or by a co-operative society, computed
in accordance with section 44 or any surplus taken to be such profits
and gains by virtue of provisions contained in the First Schedule;

(viia) the profits and gains of any business of banking (including
providing credit facilities) carried on by a co-operative society with
1ts members;

(viii) Omitted
(ix) any winnings from lotteries, crossword puzzles, races including horse

races, card games and other games of any sort or from gambling or
betting of any form or nature whatsoever;

For this purpose,—

(1) "lottery" includes winnings from prizes awarded to any person by
draw of lots or by chance or in any other manner whatsoever, under
any scheme or arrangement by whatever name called;

(i1) "card game and other game of any sort" includes any game show, an
entertainment programme on television or electronic mode, in which
people compete to win prizes or any other similar game;

(x) any sum received by the assessee from his employees as contributions
to any provident fund or superannuation fund or any fund set up
under the provisions of the Employees' State Insurance Act, 1948 ,
or any other fund for the welfare of such employees;
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(xi) any sum received under a Keyman insurance policy including the
sum allocated by way of bonus on such policy;

(xii) any sum referred to in section 28 (va);
(xiii) any sum referred to in section 56 (2)(v);
(xiv) any sum referred to in section 56 (2)(vi);

(xv) any sum of money or value of property referred to in section
56(2)(viia);

(xvi) any consideration received for issue of shares as exceeds the fair
market value of the shares referred to section 56(2)(viib)

(xvii) any sum of money referred to in section 56 (2)(ix);

(xviia) any sum of money or value of property referred to in section 56
(2)(x)

(xviil) assistance by way a subsidy or grant or cash incentive or duty
drawback or waiver or concession or reimbursement (by whatever
name called) by the Central Government or a State Government or
any authority or body or agency in cash or kind to the assessee other
than,—

(a) the subsidy or grant or reimbursement which is reduced from the
actual cost of the asset under section 43 (1) Explanation 10; or

(b) the subsidy or grant by the Central Government for the purpose of the
corpus of a trust or institution established by the Central
Government or a State Government;

1.7.2 Sec 2(24) gives an inclusive definition of income; As per the section,
“income” covers not only the income in its natural and general sense but
also several items not otherwise considered as income;

Hence, Income means not only the revenue receipts arising or
accruing regularly but also capital receipts like gifts and even donations
and gifts. On the other hand, certain revenue receipts like agricultural
income are left out from the scope of the term income.

Some of the principles that have emerged out as a result of customs,
practices and judicial pronouncements to ascertain as to what does or does
not constitute income are as follows:-

1. Ordinarily Income is a regular periodical receipt, received or derived
from a certain source.

2. The source of income must be external. No one can earn income by or
from himself.

3. On this principle, income accruing to clubs, societies etc. from their
own members are not taken as taxable income on the ground of
mutuality.

4. Normally, only revenue receipts are regarded as income unless
specifically exempted.
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10.

11.

12.

13.

14.

15.

On the other hand, capital receipts are not treated as income unless the
law specifically provides e.g. capital gains, gifts, maturity proceeds of
keyman insurance policy, sales tax subsidy, voluntary contribution by
a donor to a trust, which are included in income in spite of being
capital receipts. Income is often compared to the fruit of a tree, where
tree is the source or the capital asset.

Income may be in cash or kind.

Income need not be legal; It may even be derived from illegal sources
like, smuggling, theft, bribery, corruption etc.

It is the receipt, which is income not its application or use.

Any receipt diverted at the origin or the source by overriding title will
not be regarded as income.

Any dispute in the title of the income does not take away its nature as
income.

A gift is a capital receipt given for personal considerations; However,
this is no longer a valid proposition as the law specifically provides for
taxation of gifts such as :-

e (Gift by an employer to an employee is deemed to be taxable salary
u/s 17.

e Gift by a client or customer is deemed as the income under the
head profits and gains from business or profession u/s 28. Hence, a
gift given by a client to his lawyer or chartered accountant or a
patient to his doctor, or a disciple or pupil to his guru, will be
taxable as the income of the recipient (donee) from business or
profession u/s 28.

e Personal gifts in excess of Rs. 50,000 from all sources are taxable
as income from other sources u/s 56 subject to certain exceptions.
Further inadequate consideration on transfer of immovable or
movable assets is also considered as taxable gift u/s 56. This aspect
is dealt with in great detail in the lesson relating to income from
other sources.

Income may be recognised either on receipt basis or on accrual basis
depending upon the facts and circumstances and the method of
accounting applied in each case.

Income must be certain. Contingent income is not regarded as income
unless and until such contingency occurs and the income arises to the
assessee.

Income is the sum total of all receipts from all the sources and
considered accordingly.

Pin money received by a woman for personal expenses or even the
savings made by her from such receipts is not considered as income;
However, the husband will not get any credit from his income for
these payments.

11



16. Income may be received in lump sum or in instalments; Thus, arrears
of salary received by a person in lump sum are regarded as his income.

17. Awards received by a professional sportsperson would be income,
unless the award is in nature of a gift for personal consideration.

18. Income of wife is taxable in the hands of the husband if the assets out
of which the income is arising have not been acquired out of the
sources of the wife or from an asset gifted by the husband except as
consideration for living apart.

19. Income of minor children is taxable in the hands of the parents having
higher income [ mother or father] except when the income is arising
from the efforts of the minor child say modeling charges.

1.8 GROSS TOTAL INCOME

Section 14 of the Act defines the gross total income as the
aggregate of the incomes computed under the five heads after adjusting for
set-off and carry forward of losses. The five heads of income are as
follows namely:

;  Income from Salaries

;  Income from House Property

Profits and Gains from Business & Profession
Capital Gains

; Income from Other Sources

o .

DA W —

The gross total income is the aggregate of income computed in
accordance with the provisions of the Act under the five heads, before
making any deduction under sections 80C to 80U; It may be noted that
any income exempted from tax u/s 10 or other provisions e.g. conveyance
allowance, capital gains on sale of personal effects, dividend income, etc.
is not considered or excluded from the income computed under the
respective heads.

1.9 TOTAL INCOME

The total income of an assessee is computed by deducting from the
gross total income all permissible deductions available under the Chapter
VI A of the Income Tax Act, 1961; This is also referred to as the “Net
Income” or “Taxable Income”.

1.10 SCHEME OF CHARGING INCOME TAX

Income tax is a tax on the total income of an assessee for a
particular assessment year. This implies that:-

(1) Income-tax is an annual tax on income.

(1i1)) Income of previous year is chargeable to tax in the next following
assessment year at the tax rates applicable for the assessment; year
This rule is, however, subject to some exceptions discussed above.
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(iii)) Tax rates are fixed by the annual Finance Act and not by the

Income-tax Act; For instance, the Finance Act, 2021 fixes tax rates
for the financial year 2021-22 relevant to assessment year 2022-23
Tax rates are given in the lesson dealing with computation of
income.

(iv) Tax is charged on every person if the total income exceeds the
minimum income chargeable to tax.
1.11 SELF ASSESSMENT QUESTIONS

10.

Income of a previous year is chargeable tax in the immediately
following assessment year; is there any exception to this rule? Discuss

Define the term “person”

How would you calculate income tax for the assessment year 2021-
22 in the case of different assesses?

Explain how cess will be computed for the assessment year 2021-22?
[Ans: 4% |

What will be the previous year for X, who starts his business on April
6,2020[ [Ans: 2020-21]

Will the answer to Q 5 be different, if X starts his business on 28th
March, 2019? [ Ans: 2018-19]

Explain that a financial year is a previous year and also an assessment
year; Every financial year can also be an assessment year,

Previous year is a financial year immediately preceding the
Assessment year Comment

What will be the status of University of Mumbai?

[Ans: Artificial juridical person]

Indicate whether the following persons will be taxed as individuals:
a) X apartner of a firm

b) Y, a managing director of A Ltd;”

¢) Z is the member of Z HUF

d) Municipal Commissioner of Mumbai in respect of the Income of the
Municipal Corporation

e) A minor acting in TV commercials

[Ans: All except (d) will be taxed, Firm X , A Ltd , Z HUF , Mun
Corpn; Separate tax entities |

O o0 0 O
O 050 00 00
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BASIS OF CHARGE AND
INCIDENCE OF TAX

Unit Structure

2.1 Introduction and Objectives

2.2 Basic Charge of Income Tax

2.3 Residential Status

2.4 Residential status and incidence of tax
2.5  Income deemed to be received in India
2.6 Income deemed to accrue or arise in India
2.7  Receipt vs. Remittance

2.8 Actual receipt Vs. Deemed Receipt Total Income
2.9  Receipt vs. Accrual

2.10  Basis of Charge of Dividend Income

2.11 Heads of Income

2.12  Self-Examination Questions

2.1 INTRODUCTION AND OBJECTIVES

Section 4 to 9 provide for the basis of charging income tax,
income on which tax is to be levied, the persons from whom the tax is to
be levied, status of such persons and effect of the status on the incidence
of tax.

This lesson seeks to explain all these provisions, which define the
structure, basis, methodology, periodicity, extent and basis of charge of
income tax in India and other incidental matters.

2.2 BASIS OF CHARGE OF INCOME TAX

2.2.1. Charging Section

Section 4is the charging section. It says that income tax shall be
charged for any assessment year at any rate or rates prescribed in the
Finance Act for that year in respect of the total income of the previous
year of every person.

Accordingly, Income tax is charged:-
e from a person called assessee
e on the total income of

e carned for himself or in representative capacity such as legal heir of
estate, parent of a minor child etc.
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e during the previous year or a period other than the previous year
(vide proviso to section 4 ).

e relevant to the assessment year.
e atthe rate or rates prescribed in the Finance Act for that year.

e payable by way deduction at the source(TDS) , tax collection at
source (TCS) or Advance Tax or Self- assessment Tax or other
manner prescribed by the Act.

2.2.2. Scope of Total Income
Section Sdefines the scope of total income of an assessee, which
would be chargeable to tax. It depends upon:-
a) the residential status of a person, and
b) place and time of accrual of such income.

2.2.3. Residential Status
Section 6prescribes the rules for determining residential status of
different types of persons

2.2.4. Income Accrued or Received in India
= Section 7 specifies the incomes not received in India butdeemed to
be received in India.
= Section 8§ deals with the year of taxability of dividend income.
= Section 9 specifies the incomes though not accrued or arisen in
India but are deemed to accrue or arise in India.

2.3 RESIDENTIAL STATUS

2.3.1 Under section 5, total income ofis chargeable to tax depending upon
the residential status of a person (assessee), place and time of accrual of
such income.Section 6 prescribes the rules for determining residential
status of different categories of persons, viz.:-

a) Individuals;

b) Hindu Undivided Families (HUF)

c) Firms, Bodies of Individuals (BOI) or Associations of

Persons(AOP);
d) Companies; and
e) Every other person.

2.3.2 Residential Status of an Individual —- RESIDENT
1. Basic conditions-

Under section 6(1), an individual is said to be a resident in India in
any previous year, if he satisfies at least one of the following two basic
conditions viz. : -

a) he is in India in that previous year for a period or periods amounting in
all to 182 days or more or
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b) he has been in India for a period or periods amounting in all to 365
days or more during 4 years immediately preceding that previous year
AND for a period or periods amounting in all to 60 days or more
during that previous year.

Exception

The limit for stay in India for 60 days or more as per condition (b)
will be extended to:-

A. 182 days or morein case of :-
1. An Indian citizen LEAVINGIndia during the previous year
e for the purpose of taking up employment outside India ; or

e as a member of the crew of an Indian ship.

ii. An Indian citizen or a Person of Indian Origin (PIO) COMING to
India ON VISIT during the previous year.

B. 120 days or more in case of an Indian citizen or a Person of Indian
Origin (PIO)having total income, other than the income from foreign
sources exceeding 15 lakh rupees during the previous year.

A person is said to be of Indian origin (PIO) if either he or any of his
parents or grandparents was born in undivided India.

For a particular previous year an individual -

a) may satisfy any one condition or both of the above two basic
conditions; or

b) may not satisfy any of the above two conditions
Then status of the individual for thatyear shall be

a) aresident in India in case(a),

b) anon- resident in case (b).

c) With effect from A.Y.2021-22 , with the insertion of section 6(1A) an
Indian citizen , who is not resident in India in the previous year as per
section 6(1)shall be deemed to be resident in Indiainprevious year if
during that year -

(1) he has total income, other than the income from foreign sources,
exceeding 15 lakh rupees during the previous year, and

(i1) he is not liable totax in any other country or territory by reason of his
domicile or residence or any other criteriaof similar nature.

As per section 2(29A) “liable to tax”, in relation to a person, means
that there is a liability of tax on such person under any law for the time
being in force in any country, and shall include a case where subsequent to
imposition of tax liability, an exemption has been provided.
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For this purpose "income from foreign sources"means income
which accrues or arises outside India (except income derived from a
business controlled in or a profession set up in India) and which is not
deemed to accrue or arise in India.

Thus an individual, who does not satisfy any of the two conditions
given in section 6(1) but has Indian income of more than Rs 15 lakh and
who is not liable to pay tax in any other country or territory by reason of
his domicile or residence or any other criteria of similar nature, individual
shall still be a resident in India u/s 6(1A) for that particular assessment
year.

2.3.3 Resident and Ordinarily Resident [R & O R |

Status of an individual, who is a resident of India within the
meaning of section 6(1) or 6(1A), will be further classified under section
6(6) whether or not such individual will be a resident and ordinarily
resident of India in that previous year.Section 6(6) provides that following
will be treated as Resident and Ordinarily Resident [R & O R ] in India in
any previous year:-

A. an individual, who

(a) has been a resident of India in two out of ten previous years
immediately preceding that previous year AND

(b) was in India for a period or periods amounting in all to730 days or
more during the seven previous years preceding that previous
year.

B. a citizen of India, or a Person of Indian Origin (PIO), having total
income, other than the income from foreign sources, exceeding 15
lakh rupees during the previous year, who has been in India for a
period or periods amounting in all to 180 days or more.

2.3.4 Resident and Not Ordinarily Resident [R &N O R |

As per section 6(6),Resident and Not Ordinarily Resident [R &N
O R ] will include the following :-

A. an individual who

(a) has been a non-resident in India in nine out of the ten previous
years preceding that year, or

(b) has during the seven previous years preceding that year been in
India for a period of, or periods amounting in all to729 days or
less;

B. a citizen of India, or a Person of Indian Origin (PIO), having total
income, other than the income from foreign sources, exceeding 15
lakh rupees during the previous year, who has been in India for a
period or periods amounting in all to 120 days or more but less than
180 days; or
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C. a citizen of India who is deemed to be resident in India under section

6(1A).

2.3.5 Non- Resident

Any person,who is not a resident in India for any previous year,
will be a non -resident in India for that year. Accordingly :-

1. An individual who does not satisfy any of the two basic conditions u/s
6(1) will be non- resident although such person may satisfy the two
additional conditions u/s 6(6).

2. An Indian citizen or PIO who has total income from domestic sources
of Rs 15 lakh or less, irrespective the number of days of his stay in
India will be a non-resident unless such person is covered u/s 6(1).

3. An Indian citizen or PIO who has income from domestic sources of
more than Rs 15 lakh but who is in India for 119 days or less.

2.3.6 The above provisions are summarised in the table below:

Status Conditions
Any individual satisfying any one of the conditions
of stay in India under section 6(1) viz.
e 182 days or more during the relevant previous
year or
e 365 days or more in 4 previous years prior to that
year and additional stay of 60 or 182 days in the
relevant previous year
An Indian citizen or PIO
Resident of India | ¢ who has total income from domestic sources of
more than Rs 15 lakh and
e who is in India for 120 days or more.
An Indian citizen or PIO
e who has total income from domestic sources of
more than Rs 15 lakh and
e who is not liable to pay tax in any other country
or territory by reason of his domicile or residence
or any other criteria of similar nature.
Any individual who satisfies
e cither of the two conditions under section u/s
Resident 6(1)and
and  Ordinarily | ¢ both of the additional Conditions under section
Resident u/s 6(1).
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An Indian citizen or P1IO

e who has income from domestic sources of more
than Rs 15 lakh and

e who is in India for 180 days or more.

Any individual

e who satisfies either of the two conditions under
section u/s 6(1)but

e does not satisfy one or both of the additional
conditions under section 6(6)

An Indian citizen or P1IO

Resident but Not | ® who has income from domestic sources of more
Qitkenily than Rs 15 lakh and

Resident e who is in India for a period of 120 days to 179
days;

An Indian citizen who is

e having Indian income of more than Rs 15 lakh
and

e not liable to pay tax in any other country or
territory by reason of his domicile or residence or
any other criteria of similar nature.

Any person

e who does not satisfy any of the two basic
conditions under section 6(1).

e Satisfying the two additional conditions
irrelevant.

An Indian citizen or P1IO

e who has income from domestic sources of Rs
15 lakh or less, irrespective the number of days
of his stay in India

Non- Resident

e unless covered u/s 6(1)

An Indian citizen or P1IO

e who has income from domestic sources of more
than Rs 15 lakh but

e who is in India for 119 days or less.

2.3.7 Some Important points

(a) The day on which a person arrives in India and the day of departure
out of India both will be counted in computing the number of days
of stay ‘in India”even if such person may be in India only for a part
of the day.
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(b) Stay may be at one or more places.
(c) Stay in India may be continuous or in intervals.
(d) Stay at different places or intervals will be aggregated.

(e) A person, who is in India for 182 days or more, will always be a
resident of India.

(f) Conversely, a person, who is in India for 59 days or less, will always
be Non-Resident of India.

(g) An Indian citizen must leave India for employment or as crew in a
ship to avail extended limit of 182 days instead of 60 days.

(h) The extended limit of 182 days is not available to
a. non- citizens,

b. Indian citizens leaving India for any other purpose such as
medical treatment , pilgrimage, tourism etc.

(1) Indian citizens or persons of Indian origin( PIO)

a. must come to India on visit for any purpose — pilgrimage,
medical treatment or tourism

b. but NOT business or job to avail extended limit of 182 days
c. Indian citizenship is not the requirement for this purpose.

() In computing days , leap years in 2008, 2012, 2016 and 2020with
one extra day February.

(k) the extended limit of 120-180 days available only to Indian citizens
or persons of Indian origin( PIO) with Indian total income of Rs 15
lakh or more,

(I) Indian citizens having Indian total income of Rs 15 lakh and liable
to tax will be only considered as Resident and Not Ordinarily
resident.

2.3.8 Illustrations

1)  Rajesh leaves India for the first time on December 20, 2010. During
the financial year 2020-21 he came to India on May 27,2020 for a period
of 45 days. Determine his residential status for the assessment year 2021-
22

Solution

During the previous year 2020-21, Rajesh is in India only for 45
days He does not satisfy any of the basic conditions laid down in section
6(1). Hence, Rajesh is a non-resident in India for the assessment year
2021-22.

2)  Mahesh comes to India, for the first time, on April 16, 2018. He
stays in Chennai up to April 29, 2019 and thereafter shifts to Mumbai. He
departs from Mumbai for his native country on October 5, 2020.
Determine his residential status for the assessment year 2021-22
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Solution

Mahesh is in India for more than 182 days* during the previous
year 2020-21. He satisfies the first basic condition under section 6(1).
Hence, he is a resident of India.

(*April 30+May 31+ June30+ July 31+ August 31+ Sept 30 +Oct. 5)= 188
days

Mahesh was in India for 350 days from 16-04-2018 to 31-03-2019
during the previous year 2018-19 and 366 days during the previous year
2019-20 (leap year). He was resident of India for these two years. Hence,
Mahesh satisfies the first additional condition under Section 6(6) of being
a resident of India in at least two year out of the ten preceding years.

Since he was in India only for a period of 716 days only i.e. 351
days (2015-16)+ 365 days (2016-17), which is less than the prescribe
period of 730 days’ stay required in the seven preceding years, he does not
satisfy the second additional condition as per Section 6(6).

Mahesh satisfies one of the basic conditions and only one of the
two additional conditions, he is, therefore, resident but not ordinarily
resident in India for the assessment year 2021-22

3) Determine residential statusof Udit, an Indian Citizen who leaves
India for employment in Canada on July 2, 2020for assessment year
2021-22.

Solution

Udit is an Indian citizen. During the previous year 2020-21 he was
in India for 93 days*

( * April 30+ May 3 1+June30+ July 2=93 days)

Uditwas in India for more than 365 days during the 4 years
preceding 2020-21. Sincehe left India to take up job in Canada, he will
get the extended limit of 182 days’ stay under section 6(1)(b).

Udit does not satisfy the first condition of stay in India for 182
days nor the second condition of stay in India for more than 365 days and
extended stay of 182 days during the previous year 2020-21.Hence,Udit
will be a Non -resident.

4)  What will be the position in the above case, if Udit leaves India for
world tour?

Solution

Udit will be Resident and Ordinarily Resident of India as he
satisfies the second basic condition u/s 6(1)(b) of 365 days’ stay in the
preceding four years and 60 days stay during the previous year 2020-21.
He also satisfies both the additional condition under section 6(6), as being
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a person born in India, of being resident in India for two years in
preceding 10 years and stay of 730years in seven preceding years.

5)  What would be the last date upto which Uditshould leave India?

Solution

Udit is covered by the exception, he should depart latest by
September 28, 2020 so that his stay in India during the previous year
2020-21is of 181* days (less than 182 days).

*(April 30+May31+June30+July3 1+ July 28=181)

6)  Will the residential status change in the above case if Udit is a
Nepali citizen settled in India?

Solution

Uditwill not be get the extend limit of stay for 182 days under
section 6(1)(b) as he is not an Indian citizen. He satisfies the basic
condition and both the additional conditions under section 6(6) of 730
days in 7 preceding years and 2 years resident in preceding 10 years, he
will be a resident and ordinary resident in India

7)  Bret Lee an Australian Citizen plays for Mumbai Indians Indian
Premier League (IPL) since 2016-17. For all the five years he has been
coming to India every year for a period of 95 days.Determine his
residential status for assessment year 2021-22.

Solution:

Bret Lee was in India for 95 X4=380 days (which is more than 365
days) during the 4 years preceding2020-21 and 95 during the financial
year 2020-21, which is more than 60 days. Lee is not a person of Indian
origin nor he comes in India on visit. He is not eligible for extended time
limit of 182 days. Hence, he satisfies the second basic condition under
section 6(1)(b). He is Resident in India.

However, in none of the 4 years his cumulative stay for preceding
4 years exceeds 365 days. He is not a resident for at least two years out of
previous 10 years nor he was in India for 730 days during the preceding 7
years.

He does not satisfy any of the additional two conditions under
section 6(6).Hence, he will be Resident but not Ordinarily Resident of
India [RNOR] for the Assessment Year 2021-22
8) Will the position be different ifBret Lee is a resident of Bangladesh?
Solution

Since Lee comes to India for carrying on his vocation not on visit
but, he will not get the advantage of extended stay of 182 days. He will be
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Resident but not Ordinarily Resident of India [RNOR]although
Bangladesh was part of undivided India.

9) Will the above position change If Lee is a Pakistani citizen and
visits India as a tourist?

Solution

Pakistan is part of undivided India; hence Lee will be a PIO
eligible for the extended limit of 182 days. Hence, he will be Non-
resident.

2.3.9 Residential status of HUF
2.3.9.1 Resident

Under section 6(2), a Hindu Undivided Family (HUF) will be
resident of India if control and management of its affairs is wholly or
partly situated in India and will be Non- resident in India only if control
and management of its affairs is situated wholly outside India.

2.3.9.2 Resident and Ordinarily resident (ROR)

Under section 6(6) , a HUF can will be Resident and Ordinarily
Resident if its Karta or manager satisfies both of the following two
conditions viz.the Karta or the manager :-

(a) has been a non-resident in India in 9 out of thel0 previous years
preceding that year, and

(b) has during the 7previous years preceding that year been in India for a
period of, or periods amounting in all to 729 days or less

It may be noted that additional conditions are same as those
applicable to the individual but applicable on the Karta or the manager of
a HUF.

2.3.9.3 Resident and Not Ordinarily resident (ROR)

If the Karta does not satisfy both of the two additional conditions,
the HUF will be treated as a resident but not ordinarily
resident(RNOR)in India

2.3.9.4 Non-Resident

A HUF will be non- resident in India ONLY if control and
management of its affairs is situated wholly outside India

It is important that place of control and the management of HUF is
relevant to determine whether the HUF is Resident or Non-Resident.

To determine ROR status the two additional conditions under
section 6(6)will be applicable with reference to its Karta or Manager.
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2.3.9.5 Summary
Like an Individual a HUF may be either:-

(a) Resident and ordinarily in India if control or management is wholly or
partly in India or

(b) Non-resident in India if its control or management is wholly outside
India.

(c) Resident and ordinarily in India if two additional conditions are
satisfied as per section 6(6) by the Karta / Manager.

2.3.10 Residential Status of Other Non-Company Persons
2.3.10.1 Resident

Under section 6(2), residential status of all non-company persons
viz a firm an Association of Persons (AOP) or a Body of Individuals
(BOI) and every other person also depends upon the place of control and
management like HUFs.

Any such person will be:

e Resident in India if control and management of its affairs is wholly
or partly situated in India, ;

e non-resident in India if control and management of its affairs is
situated wholly outside India.

2.3.10.2 Non- Resident

An AOP, BOI or a firm will be resident in India, if control and
management of its affairs is situated partly or wholly inIndia.

Any such entity shall be non-resident in India if control and
management of its affairs is situated wholly outsidelndia. any such entity

These persons can only be either resident or non- resident but not
ordinarily resident.

“Place of control and management’means the place, where
decision making of the entity as a whole is situated. “Control and
management means de facto (actual) control or management; not merely
the right to control or manage.

2.3.10.3 Illustrations
11) What will be the residential status of an entityXYZ, which operates

India on the instructions from London either wholly or partly if XYZ is (a)
HUF b) AOP ¢) BOI ord) Artificial juridical person?

Solution

De facto control of XYZ will be situated in London if it receives
instructions wholly from London and XYZ will be non-resident in all the
cases.
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However, de facto control of XYZ is only partly from London,
itwill be Resident and Ordinarily Resident in India.

12) What will be the status in the above cases if XYZ is wholly
controlled from Mauritius ?

Solution
De facto control of XYZ will be situated in Mauritius, it will be

non-resident in all the cases.

3.1.  Residential Status of a Company
Under Section 6(3), a company will be resident of India in any previous
year, if—
(1) it is an Indian company; or
(i1) its Place of Effective Management(POEM), in that year, is in
India.

"Place of effective management" means a place where key
management and commercial decisions that are necessary for the conduct
of business of an entity as a whole are, in substance made.

Following important points emerge out from the above:-

1 Residential status of a company depends on the place of its registration
and the place of its control and management.

2 An Indian company will be residentof India irrespective of the place
where its control or management is situated.

3 Any other company( i.e. a foreign company ) will be a resident in India
if place of effective management (POEM) ) of such company is
situated in India.

4 A foreign company will be non-resident if place of effective
management (POEM) ) of such company is situated outside India.

The legal provisions are summarised in the following table.

Company Status
Indian company irrespective of POEM Resident
Foreign company if POEM situated in India Resident
Foreign company if POEM situated outside India Non resident

3.2.  Illustrations
13) What will be the residential status of X Ltd. an Indian company

managed from India?

Solution
X Ltd. being an Indian company will be Resident in India. Place

of management is immaterial.
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14) What will be the residential status of Y Ltd. an Indian company
managed from London?

Solution
Y Ltd. being an Indian company will be Resident in India . Place
of management is immaterial.

15) What will be the residential status of T Ltd. a British company
managed from India?

Solution

T Ltd. will be resident in India as its POEM is situated in India.
16) What will be the residential status of U Inc.a US Company managed
from London?

17) What will be residential status of U Inc. managed fully from New
York.

Solution
U Inc. will be Non-resident in India as its POEM is wholly situated
outside India.

3.3. Miscellaneous
Following points are noteworthy:

1. Residential status of a person is independently determined for each
previous year.

2. Residential status of a person may change from previous year to
previous year.

3. A person may have different residential status for different assessment
years. E.g. A takes up a job in UK for two years and thereafter he
comes back. It is possible that he may be non- resident for those two
years and resident for other years.

4. It is not necessary that a person, who is “resident” in India, will
necessarily be non-resident in all the other countries for the same
assessment year. A person may be “resident” or non-resident in two or
more countries in a particular year or “resident” in one or more
countries and non-resident in other county or countries as per
respective laws of the concerned countries.

In the modern times, this may be particularly true of a person changing
countries from time to time because of business or vacation etc. and he
may not fall in any category of residents anywhere in the world. Section
6(1A) inserted from A.Y. 2021-22 deals with such situation and deems a
PIO as R &NOR in certain cases.
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5. As Section 6(5)]if a person is a resident for one source of income in a
previous year, he shall be deemed to be a resident for all other sources
of income.

2.4 RESIDENTIAL STATUS AND INCIDENCE OF TAX

Section 5 defines the scope of total income of an assessee, which
would be chargeable to tax. It depends upon:-

The residential status of a person, and place and time of accrual of
such income. Provisions of the section are explained below:-

4.1. Scope of total income for a Resident

Under section 5(1), total income of any previous year of a person
who is a resident includes all income from whatever source derived
which—

(a) is received or is deemed to be received in India in such year by or on
behalf of such person ; or

(b) accrues or arises or is deemed to accrue or arise to him in India during
such year ; or

(c) accrues or arises to him outside India during such year.

4.2.  Person not ordinarily resident in India

The section provides that total income of a person who is not
ordinarily resident in India within the meaning of section 6(6) shall not
include the income which accrues or arises to him outside India unless it is
derived from a business controlled in or a profession set up in India. Thus
the Income of such person shall include the following income from
whatever source derived which—

(a) 1is received or is deemed to be received in India in such year by or
on behalf of such person ; or

(b) accrues or arises or is deemed to accrue or arise to him in India
during such year ; or

(c) accrues or arises to him outside India during such year if such
income 1is derived from a business controlled in or a profession set
up in India.

4.3. person who is a non-resident

As per section 5(2),total income of any previous year of a person
who is a non-resident includes all income from whatever source derived
which—

(a) is received or is deemed to be received in India in such year by or on
behalf of such person ; or
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(b) accrues or arises or is deemed to accrue or arise to him in India
during such year.

Thus, total income of a non-resident shall not include income,
which accrues or arises to him outside India.

4.4. Important points

Following are some important points with regard to the scope of
total income as per the provisions of section 5:-

(a) Incidence of tax on a taxpayer depends on:-
e his residential status, and
e the place and time of accrual or receipt of income

(b) Income accruing or arising outside India shall not be deemed to be
received in India by reason only of the fact that it is considered in a
balance sheet prepared in India.

(c) Income which has been included in the total income of a person when
it accrues or arises or is deemed to have accrued or arisen to him shall not
again be so included when such income is received or deemed to be
received by him in India.

(d) Indian income will be included in the income of every person
regardless of his residential status whether resident, non-resident, or R &
ORor R & NOR.

Indian income means :-

e Income received or deemed to be received in India and such income
is also accrued or arisen or deemed to be accrued or arisen in India;

e Income received or deemed to be received in India but accrued or
arisen outside India; or.

e Income received outside India but accrued, arisen, or is deemed to
accrue or arise in India.

(e) “Foreign income” means income which is not Indian Income i.e.
Income not received, accrued or arisen in India nor deemed to be received,
accrued or arisen in India. Taxability of foreign income will be as under :-

e Foreign income is not included in the total income of a non-resident,

e Foreign Income is included in the total income of a resident and
ordinarily resident.

e Foreign income will not be included in the total income of a resident
but not ordinarily resident (RNOR) unless such income is derived
from:

(a) a business controlled in India or
(b) a profession set up in India.
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Non-business foreign income will not be included in the income of
a person who is resident but not ordinarily resident in India.

Thus foreign income taxable only by a ROR and conditionally by RNOR.
® Residents will be liable in respect of all income Indian or foreign

but Non- residents only for Indian income.

The Scope of total income is summarised as follows:

Scope of Total Income —Section 5
Income Status
Resident & | Resident & Not | Non Resident
Ordinarily Ordinarily Resident
Resident
Indian income Taxable Taxable Taxable
Foreign income | Taxable Taxable if income | Not Taxable
is from
e a business
controlled
from India or
e a profession
set up in India

2.5 INCOME DEEMED TO BE RECEIVED IN INDIA

As per Section7, following income will be included in the total
income even if such income is not actually received in India:

1. Annual accretion to the credit balance of an employee in the case of
recognized provident fund to the extent provided under rules

2. Excess contribution of employer in the case of recognized provident
fund to the extent as provided in the rules.

3. Transfer balance to a recognized provident fund from unrecognized
provident fund to the extent as provided under the rules.

2.6 INCOME DEEMED TO ACCRUE OR ARISE IN
INDIA

Under Section 9, which is a deeming section, following incomes
shall be deemed to accrue or arise in India although such incomes may
actually accrue or arise outside India:

1. All incomes accruing or arising whether directly or indirectly through
or from-

a. Any business connection in India or

b. Any property in India or

c. Any asset or any source of income in India or

d. The transfer of a capital asset situated in India.
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Exceptions: No income is deemed to accrue or arise in following cases:
I.  Purchase of goods India by a Non- resident for export

II.  Collection of news by a non- resident running a new agency, or
publishing newspapers, magazines or journals

II.  Shooting of film in India by a non- resident foreign citizen
individual or a company or firm in which no Resident Indian
citizen is a partner or shareholder

IV. Indian Income to be taken pro rata if all operations of a business
not carried in India

Explanation:” business connection” includes a person, who —

I. holds or habitually exercises holds an authority to conclude contract
on behalf of the non-resident, except for purchase of goods or
merchandises

II. has no such authority but maintains stock of goods and merchandise in
India, from which he regularly delivers stock or merchandise on behalf
of the non-resident.

III. Secures orders in India for the non-resident and other non-resident,
controlling, controlled by or subject to the same common control as
that of non-resident.

However, there will be no business connection as above if a non-
resident carries on a business through a broker, general commission agent
or any other agent of independent status, acting in ordinary course of
business.

For this purpose, a broker, general commission agent or an agent
shall be deemed to be of an independent status if he does not work mainly
or wholly on behalf of the non-resident.

Further, no income deemed to accrue or arise in India to a foreign
mining company (FMC) through or from the activities which are confined
to display of uncut and unassorted diamonds in a Special NotifiedZone

2. “Salary” earned or salary payable for services rendered in India
including salary paid for the rest period or leave period preceded and
succeeded by services rendered in India and forms part of service
contract of employment.

3. Salary received by Indian national from the government in respect
of services rendered out of India. However, any allowance or any
perquisite paid abroad is fully exempt from tax under section 10(7).

4. Any dividend paid by an Indian company outside India.
5. Interest payable by:-
a. Government or a resident person, unless such interest is payable in

respect of borrowed funds used for a business or profession carried out
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of India, or by a non-resident person on funds borrowed for the
business or profession carried in India.

b. the permanent establishment in India of a non- resident assessee
and engaged in the business of banking in India to such resident or its
head office or any permanent establishment or any other part of such
non-resident outside India.

6. Royalty payable by the government or a resident person unless such
royalty is in respect of any right of property or services utilised for a
business or profession carried out of India for the purpose of earning
any income out of India or by a non-resident person in respect of any
right of property or services utilised for the purpose of business or
profession carried in India or for the purpose of earning any income in
India.

Exception:

(1) Royalties payable for the transfer of any data, drawings, etc.
outside India or imparting of information outside India under an
approved agreement by the Central Government made before the
Ist day of April, 1976.

(i1) Royalties paid In lump sum, by a resident for transfer of computer
software, supplied by a non-resident along with the computer or
computer-based equipment under a scheme duly approved by
Government of India.

7. Fees for technical services payable by the government or a resident
person unless such fees are payable in respect of services utilised in a
business or profession for earning any income out of India or by a non-
resident person for services utilised in a business or profession carried
on by him in India or for earning any income from any source in India.

Exception: fees are payable under agreement made before the 1st day of
April, 1976 and approved by the Central Government.

The income of a non-resident is deemed to accrue or arise in India
under any of the above clauses, shall be included in the total income of the
non-resident, whether or not, the non-resident has -

(1) a residence or place of business or business connection in
India; or

(i1) has rendered services in India.

Eligible Fund Managers in India will however not to constitute business
connection of offshore funds as per an exception inserted vide Section 9A.

2.7 RECEIPT VS. REMITTANCE

The “receipt” of income refers to the first occasion when the
recipient gets the money under his control. Once an amount is received as
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income, any remittance or transmission of the amount to another place
does not result in “receipt” at the other place.

2.8 ACTUAL RECEIPT VS. DEEMED RECEIPT

It is not necessary that an income should be actually received in
India in order to attract tax liability. An income deemed to be received in
India in the previous year is also included in the taxable income of the
assessee. The Act enumerates the certain incomes which were dealt with
earlier. E.g. If a resident holds an immovable property in Delhi and the
rent received thereon is transferred to his bank account in Mauritius, the
rent would still be subject to income tax though the income has not been
received in India.

2.9 RECEIPT VS. ACCRUAL

Income is said to be received when it reaches the assessee; when
the right to receive the income becomes vested in the assessee, it is said to
accrue or arise.

2.10 BASIS OF CHARGE FOR DIVIDEND INCOME

Dividend is the shareholders’ share in the profit of the
company.Under the companies Act, 2013, dividend can be declared by a
company only at its Annual General Meeting (AGM). Hence, date of
AGM is the date on which dividend is declared.

Dividend declared at the AGM is popularly called the final
dividend. Dividend upon its declaration at the AGM become final and
can not be reduced or called back.

Interim dividend is dividend declared by the Board of Directors
during the year between two AGMs and hence the same can be reversed or
reduced later.

Accordingly, as per section 8 final dividend is deemed to be the
income of the previous year in which it is declared irrespective of the fact
when it was received by the shareholder.

However, interim dividend will be deemed to be the income of the
previous year in which the amount of such dividend is unconditionally
made available by the company to a shareholder irrespective of the date of
declaration of interim dividend.

Deemed Dividend under Section 2(22) is deemed to accrue or arise
in the year in which it was paid or distributed.
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In view of the express provisions regarding its taxability of
dividend, the method of accounting dividend is not relevant.
This can be summarised as follows:

Type Date of chargeability
Final Dividend Date of declaration
Interim Dividend | Date of distribution
Deemed dividend | Date of Distribution

Ilustration

10)  Determine the scope of total income in respect of the following
incomes if the assessee is (1) resident or (2) resident and ordinarily
resident or (3) resident but not ordinarily resident:

Income Rs
Interest from U.S. Growth Bonds received in India 10,000
Interest from U.S. Growth Bonds received in U.S. 60,000

Interest from U.S. Growth Bonds received in U.S but remitted | 60,000
to India

Capital gain on house in Mumbeai but sold in London 60,000
Capital gain on house in Mumbai but sold in Mumbai 60,000
Rent of a villa in Paris received in Paris 60,000
Rent of a villa in Paris received in Paris 60,000

Agricultural Income from Tea Gardens in Sri Lanka received in | 60,000
Sri Lanka

Agricultural Income from Tea Gardens in Sri Lanka received in | 60,000
Mumbai

Profit from a Branch in Sydney 60,000
Profit from a branch in Mumbai 60,000
Salary for working in Jaipur received in Jaipur 60,000
Salary for working in Jaipur received in Lahore 60,000
Salary for working in Lahore received in Jaipur 60,000
Salary for working in Lahore received in Lahore 60,000
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Solution

Particulars R&OR | R&NOR | NR
Interest from Uncle Sam Bonds U.S.A. | 60,000 | 60,000 60,000
received in India
Interest from Uncle Sam Bonds U.S.A. | 60,000 | o
received in U.S
Interest from Uncle Sam Bonds U.S.A. | 60,000 | o
received in U.S but remitted to India
Capital gain on house in Mumbai but | 60,000 | 60,000 60,000
sold in London
Capital gain on house in Mumbai and | 60,000 | 60,000 60,000
sold in Mumbai
Rent of a villa in Paris received in Paris | 60,000 | L
Rent of a villa in Paris received in | 60,000 | 60,000 60,000
Mumbai
Agricultural Income from Tea Gardens | 60,000 | L
in Sri Lanka received in Sri Lanka
Agricultural Income from Tea Gardens | 60,000 60,000 60,000
in Sri Lanka received in Mumbai
Profit from a Branch in Sydney 60,000 | 60,000* |
Profit from a branch in Mumbai 60,000 | 60,000 60,000
Salary for working in Jaipur received in | 60,000 | 60,000 | 60,000
Jaipur
Salary for working in Jaipur received in | 60,000 | 60,000 | 60,000
Lahore
Salary for working in Lahore received | 60,000 | 60,000 60,000
in Jaipur
Salary for working in Lahore received | 60,000 | 60,000 60,000
in Lahore
Total 9,00,000 | 6,60,000 | 6,00,000

*if controlled from India
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2.11 HEADS OF INCOME

11.1. Classification of income

An assessee is liable to pay tax on his total income from all the
source of incomee.g. salary, interest, rent etc.Each source of incomehas its
own unique nature and features. Hence, the Act prescribes elaborate rules
and methods for computation of income from each such source.To begin
with section 14 classifies the sources under five broad heads of income,
viz:-
1) Salaries (Section 15 — 17);
2) Income from house property (Sections 22 — 27);
3) Profits&gains from business or profession (Sections: 28-44);
4) Capital gains (Sections 45 — 55); and
5) Income from other sources (Section 56 — 59)

11.2. Importance of different heads

Each head of income provides a different scheme of computation
of taxable income under that head depending upon the nature of income
and the complexities attached with that head of income. For this reason,
each of the head of income has its own deeming provisions and provisions
for exclusions and deductions and deductions of expenses etc.

It is therefore, necessary that an income belonging to a specific
head must be computed under that head only. If an income cannot be
placed under any of the first four heads, it will be taxed under the head
“Income from other sources”.

Aggregate of net income under various heads gives total income of
the assessee person, from which deductions are made under chapter VIA.
The net result is called the total income or sometimes taxable income.
Therefore, computation of income under different heads provides the
starting point of determining the tax liability.

11.3. Heads to be mutually exclusive

All the heads of income are mutually exclusive. Any income
considered under a particular head of income e.g. Income from house
property, will not be taken into consideration for another head e.g. profits
and gains from business and profession and vice versa. Sometimes, it may
not be possible to have water-tight compartmentalization because of the
nature of the income. In such cases the income is classified under the most
plausible head of income or as the residual income under the head income
from other sources.

Ilustration
11)  Under which head would the income of 3 offices, which are
compositely let out on rent by alongwith services like intercom, security
guard, telephone connection, furniture and fixtures, etc. of Swayam will
be taxable ?
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Solution

The rent in respect of the commercial property is taxableunder the
head “Income from House Property”. However, income arising out of
rentals of the other services should be taxable under the head “Income
from Other Sources”. Alternatively, the entire income arising out of the
property as well as the services could be taxable as “Income from
Business or Profession”

As per departmental clarification, the income in respect of
properties should be taxed as “Income from House Property” and the
income out of rentals of the other services is taxable under the head
“Income from Other Sources”.

11.4. Tax on aggregate income under all the heads

Although the income is computed under five different heads of
income, tax will be computed on the aggregate or total income from all the
sources taken together at the prescribed rates. However, different tax
treatment is given to different items. For instance, long-term capital gains
(LTCG) are generally taxed at 20%. But LTCG on listed securities is
exempt from tax subject to some conditions. Similarly, short-term capital
gain on sale of equity shares is taxed at 15%. The amount of such short-
term capital gains would be deducted from the aggregate total income and
accordingly tax rates are applied. Similarly, shipping companies are taxed
based on tonnage of the shipping fleet. Lotteries, horse races , Income
from undisclosed sources cash credits etc. are taxed at the maximum rate
of tax @ 30% All such incomes are excluded and tax is computed on rest
of the total income.

11.5. Common residential status for all the heads

Section. 6 provides that where a person is resident for the purpose
of any particular head of income, he will also be considered as resident for
the purposes of computation of income under all the heads of income.

11.6. Separate sources of income under one head.

Income is classified for each head of income. That head of income
may have different sources of income falling under that head. For instance
a person may be in receipt of his salary from more than one employer or
rent from two or more house properties or more than one business. All
such sources will be clubbed together to arrive at the income from that
head.

11.7. Expenses under each head of income

There are different provisions for allowing expenses under each
head of income. The recent trend Is to restrict and standardize the
allowance of expenditure. For instance only professional tax and standard
deductionare allowed under the head salaries. Standard deduction of 30%
for repairs etc. is allowed from the income from house property. Similarly
cost of acquisition and improvement and transfer expenses are allowed
under the head Capital gains.
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11.

8. Expenditure incurred in relation to income not includible in

total income

Section 14A provides that no deduction shall be allowed in

respect of expenditure incurred by the assessee in relation to exempted
income that is the income which does not form part of the total income
under this Act

2.12 SELF ASSESSMENT QUESTIONS

—_—

. Why determination of residential status is important to ascertain the
income tax liability?

. Explain the legal provisions in respect of residential status of an
individual.

. Briefly state the provisions for determination of the residential status
of an (a) AOP (b) Firm (¢) Company.

. What is meant by the control and management of business?

5. When the income is deemed to accrue or arise or be received in India?

. Explain that the incidence of income-tax depends upon the residential
status of an assessee”.

. Determine whether the following is true or false:

a. The business income received by X Ltd. an Indian company in
New York is foreign income of X.

b. The dividend received from a foreign company in India is Indian
Income

. Write short notes on the following:
a. Income received in India
b. Income deemed to accrue or arise in India

c. Control and management of a business

. Enumerate various heads of income.

10. State with reason that an Income be computed under two heads of

1

income.

1. How are the different heads mutually exclusive?

12. Would expenses in respect of collection of dividend be deductible

from income from other sources?

13. Ascertain residential status for the assessment years 2021-21 and

2020-21 of Greg, an Australian citizen, came to India as a
commentator during the following period:
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To

20-04-2019
25-12-2019
12-01-2020
29-03-2020

From

10.2. 2019
6-10-2019
04-01-2020
02-03-2020

Purpose
World Cup

England Tour

Training Camp

Triangular Cup

Greg was in India for 340 days in four previous years from 2014-15 and
2018-19 and 260 days in three previous years from 2011-12 to 2013-14 .

14

15

16.

17.

18.

(Ans: 2021-22 Non-resident, 2020-21- R but RNOR)

. Determine the residential status of Parthiv ,who made his debut in
international cricket on 11-03-2019. In the first match, he was
injured and had to be hospitalized. In U.S. He was discharged from
the hospital on 29-03-2020. He returned to India took over as coach
for Indian cricket team visiting Pakistan. .Parthiv submits the
following details of his stay outside India :

From

To

Purpose/ Place

10-042020

28-04-2020

World Cup in Dhaka

03-05-2020

09-07-2020

England Tour

27-08-2020

10-09-2020

Canada Tour

11-09-2020

01-10-2020

US holidays

04-01-2021

26-03-2021

Pakistan Tour

(Ans: Non-Resident)

. Ashok, an Indian citizen, leaves India on May 22, 2019 for vacation
to Uganda and returns on April 9, 2020. Determine the residential
status of X for the assessment year 2021-22-19? (4ns: Non-Resident)

Determine the residential status for the assessment year 2021-22, of
Sheila, a foreign citizen , who visits India since 1985 every year for
a period of 100 days

(Ans: Non-Resident)

Fletcher, a foreign citizen comes to India, for the first time on March
20, 2018 On September 1, 2018, he leaves India for Nepal on a
business trip. He comes back on February 26, 2021 to permanently
stay in India . Determine the residential status of X for the
assessment year 2020-21 and 2021-22

( Ans Resident and Not Ordinarily Resident for both the years )

Determine residential status for the assessment year 2021-22 of
Marconi, an Italian citizen, who comes to India for the first time on
May 28, 2019.

(Ans: Resident and Not Ordinarily Resident)
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19. Determine the scope of total income in respect of the following
incomes if the assessee is a (1) resident or (2) a resident and
ordinarily resident or (3) a resident but not ordinarily resident

New York business income controlled from India Rs. 100000
Mumbai Business Controlled from Paris Rs. 40000
Salary in New York as Indian ambassador Rs. 90000
Profit on sale of shop in Kolkata paid in Karachi Rs. 50000
Acting in Indian film —fee received in Rome Rs. 70000
Past untaxed profits remitted to India from London Rs. 120000

(Ans. Resident 350000, R & OR 250000, R& NOR 350000/ past profits

not taxable)

20. Blair, a French Citizen had the following incomes during the year
ended 31-03-2021. Compute his Total Income for Asst. Year 2021-
22 ifheis a (1) resident or (2) resident and ordinarily resident or (3)

resident but not ordinarily resident.

Income from House property in India Rs. 30000
Income from property in Rome Rs. 20000
Interest from Bank account in India Rs. 2400
Income from business in Bangladesh controlled from India Rs.32000
Interest from Bank account in U.S. Rs. 22000
Salary earned and received in Tokyo Rs. 24000
Income earned and received in London Rs. 26000
Dividend from British Company received in India Rs.34000

(Ans. Resident 19400, R&OR Rs. 98600 R but NOR Rs 66400)

21. Following are the particulars of income of X for the previous year

2020-21:

1. Xis employed in India and receives Rs. 24,000 as salary.

11. Dividend received in London on June 3, 2020 Rs. 31,000 from a

foreign company;

iii. Share of profit received in London on December 15, 2020 from a

business situated in Sri Lanka but controlled from India:

iv. Rs. 60,000; remittance from London on January 15, 2020 out of
past untaxed profit of 2013-14 earned and received there: Rs.
30,000 and interest earned and received in India on May 11, 2020

Rs. 76,000.
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Find out his gross total income, if he is (a) resident and ordinarily
resident, (b) resident but not ordinarily resident, and (c) non-resident
for the assessment year 2021-22

(Ans: R&OR, his gross total income will be Rs. 1050001.e. Rs. 24,000
+ Rs. 31,000 + Rs. 60,000 R& N OR Rs. 84,000 i.e., Rs. 24,000 + Rs.
60,000). Non-resident, Rs.24,000.

The remittance from London of Rs. 30,000 is not taxable it is not
“receipt” of income. The interest of Rs. 76,000 earned and received
in India is taxable 2015-16. )

o
XS
o
XS
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SALARIES
(Sections 15, 16 & 17)

Unit Structure :

3.1 Introduction and Objectives

3.2 Basis of Charge

33 Scope of Salary income

3.4  Tax Treatment of Some Receipts:
3.5  Taxable Value of Cash allowances-
3.6  Taxable Value of Perquisites

3.7  Classification of Perquisites

3.8  Valuation of Perquisites

3.9  Profits in Lieu of Salary

3.10 Deductions -Entertainment Allowance, Profession Tax
3.11  Practical Illustrations

3.12  Self- Assessment Questions

3.1 INTRODUCTION AND OBJECTIVES:

“Salaries” is the first and most important of the five heads of
income given in section 14. Concept of “Salaries” under the tax laws
is very wide than what is understood in common parlance. It includes
not only the salary but also various other receipts, gifts, perquisites and
benefits.

The lesson takes up for detailed discussion these provisions
contained in sections 15, 16 and 17. Section 15 defines the basis of
charging salaries. Section 17 defines salaries and section 16 prescribes
the deductions to be made while computing the income under the head
“Salaries”

3.2 BASIS OF CHARGE, MEANING

2.1. Basis of charge

Section 15 provides that the following income shall be chargeable
to income tax under the head "Salaries":-

(a) any salary due from an employer or a former employer to an
assessee in the previous year, whether paid or not;

(b) any salary paid or allowed to him in the previous year by or on
behalf of an employer or a former employer though not due or
before it became due to him;
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(c) any arrears of salary paid or allowed to him in the previous year by
or on behalf of an employer or a former employer, if not charged to
income-tax for any earlier previous year

Explanation 1.—For the removal of doubts, it is hereby declared that
where any salary paid in advance is included in the total income of any
person for any previous year it shall not be included again in the total
income of the person when the salary becomes due.

Explanation 2.—Any salary, bonus, commission or remuneration, by
whatever name called, due to, or received by, a partner of a firm from
the firm shall not be regarded as "salary" for the purposes of this
section.

2.2. Scope

The scope of section 15 is very wide and covers the following in
the ambit of what is taxable under the head "Salaries:-

1. Past salaries or arrears of salaries paid during the previous year,
if the same has not been taxed anytime in the past.

2. Present salaries whether paid or not.

Future salaries or salaries in the nature of advance. However
the section clarifies that where any salary paid in advance is
included in the total income of any person for any previous
year it shall not be included again in the total income of the
person when the salary becomes due.

4. Salaries received from a former employer of present employer.

The section by way of explanation clarifies that any salary, bonus,
commission or remuneration, by whatever name called, due to, or
received by, a partner from the firm is deemed to be the income under
the head profits and gains from business and profession under section
28, and accordingly the same shall not taxable under the head
“salaries”.

2.3. Meaning and Characteristics

Section 15 does not define “salaries”. Instead, it only says past,
present and future salary will be taxable under the head “salaries”.
Hence, it becomes imperative to ascertain with the help of common
practices, tests, norms, yardsticks, criteria and essential characteristics
whether any particular income is ‘salary” or not. Some of these criteria
are as under: -

1. Employer-employee relationship

In common parlance, salary means the remuneration paid by
an employer to the employee for rendering personal services to the
employer under an expressed or implied contract for rendering such
services.

Accordingly, the term salary implies existence of following
conditions namely:-
a) There are two parties — the employer and the employee.
b) The parties have an agreement of employment.
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c) The agreement can be express or implied.

d) Agreement is for rendering of personal services by the
employee to the employer.

e) In consideration of the services rendered, the employer makes
payment of remuneration to the employee.

2. Compensation for services rendered :

Salary is paid as a compensation for the services rendered in
his capacity of an employee, not in any other capacity. Remuneration
paid by a law firm to lawyer employee for representing cases of firm’s
clients before the courts, will be salary. But if the lawyer receives fees
from his personal clients for representing them before the courts, it will
not be salary but his professional income because he is not an
employee of the clients.

It will be true of services rendered by other professionals like
doctors, architects; lawyers, Chartered Accountants etc. to their clients
and the fee paid by their clients will be professional fees not salary.

3. Name or form not important

Any remuneration paid as compensation for services rendered
by an employee to his employer will be treated as salary regardless of
name given such as salary or wages or otherwise so long as -

o the relationship between the payer and payee is that of employer
and employee; and

e the payment is made as a compensation for the services rendered
by the employee

Section 17 specifically provides that salary includes payment made in
other forms like gift, perquisites etc.

4. Mode of Payment

Salary may be paid in cash or kind.
5. More than One Source

Salary may be from more than one employer.
6. Type of Employment

Salary may be in any capacity like part-time employment or full
time employment.

7. Past, Present and prospective employer

Salary may be received from not just the present employer but also
a prospective employer and in some cases even from a former
employer for example pension received from a former employer.

8. Real intention to pay

Salary income must be real and not fictitious. There must exist an
intention or an obligation to pay and ‘receive salary.

9. Subsequent Surrender of Salary not tax-free

Salary is taxed on due basis. A subsequent surrender of salary will
not be tax-free except where an employee surrenders his salary to the
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central government, and then the salary so surrendered will not be
treated as taxable income of the employee.

10. Tax- Free salary

Salary paid as tax-free is also taxable in the hands of the employee,
though contractually income tax on such is borne not by the employee
but by the employer.

11. Time of taxability;

Salary is taxable in the year of receipt or in the year of earning or
accrual of the salary income, whichever is earlier. Therefore, method
of accounting employed by the employee is not relevant to determine
the taxability of salary. Taxability of salary in different situations will
be as under :

o Current salary will be taxable on accrual basis, as it will be
payable later.

e Past salary or arrears will be taxable, when they are actually
received, if they were not taxed earlier.

e Advance salary will be taxable at the time of receipt, but it will
not be taxed again when it is accrued.

12. Salary received by individuals only

Only an individual can earn salary because it is a compensation for
personalised services. Other persons such as firm, HUF, company,
AOP, Bol, Attificial Juridical Person (AJP) or a body corporate cannot
earn salary as they are incapable of rendering personal service.

13. Voluntary payments taxable as salary

Voluntary payments like gift by an employer to an employee also
form the part of taxable salary as per section 17.

14. Salary in respect of services rendered in India

Salary leave salary and pension paid outside India including salary
paid to Indian diplomats by the Government of India are deemed to
accrue and arise in India under section 9 and are taxable in India
although the same is exempted u/s 10.

15. Gross salary Taxable

Compulsory deductions from salary such as professional tax,
income tax, employees’ contribution to provident fund, medical
scheme or staff welfare scheme etc. are instances of application of
income. While computing total income, these deductions are added
back in the net salary received and gross salary will be taxable.

3.3 SCOPE OF SALARY INCOME

Section 15 defines the scope and basis of taxation of salaries.
Section 17 gives an inclusive definition of salary.
Salary includes:-
a. Wages;
b. Any Pension or Annuity;
c. Any Gratuity;
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d. Any fees, commission, perquisites or profits in lieu of or in
addition to salary or wages;

e. Any advance of salary;

f. Any encashment of leave salary;

g. Annual accreditation to provident fund above the prescribed
limits; and

h. Any amount of credit to provident fund of employee to the
extent it is taxable.

The term “salary" includes not only the basic salary but also
fees, commission, bonus, taxable value of cash allowances and
perquisites, retirement benefits, encashment of leave salary, advance of
salary, arrears of salary, various allowances such as dearness
allowance, entertainment allowance, house rent allowance, conveyance
allowance, value of perquisites by way of free housing, free car, free
schooling for children of employees, etc. Tax treatment of all such
receipts is given later in this lesson.

3.4 TAX TREATMENT OF CERTAIN RECEIPTS

3.4.1 Basic Salary

Basic salary is the amount of salary fixed as per the terms of
employment. It may be a pre-determined fixed sum or a graded amount
enhanced by pre-fixed annual increment. Under the graded system, the
terms of employment fix the salary at say Rs.12000-300-15000-500-
20,000. This means that the employee begins his job with a basic
salary of Rs 12,000 per month. Next year the salary will be raised to Rs
12,300 p.m. after an annual increment of Rs. 300. The annual
increment will continue till he reaches level of Rs 15,000 p.m.
Thereafter, the annual increment will be Rs 500 per annum till he
reaches level of Rs 20,000 p.m. Once his salary becomes Rs 20,000
p-m. , his annual increment will be frozen. No further increment will
be given thereafter, unless he is promoted and placed in other grade.

3.4.2 Fees, Commission and Bonus

Any fees, commission, bonus, or incentive paid or payable to
an employee by an employer is taxable and is included in salary. Such
Commission etc. may be payable as a fixed amount or as a percentage
of turnover or partly fixed and partly as a percentage of turnover.
When commission is based on fixed percentage of turnover achieved
by employee, it is included in basic salary for the purpose of grant of
retirement benefits and for computing, certain exemptions discussed
later

3.4.3 Arrears of salary:

Arrears of salary are taxed on receipt basis, if the same has not
been taxed earlier. However, the employee will be entitled to claim
relief u/s 89 in respect of such arrears.

3.4.4 Advance Salary:

Salary received in advance is taxable on receipt basis in the
year of receipt. There will be no tax again in the year in which the
salary actually accrues. The employee can claim relief under section 89
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in respect of advance salary. It is important to note that salary received
in advance is taxable not advance or loan against salary . For example,
salary for three months is given in advance, it will be taxable when
received. But loan or advance is granted against three months’ salaries
will not be taxable.

3.4.5 Gratuity

Gratuity is a lump-sum payment to reward an employee for his
past services, on his retirement or termination. Amount received as
gratuity on termination is exempt under section 10(10) as under:-

1 Employees of Central or State governments or local authorities
fully exempt
2 Employees in a concern covered under the Payment of Gratuity

Act, 1972 is exempt subject to the lowest of the following
amounts :

a. Amount of gratuity received,
b. Rs20,00,000

c. 15 days’ salary for every completed or part thereof in
excess of six months, year of service computed based
on last salary drawn taking numerator of 26.

*Completed vear of service X 15 days X Last Drawn Salary
26

3 Employees in a concern NOT covered under the Payment of
Gratuity Act, 1972 is exempt subject to the lowest of the
following amounts :

a. Amount of gratuity received,
b. Rs 10,00,000

c. Half month’s salary for every completed year of service
in excess of six months (ignoring the fraction)
computed based on average salary of last 10 months
preceding the retirement.

*Completed year of service* 2* Avg Salary for last 10 months

[*Completed year of service includes a year or part thereof in excess of
six months]

Ilustrations

1. Ashik, a government servant, retires 1 June 2020 after 22 years and
9 months’ service. He receives gratuity of Rs 15,00,000. Determine the
Determine the amount of exemption of gratuity if he was drawing a
basic Salary for 10 months preceding the month of his retirement at Rs
40,000 p.m.

Solution

Since Ashik is a government employee, amount received as
gratuity on retirement is fully exempt U/s 10(10).
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2. In the above case, what will be the effect if Ashik was working with
ABC Limited, covered under the Payment of Gratuity Act, 1972?

Solution:

Since Ashik is the employee of a private employer ABC
Limited covered under the Payment of Gratuity Act, 1972, exempt
amount will be Rs 5,30,769 being the least of the following:

I. Actual amount received 15,00,000

II. Notified amount 10,00,000

III.15-day’s salary based on last drawn salary | 5, 30,769
Rs.40, 000* 15/26 *23 years

Taxable 9,69,231

3. In the above case, what will be the effect if ABC Limited is NOT
covered under the Payment of Gratuity Act, 19727

Solution:

Ashik is the employee of a private employer ABC Limited not
covered under the Payment of Gratuity Act, 1972. Exempt amount will
be the lowest of the following:

I. Actual amount received 15,00,000

II. Notified amount 10,00,000

[II.15-day’s salary based on last drawn salary | 4,40,000
Rs.40, 000 X (11) =23*0.5 -fraction ignored)

Taxable 10,60,000

3.4.6 Commuted Pension

Pension is a regular payment made at monthly or annual
intervals by an en employer to his employee on his retirement as a
reward for his past services. When an employee is allowed to forgo a
portion of pension in lieu of a lump sum amount called commutation of
pension. Tax treatment of these two kinds of pension as per (Section
10(10A) is as under:

a)  Regular payment of pension, monthly or quarterly or at some
other interval, periodical or uncommuted pension is fully taxable in the
hands of all employees, whether government or non-government.

b) Lump sum payment received by an employee on commutation of
pension as per service rules will be-

i.  fully exempt for employees of the Central or State Government
or a Local Authority or a Statutory Corporation

ii. partially exempt for other employees to the extent of -

a. One half of the total value of pension If the employee has
not received any gratuity on termination of employment,
and

b. One-third of the total value of pension, if the employee has
received any gratuity on termination of employment.
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Ilustrations
4. Determine the amount of taxable pension, if A receives a monthly
pension of Rs 50,000 from the government.

Solution:
Regular monthly payment of pension received from
government will be fully taxable.

5. Determine the amount of taxable pension, if A receives a monthly
pension of Rs 50,000 a private limited company.

Solution:

Regular monthly payment of pension received from
government will also be fully taxable. It is immaterial who the
employer is.

6. A retires from government service on 01-06-2020. He receives a
pension of Rs 5000 p.m. till 31-12-2020.

On 01-01-2021, A opts for commutation of 40 per cent of the value of
his pension for a lump sum amount of Rs 1,20,000.  After
commutation, A gets Rs 3,000 per month being 60% of the total
pension.

Determine the taxability of pension if no gratuity is paid to A.

Solution:

a) Lump sum amount of Rs. 1,20,000 received on commutation of
pension will be exempt as A is a government employee

b) Regular pension Received during the year 2020-21 Rs 44,000

*will be fully taxable
Period Rate Total
Rs Per Month | Pension Rs.
01-06-2020 to 31-12-2020 5,000 35000
01-01-2021 to 31-03-2021 3000 9000
44000

7. What will be the position if A is a private employee?

Solution
Commutation of Pension Rs.
Amount Received on commutation of 40% of salary | 1,20,000
Full Value of Pension = 1,20,000 /40% 3,00,000
Amount Received on commutation 1,20,000
¥ of full value of pension Rs 3,00,000* % 1,50,000
Exempted Amount - being the lower of the two 1,20,000
Taxable Amount [1,20,000-1,20000] NIL

Regular pension of Rs 44,000 will be taxable irrespective of the fact
that A is government employee or a private employee or whether or
not he is in receipt of any gratuity.

8. Ascertain taxability, if A also receives Rs 50,000 as gratuity.
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Solution:

Regular pension of Rs. 44,000 fully be taxable in all cases.

If A is a government employee, the amount received on
commutation of pension will be fully exempt regardless of the fact
that he also receives gratuity.

If A is a non- governmental employee and is in receipt of gratuity
and he receives Rs 1,20,000 on commutation, he will be entitled to
exemption of Rs 1,00,000 being 1/3 of full value of pension (1/3 of
Rs 3,00,000). Balance Rs 20,000 will be taxable.

3.4.7 Encashment of Leave Salary {Section 10(10AA)}

When an employee, instead of enjoying leave at his credit, gets

the same encashed, following tax treatment will be given:-

a.

Amount received on encashment of leave during the continuity of
employment by all the employees, will be taxable in the year of
receipt. However, the employee will be entitled to relief u/s §9.

Amount received on encashment of leave at the time of retirement
by way of superannuation or otherwise, will be-

1. fully exempt in case of an employee of the Central or State
Government ; and

ii. Partially exempt in case of any other employee including
employees of a local authority or a statutory corporation to the
extent of the lowest of the following and only the balance will
be taxable:-

1. Actual amount received

i. Notified Amount currently Rs 3,00,000;

iii. 10 months’ average salary or

iv. Cash equivalent of leave to be encashed

i.e. (Leave Entitlement - Leave Availed) X Average Salary

—

Other Points

a)

b)

Salary for the purpose of calculating the exempt leave encashment
means total of basic salary, dearness allowance and commission on
sales achieved by salesmen.

Average salary means average salary of 10 months immediately
preceding the retirement.

Leave entitlement is to be taken at 30 days for each completed
year of service. Part of the year will be ignored and not considered
as completed year of service.

If leave is encashed from more than one employer, the exemption
limit will be taken in respect of all the employers.

Superannuation means retirement on attaining a certain age e.g. 60
years. Courts have held that termination and even resignation of the
employee will entitle them to exemption under this section.

Leave to the credit of the employee means total leave available as
reduced by total leave availed.

49



Ilustration

9. A retires from his job with the Government of Maharashtra on 01-
06-2020 after rendering services for 22 years and 9 months. He was
drawing a basic Salary for 10 months preceding the month of his
retirement at Rs 8000 p.m. Under the service rules, A was entitled to 2
months’ leave for every year of service or part thereof against which A
availed total earned leave of 10 months. On Retirement, A received
Leave entitlement of Rs 2,88,000 i.e. 36 months @ Rs 8000 p. m
worked out as Leave entitlement - 23 years @ 2 months 46 months for
every year of service or part thereof less -leave availed 10 months.
Compute amount of exemption of encashment of leave salary

Solution:
Since A is a government employee amount, received as leave
encashment on retirement is fully exempt U/s 10(10AA).

10.  What will be the exempt amount if A was employed with
MSFC?

Solution:

MSEFC is a statutory corporation not regarded as government.
Hence, exemption would be at par with a private employee and worked
out as the least of the following:

Rs.
Amount Received on leave encashment 2,88,000
Notified Amount 3,00,000
10 months’ average pay@ Rs. 8,000 p. 80,000
Encashment of unavailed leave /2 months 96,000
Exempted Amount - being the lower of the two 80,000
Taxable Amount [2,88,000-80,000] 2,08,000

*Leave entitlement — 22 months — Leave availed 10 Months ignoring
fractional period of service of 9 months as it is not rounded off.
11.  What will be the exempt amount if A receives the leave
encashment while in service?

Solution
Leave encashment during continuance of employment is fully
taxable regardless of who the employer is.

3.4.8 Retrenchment compensation

Any compensation received by a workman at the time of
retrenchment or closure or transfer of undertaking including change of
management resulting in interruption of service is exempt fully if it is
paid under a scheme of closure approved by the central government
and in other cases, least of the following amounts would be exempt
under section 10(10B):
= Notified amount presently Rs. 5,00,000
= 15 days’ average pay for every completed year of service or any

part thereof in excess of six months

= Actual amount.

Other points;
= Compensation under a Voluntary Retirement Scheme is exempt
under section 10(10C).
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=  Where an assessee has to pay higher tax on account of such lump
sum receipts, he is entitled to relief u/s 89.

= [f an assessee claims exemption under this section, then he can not
claim relief under section 89[1].

Ilustration

12. A workman was retrenched after 20 year and 10 months service
His average salary was Rs 15,000 per month. He was paid Rs 1,80,000
as the retrenchment compensation. Calculate the exempt amount.

Solution
The exempt amount will be least of the following:
Rs.
Actual Amount Received 1,50,000
Notified Amount 5,00,000

#10-1/2 months’ average salary 1,42,500
Rs 15,000 per month
Exempted ( Lowest of the above  1,42,500
Taxable 1,50,000-1,42,500 7,500
#(15 days for 20 years and 10 months rounded off to next number.
Relief u/s 89 not available if he claims the above exemption.

3.4.9 House Rent Allowance

House Rent Allowance or HRA paid by the employer to the
employee to meet the housing expenses of the employee, is exempt
from tax under section 10(13A) being the least of the following :

e HRA actually received.

e Rent paid by employee in excess of 10 per cent of salary during the
previous year.

e 50 per cent of salary, if employee is residing in the 4 metro cities of
Mumbai, Delhi, Chennai or Kolkata and 40 per cent of salary, if
the employee is residing at any other place.

Salary for the purpose of calculating the amount of deduction
from HRA means the aggregate of Basic Salary, Dearness Allowance
and Commission received by salesman on sales achieved by him but it
does not include other receipts such as overtime pay, conveyance
allowance, etc.

In simple words, so long, the rent paid is upto 10% of the
salary, no HRA will be exempt. It is only if the rent paid is more than
10 % , then the actual HRA may be exempt to the extent of 40% or
50% of the salary.

Ilustrations:

13. Calculate the amount of HRA exempt under section 10(13A)
in respect of an employee residing in Mumbai who was in receipt of
basis salary of Rs. 65,000 Dearness allowance of Rs. 35,000 and HRA
of Rs 25,000.and he paid the actual rent of Rs 15,000 per annum.
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Solution:
Exemption of HRA will be the least of the following:

Rs.
Actual HRA Received 25,000
Rent paid in excess of 10 % of salary 5,000
15,000- {10 %( 65,000+35,000)}

50% of salary 50,000
Exempted ( Lowest of the above) 5,000
Taxable 25,000-5,000 20,000

14. Compute the exempt HRA If rent paid is Rs. 50,000.

Solution:
Rs.
Actual HRA Received 25,000
Rent paid in excess of 10 % of salary 40,000
50,000- {10 %( 65,000+35,000)}

50% of salary 50,000
Exempted ( Lowest of the above 25,000
Taxable 25,000-25,000 NIL

15. Calculate the amount of HRA exempt under section 10(13A)
in respect of an employee residing in Agra who was in receipt of basis
salary of Rs. 65,000 Dearness allowance of Rs. 35,000 and HRA of Rs
60,000 and he paid the actual rent of Rs 50,000 per annum .

Solution: Rs.

Actual HRA Received 60,000

Rent paid in excess of 10 % of salary 40,000

50,000- {10 %( 65,000+35,000)}

40% of salary 40,000
Exempted ( Lowest of the above) 40,000
Taxable 60,000-40,000 20,000

Note - The time and notified amounts , wherever applicable in this
lesson, are technically not in syllabus but given to keep the text
logically complete. These should be available in question.

3.5 TAXABLE VALUE OF CASH ALLOWANCES

Most employers give different types of allowances or fixed monetary
amounts to the employees over and above basic salary. These
allowances are paid to meet some personal expenses like house rent,
conveyance etc. or for performance of his duties such as entertainment
or telephone allowance or partly for personal and partly for official

purpose.

All such allowances are taxable and included in gross salary
unless specific exemption is provided in respect of such allowance.
Accordingly, the allowances are of four categories —

a) Allowances, which are fully taxable;

b) Allowances, which are wholly and unconditionally exempt

c) Allowance, which are tax-free or taxable subject to certain
conditions or limits.
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d) Allowances, in respect of which exemption is allowed only for a
sum prescribed on ad hoc basis.

Some of these allowances are dealt with as under:-

3.5.1 Allowances Fully Taxable :

a. Dearness Allowance a compensatory allowance paid to meet
high prices and increased cost of living.

b. City compensatory allowance also a compensatory allowance
paid to employees posted in big cities like Delhi, Mumbai to
compensate the high cost of living in such cities

c. Non- practicing allowance normally paid to compensate
professionals in government service like doctors, chartered
accountants, engineers, scientists etc., who are prohibited from
doing private practice.

d. Warden or proctor allowance paid in educational institutions for
working as a Warden of the hostel or as a Proctor in the
institution.

e. Deputation allowance paid to an employee sent from his
permanent place of service to some place or institute on
deputation for a temporary period.

f.  Overtime allowance paid as extra wages paid to an employee
putting in extra working hours over and above his normal hours of
duty.

g.  Servant allowance, if paid in cash even if the employee may
have employed servants.

h. Other allowances by whatever name called such as family
allowance, project allowance, marriage allowance, education
allowance, holiday allowance etc. as these allowances are not
specifically exempt.

3.5.2 Wholly and unconditionally exempt Allowances

a. Allowances paid to Judges of the High Courts and the Supreme
Court.

b. Allowances paid by the Unites Nations organization to its
employees.

c.  Foreign allowance paid by the government to its employees
being Indian citizen posted out of India for rendering services
abroad

d. Pension to gallantry award winners like Paramvir Chakra,
Mahavir Chakra , Vir Chakra etc. - section 10(18).

3.5.3 Wholly or partly tax-free Allowances:

Following allowance are wholly or partly tax -free. Some of
the exemptions are conditional. Most of the conditions and monetary
limits, though prescribed in rules are incorporated in brief to make the
subject comprehensive. Brief description of these allowances is as
follows:-
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a. Entertainment allowance

Entertainment allowance received by the private sector
employees for entertaining the business relations and clients of the
employer is fully taxable by even if the entire amount may have been
spent by them.

For the Government employees, the allowance is partially
exempt by way of deduction under section 16(ii) upto 20 per cent of
basic salary, or Rs 5,000 per annum, whichever is lower. Full amount
is first included in the salary and then the exempted amount is reduced.

b. Fixed medical allowances
Fixed medical allowance is taxable but reimbursement of
medical expenses is exempt upto Rs 15,000

c. Tiffin / lunch allowance

Tiffin / Lunch Allowance paid in cash is fully taxable but Cost
of lunch provided to employees on their workplace or even lunch
coupons redeemable with restaurants is a tax-free perquisite subject to
fulfillment of certain conditions prescribed by the CBDT.

d. Transport allowance

Any allowance or benefit given to meet the expense wholly and
necessarily in the course of employment is fully exempt under section
10(14) subject to the assessee presenting the proof in this regard.

Under Rule 2BB ,Transport or conveyance allowance paid to
meet conveyance expenses of the employee from place of residence to
place of work and back is exempt upto Rs 1600 per month ( Rs 3,200
in case of a handicapped employee) .

For example, if A is in receipt transport allowance @ Rs 2,000
per month, Rs 400 per month (Rs 2000-Rs 1,600) will be included in
total income of A

e. Other allowances for official purposes

Under section 10(14) allowances (other than conveyance
between residence and office) are exempt to the extent of amount
actually spent from those allowances by the employee in meeting the
official expenses.

For example, where an employee receives uniform allowance
of Rs 5000 and sends Rs 4000 on uniforms, then Rs 4,000 actually
spent will be exempt and unspent sum of Rs 1000 will be taxable in the
hands of the employee.

Some other examples of the allowances paid for meeting
expenses incurred exclusively in performance of official duties are
travelling allowance, daily allowance, conveyance allowance, helper
allowance, research allowance.

f. Education allowance:
Education Allowance given to meet the education expenses of
the employee’s is taxable in hands of employee. However, under rule
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2BB a sum of Rs 100 per month per child per year (Rs 300 if the child
stays in a hostel) subject to maximum of two children is allowed as
exemption from such allowance received by the employee.

g. Out of station allowance

An allowance granted to an employee working in a transport
system to meet his personal expenses in performance of his duty in the
course of running of such transport from one place to another is
exempt upto 70% of such allowance or Rs.6000 per month, whichever
is less.

3.6 TAXABLE VALUE OF PERQUISITES

1. Definition and Meaning of Perquisites

Under section 17(2), value of perquisites allowed to an employs
is chargeable to tax, but it does not define the term. In normal
commercial parlance, perquisites denote any casual emoluments or
benefits attached to an office or position in addition to salary or wages.
Perquisites are normally allowed in kind - not in cash; and are
measurable in monetary terms.

2. Taxability of perquisites

Perquisites are included in taxable salary only if they are:
-allowed by an employer to an employee,

-allowed during the continuation of employment,

-directly dependent on service,

-resulting in personal advantage to the employee; and
-derived by virtue of employer’s authority.

3. Taxable perquisites
Sec. 17 (2) provides the following list of taxable perquisites:

i. Value of rent-free accommodation provided to the employee by
the employer.

ii. Value of concession in rent in respect of accommodation provided
to the employee by his employer.

iii. Value of any benefit or amenity granted free of cost or at a
concessional rate in any of the following cases:

a) by acompany to an employee who is a director thereof

b) by a company to an employee who has substantial interest in
the company

c) Dby any employer to an employee who is neither is a director,
nor has substantial interest in the company, but his monetary
emoluments under the head ‘Salaries’ exceeds 50,000 rupees.

iv. Any sum paid by the employer towards any obligation of the
employee

v. Any sum payable by employer to effect an assurance on the life of
assessee

vi. The value of any other fringe benefit given to the employee as may
be prescribed.
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4. Classification of Perquisites
As per section 17(2), perquisites are of three broad categories :

Perquisites taxable in all cases
Perquisites not taxable at all
Perquisites taxable only in the hands of specified employees.

A. Perquisites taxable in all cases:

The following perquisites are taxable u/s 17(2) in the hands of all
type of employees, whether specified or not:

1. Value of Rent free house provided by employer

2. Value of house provided at concessional rate

3. Any obligation of employee discharged by employer e.g. payment
of club or hotel bills of employee, salary to domestic servants
engaged by employee, payment of school fees of employees’
children etc.

4. Any sum paid by employer in respect of insurance premia on the
life of employee

B. Perquisites, which are tax-free for all the employees

Section 17 specifically states that the following will not be

taxable in the hand of the employees :-

a. Medical benefits within India

Exempted medical benefits within India, include:-

1.

ii.

iii.

1v.

Medical treatment provided to an employee or any member
of his family in a hospital maintained by the employer.

Any sum paid by the employer in respect of any expenditure
incurred by the employee on medical treatment of himself
and members of his family:

In a hospital maintained by government or local authority or
approved by the government for medical treatment of its
employees.

In respect of the prescribed diseases or ailments in any
hospital approved by the Chief Commissioner.

If the ordinary medical treatment of the employee or any
member of his family is done at any private hospital, nursing
home or clinic, the exemption is restricted to Rs.15000.

b. Medical benefits outside India

Exempted medical Treatment outside India includes :

1.

ii.

Any expenditure incurred by employer on the medical
treatment of the employee or any member of his family
outside India.

Any expenditure incurred by employer on travel and stay
abroad of the patient being the employee or member of his
family and one attendant who accompanies the patient in
connection with such treatment, shall be exempt to the
following extent :
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(i) The expenditure on medical treatment and stay abroad shall
be exempt to the extent permitted by the Reserve Bank of
India.

(i) The expenditure on travel shall be exempt in full provided
the gross total income of the employee (including this
expenditure) does not exceed Rs.2,00,000.

c¢. Medical Health Insurance within India

Exempted perquisites in respect of medical Health Insurance
include:-

i. Premium paid by the employer on health insurance of the
employee under an approved scheme u/s 36(1)(ib)

ii. Premium on insurance of health of an employee or his
family members paid by employer on any scheme approved
under section 80D (Mediclaim).

d. ESOP or Sweat Equity

Any benefit provided by a company free of cost or at a
concessional rate to its employees by way of allotment of shares,
debentures or warrants directly or indirectly under any Employees
Stock Option Plan or Scheme ESOP/ESOS of the company offered
to such employees in accordance with the guidelines issued in this
behalf by the Central Government. However, the difference
between the fair Market Value and the issue price will be treated,
when such equity is issued at concessional price, as the taxable
perquisite value of ESOP

e. Transport

Amenity or benefit granted or provided free of cost or at
concessional rate for use of any vehicle provided by a company or
an employer for journey by the assessee from his residence to his
office or other place of work, or from such office or place to his
residence,

f. Refreshments

Refreshment provided by an employer to the employee during
working hours in office environment.

g. Others

IS

. Value of Leave Travel Concession in India.

s

Amount spent by the employer as its contribution to staff
welfare schemes.

c. Laptops and computers provided for personal use.

d. Rent free official accommodation provided to a Judge of High
Court or Supreme Court or an  official of Parliament including
Minister and Leader of Opposition in Parliament.

e. Recreational facilities extended not to a particular employee but
to a class of employees.

f. Amount spent on training of employee or fees paid for refresher
course.
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g. Telephone provided to an employee at his residence.

h. Goods manufactured by the employer sold to employees at
concessional rates

i. Allowances to employees of UNO

Since FBT has been discontinued, value of cars and other
perquisites will be taxable in the hands of the employees.

C. Perquisites taxable by specified employees only

Under section 17(2)(iii) the value of any benefit or amenity
granted or provided free of cost or at concessional rate specified
employees only will be taxable. Specified employee means an
employee who is-

e adirector of the employer ;or

e who has a substantial interest i.e. more than 20 % voting
power in the company; where he is employed or

e any other employee (of any employer including a company)
whose income under the head salaries exceeds fifty
thousand rupees

Salary for this purpose means salary due from, or paid or allowed
by, one or more employers, exclusive of the value of all benefits or
amenities not provided for by way of monetary payment,

The taxable perquisites are:-

1. Free supply of gas, electricity or water supply for household

consumption;

2. Free or concessional educational facilities to the members of

employee’s household;

3. Free or concessional transport facilities;

4. Sweeper, watchman, gardener, personal attendant; and

5. Any other benefit or amenity

3.7 VALUATION OF PERQUISITES:

Perquisites are benefits granted in kind. Hence, monetary value

of the perquisites taxable in the hands of the employee is required to be
determined. Broad principles for determining the value of taxable
perquisites are stated as under:-

a)

b)

The amount actually spent by the employer will be the f taxable
value of perquisite allowed entirely for personal benefits of the
employee.

Taxable value of the perquisite allowed to an employee for
official purposes only shall be nil and perquisites will not be
taxable in the hands of employee.

Taxable value of the perquisites allowed partly for personal and
partly for official purpose, will be an amount of perquisites
reasonably used for personal purposes.
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Actual valuation rules NOT IN the syllabus, general principles
for valuation of perquisites are given for information

a. Accommodation & Furniture

Valuation of furnished and unfurnished accommodation is
made according to Valuation Rules. If the employer owns the
furnishings, then 10 per cent of the cost will be added to the value of
accommodation.

b. Transport
Broadly, no perquisite value is taken in the hands of individual
employees in case where :-
e common transport such as bus provided to all the employees;
or
o the employer is in the transport business; or
e a car is provided only for official use or for the purpose of
travel from residence to office.

In other cases, a reasonable cost of such transport facilities will
be treated as taxable value of perquisites in respect of such facilities

In case of a car owned by the employer is provided to an
employee exclusively for his personal uses, the taxable amount will be
determined by taking reasonable expenses incurred by the employer on
the car maintenance and depreciation on the car as per income tax
rules.

If such car is used both for private and official purposes, then a
reasonable proportion of the perquisite value relatable to the personal
use will be taken as the taxable value of the car perquisite in the hands
of the employee.

c. Domestic servant
Salary of domestic servants of employer paid by the employer,
perquisite value will be taken as per rules.

d. Gas, water or electricity:

1. Taxable perquisite of providing supply of gas, water, or
electricity will be nil, if the employer himself is engaged in the
business providing these facilities.

il. If the employer is not in the business of supply of gas, water or
electricity, then the amount spent by the employee in providing
the facilities to the employee will be the taxable value of
perquisites in the hands of the employee provided the entire
facilities are for the personal use of the employees only. Any
amount recovered from the employee will be reduced from the
perquisite value.

1ii. Where the connection for gas, electricity, water supply is in the
name of employee and the bills are paid or reimbursed by the
employer, it is an obligation of the employee discharged by the
employer. Such payment is taxable in case of all employees
under Section 17(2)(iv)

59



e. Educational facilities:

i. Taxable perquisite value of education provided by an employer
being a school, college or educational institution, will be nil.

ii. If the employer is not a school, college or educational institution,
but is engaged in some other business or profession, the value of
school fees or colleges fees of the children of the employee paid by
the employer will be the taxable value of perquisites in respect if
such facility.

iii. If the children of the employee are allowed free education in an
institute run by the employer where the employer is engaged in
other activities, then the value of the perquisites is reasonable cost
of education and deemed by the income tax officer in the hands of
specified employees.

f. Medical facilities

(i) A sum up to Rs 15000 paid by the employer to the employee by
way of reimbursement of medical expenses of the employee and
his family will be exempt perquisite in the hand of the employee.
Any payment made in excess of Rs 15000 will be taxable.

(ii) If the treatment is taken in a government approved hospital or
recognized hospital, or in government hospital, no value will be
taken as the perquisite value in respect of such medical treatment
reimbursement.

(iii) If the medical treatment is done outside India, then up to the
amount approved by the RBI for such treatment, no perquisite
value will be added to the taxable income of the employee. If
payments made by the employer to the employee in this
connection exceed the amount approved by the RBI, then such
excess will be treated as taxable salary in the hands on of the
employee.

(iv) If the employer himself is a medical institution, provision of
medical facilities will not attract any tax in the hands of the
employee.

In other words, if an employer’s own institution provides
transport, education or medical facilities, there will be no taxable
perquisite value in the hands of the employee.

3.8 PROFITS IN LIEU OF SALARY

As per section 17 (3), profit in lieu of salaries includes:
1. Compensation for Termination of Employment or modification
of Terms & Conditions

The amount of any compensation due to or received by an assessee
from his employer or former employer at or in connection with the
termination of his employment or the modification of the terms and
conditions relating thereto;
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2. Payment from Employer from PF or Other Fund

Any payment (other than any pension, gratuity, HRA,
Retrenchment compensation, etc) due to or received by an assessee
from an employer or a former employer or from a provident or other
fund , to the extent to which it does not consist of contributions by the
assessee or interest on such contributions.

3. Keyman Insurance Policy
Any sum received under a Keyman insurance policy including
the sum allocated by way of bonus on such policy.

4. Sums Received from Future or Former Employer

Any amount due to or received, whether in lump sum or
otherwise, by any assessee from any person -

(A) before his joining any employment with that person or
(B) after cessation of his employment with that person.

5. Payment of Employee’s Obligation Employer

Any sum paid by the employer in respect of any obligation
which, but for such payment, would have been payable by the
assessee;

6. Payments from Certain Funds :

Any sum payable by the employer, whether directly or through
a fund, other than a recognised provident fund or an approved
superannuation fund or a Deposit-linked Insurance Fund established
u/s 3G of the Coal Mines Provident Fund and Miscellaneous
Provisions Act, 1948 or u/s 6C of the Employees Provident Fund and
Miscellaneous Provisions Act, 1952 to effect an assurance on the life
of the assessee or to effect a contract for an annuity;

7. Treatment of Annual Accretion to Provident Fund;

Provident Funds are established to provide for the retirement
benefits of the employees. The Scheme of funds envisages annual
contributions from both the employer and the employee and the
accumulation of interest on the balances. The funds are of three types,
Viz.

i. Statutory Provident Fund set up or established and administered
by the Government.

ii. Recognised Provident Fund set up by others but recognised by the
Commissioner of Income Tax

iii. Unrecognised Provident Fund set up by others but not recognised
by the Commissioner of Income Tax due to non- compliance
with the guidelines laid down for recognition.
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The above position is summarised in the following table:

Tax Treatment under Different Provident Fund Schemes(PF)

Type of | Employer’s Interest on PF | Payment on
Fund Contribution Retirement
Statutory Exempt Exempt Exempt

Recognised Exempt upto 12% of | Exempt up to | Exempt
Basic Salary, Excess | notified rate. | subject to

taxable Excess rules
Taxable
Unrecognised | Exempt Exempt Employers’
Contribution
&  interest
taxable

Other Points

1. Employer’s Contribution to all the three funds is exempt at the time
of contribution.

2. If the P.F. is deducted from the salary of the employee, salary will
have to be grossed up in all the three cases.

3. Employees’ Contribution when received back on retirement is
exempt in all the three above mentioned cases.

4. Interest on Employees’ Contribution from Unrecognised Provident
Fund will be treated as Income from Other Sources.

8. Transferred Balance:

When an unrecognised provident fund 1is subsequently
recognised, the balance standing in the unrecognised provident fund
are transferred to the Recognised Provident Fund is called transferred
balances and deemed to be the salary income of that year as per
section 17 (1). Such amount to the extent such balance comprises of
employees’ contribution in excess of 12% of basic salary and interest
credited in excess of 8.5% p.a.

3.9 DEDUCTIONS FROM SALARIES

The income chargeable under the head "Salaries" 1i.e. the
aggregate of taxable amounts chargeable as taxable salary viz. salary,
bonus , allowances and perquisites shall be computed after making the
following deductions under section 16:—

a) Standard Deduction
A deduction of rupees 50,000 or the amount of the salary,
whichever is less; (With effect from A.Y. 2020-21)

b) Entertainment Allowance
A deduction in respect of any entertainment allowance specifically
received by a government employee, a sum equal to one-fifth of
his basic salary or Rs. 5,000 whichever is less;
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c) Profession Tax:

A deduction of any sum paid by the assessee on account of a
tax on employment ( profession tax) leviable by or under any law by
the state government.

Other than that, no further deductions are allowed under this head.

3.10 ILLUSTRATIONS

1) R, a Chartered Accountant was appointed as Finance Manager with
ABC Bank on 01/04/2012 in the Salary grade of Rs. 12000 — 500 —
20000 — 1000 — 30000.

He was entitled to Leave Travel Concession for proceeding on
leave of Rs. 4000. His actual expenditure on this account amounted to
Rs. 5000.

As the bank is situated at a place where home food is available,
R was offered Tiffin Allowance Rs. 6000, His actual Iunch expenses
amounted to Rs.10,000

Reimbursement of medical expenses for treatment of R and his
family in private clinic was Rs. 50,000

The Bank has provided free unfurnished flat at Mumbai (rent
paid by Bank: Rs.80,000). However, the perquisite value of that Flat
was Rs. 30000.

The employer provided two watchmen (salary Rs. 2000 per
month each).

Free use of car for official use, car can be used for journey
between office and residence.

Free refreshments provided at place of work (Rs. 100 per day
for 200 days).

Compute Salary Income for the assessment 2021-22

Solution:

Computation of Salary Income of R for AY 2021-22 (F.Y. 2020-21)
Particulars Rs.
Basic salary (Rs 12,000 + 8 increments of Rs 500 p.a. 1,92,000
Leave Travel Concession (Exempt) NIL
Tiffin Allowance ( Taxable) 6,000
Medical Expenses Reimbursed (50000 — 15000) 35,000
Rent Free Accommodation (Given) 30,000
Watchmen’s Salary (2000 * 2 *12) 48,000
Santro Car only for Office use NIL
Free Refreshments at workplace NIL
Taxable salary 3.11.000
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2) X is in negotiation with two employer A &B, who have made the
following offers to X. Help him in making an appropriate choice.

Particulars Rupees
A B

Basic Salary 500000] 50,0000
HRA — Actual Rent Rs. 200000 25,0000 0
Free House —fair rental value 50000 0] 250000
Transport Allowance 100000 0
Free Use of Car — Amount spent 100000
Education Allowance for one child 5,0000 0
Free Education for 1 child. Amount spent 0 50000
Gardener Allowance 60000 0
Gardener’s salary paid by employer 60000
Salary 960000 960000
Solution

Taxable salary from employer A

Basic Salary 500000
HRA (Actual) 250000

Less : Exempt 150000 | 100000
(HRA or 50 per cent of salary or Rent paid less

10 per cent of salary 200000- 10% of 500000)

Education Allowance 50000

Less : Exempt (100*12) 1200 48800
Gardener Allowance 60000
Transport Allowance 100000

Less : Exempt (800*12) 9600 90400
Taxable Salary 799200
Taxable salary from employer B
Basic Salary 500000
Free House Value 50000
Free Education for 1 child 50000
Gardener's Salary(120 * 12) 1440
Free Car 100000
Taxable Salary 851440

Taxable salary will be less with B, He should be preferred to A .
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3) XY Ltd offers a job with following options to M, who is neither a
director nor he has substantial interest in the company:

PARTICULARS ! 1
Rs. Rs.
Basic Salary 1,70,000 | 1,70,000
Bonus 6,000 6,000
Education Allowance for 2 children 10,200 -
Education facility for 2 children in an
Institution maintained by the employer -- 10,200
Sweeper Allowance 10,000 -
Free Sweeper -- 10,000
Entertainment Allowance 6,000 -
Club Facility -- 6,000
Conveyance Allowance for personal use 12,000 --
Free Car Facility for Personal Use -- 12,000
Medical Allowance 18,000 -
Medical Facility for M and Family Members
in own hospital - 18,000
Free gas, electricity and water supply -- 4,500
Fair Rent Rent-free unfurnished house: 24,000 24,000

Which option M must choose on the assumption that he and XY Ltd.
will both contribute 10% of salary towards unrecognised PF?

SOLUTION:
PARTICULARS ! -
Rs. Rs.
Income from Salary
Basic Salary 1,70,000 | 1,70,000
Bonus 6,000 6,000
Education Allowance (10,200 - 2,400) 7,800 | Exempt
Education Facility --| Exempt
Sweeper Allowance/Facility 10,000 --
Entertainment Allowance/Club Facility 6,000 6,000
Conveyance Allowance/Car Facility 12,000 | Exempt
Medical Allowance/facility 18,000 --
Allowance for gas/electricity/water/free
facility 4,500 -
Rent free unfurnished house 13,430 7,600
Gross Salary 2.47,730 | 1,89,600

Taxable income is lower in option II, it should be preferred.
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3.11 SELF ASSESSMENT QUESTIONS

ARSI

7.

What is Salary?

Discuss the difference profits in lieu of salary and perquisites.
Discuss various deductions available under the head salary.
Discuss the tax treatment of the perquisites for different employees.

Non- specified employees pay less tax than specified employees.
Comment.

Rajesh is an employee of ABC Ltd. Since 1997, he is receiving
entertainment allowance of Rs. 500 p.m. He submits following
further information as on 31.03.2021 with the request to compute
his taxable salary.

a) Net Salary of Rs. 4,000 p.m. (including entertainment
allowance of Rs. 500 p.m. but after deducting income tax Rs.
500, Provident Fund Rs. 500 and Profession tax Rs. 70)

b) He is provided car for his exclusive use during office hours for
office work. The petrol and other maintenance expenses come
to Rs. 12,000 p.a.

c) Receives Leave travel concession for himself and his family for
proceeding on leave to hometown of Rs. 5,000 as prescribed,
while actual amount spent by him was Rs. 3,500.

d) During the year, he received free services of a cook. (Cost to
the employer Rs. 4,400)

e) Received Rs. 8,000 on encashment of leave to his credit.

Rita , an employee of R India Ltd covered by the Payment of
Gratuity Act, 1972, retired on 31 January 2021 after 35 years and 7
months’ service. At the time of retirement her employer paid
gratuity of Rs. 65,000 (exempt uw/s 10(10) Rs. 51,000). She
received Rs. 50,000 being the accumulated balance of recognised
Provident Fund. The due date of salary etc was 1* day of the next
month and were paid on due date. She was entitled to a monthly
pension of Rs. 400 with effect from 1% day of February 2021,
which becomes due on the last day of the month. Compute her
total income for A.Y. 2021-22.

Compute the taxable income of Hitesh for the AY 2021-22.on the
basis of the following further information:

(A)Basic Salary Rs. 2,5000 p.m.

(B) House Rent Allowance Rs. 4000 p.m. Taxable value is 50% of
the amount received.

(C) Project Allowance paid during the year Rs. 12,000.
(D)Bonus paid during the year Rs. 3,6000.

(E) In retirement, on encashment of earned leave at his credit of 15
months he received Rs. 37,500. (Exempt u/s 10(10AA) Rs.
24,600)
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9. Suhas submits the following information pertaining to the year
31.3. 2021 and asks you to compute his income from salaries for
the AY 2021-22.

a) Basic Salary Rs. 5,000 p.m.
b) Dearness Allowance Rs. 3,000 p.m.
c) Bonus @ 20% on salary plus Dearness Allowance

d) Employee contribution 12.5% of basic salary +DA to RPF
Employer also contributes an equal sum.

e) Interest on balance credited to his RPF @ 14% p.a. Rs. 17,500
f) House Rent Allowance Rs. 10,000 p.a.
g) Profession tax paid by employee Rs. 840.

He retired from services on 31.3.2021 opting for commutation of
pension @ 60% and received Rs. 2,40,000 as the only terminal benefit.
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4

INCOME FROM HOUSE PROPERTY
(SECTIONS 22- 27)

Unit Structure

4.1 Introduction and Objectives

4.2 Basis of Charge

4.3  Deemed Owner

44  Income Exempt U/s 10

4.5 Computation of Income from House Property

[GAV, NAV SOP, deemed let out partly let-out and partly self-occupied
Co-ownership, deductions]

4.6 Miscellaneous- Arrears, Losses, TDS and other deductions
4.7 Illustrations
4.8 Self - Examination Questions

4.1 INTRODUCTION AND OBJECTIVES

This lesson explains the complex provisions related to “Income
from house property”. Income from house Property is significantly
different from the other heads of income unlike the other heads as it
covers not only the actual income but also the notional income.

4.2 SCOPE AND BASIS OF CHARGE

2.1 Sections 22 to 27 prescribe the law in relation to taxation of
income from house property. Brief gist of these provisions is as follows :
Section 22 defines the scope of Income from House Property.
Section 23 gives the mode of computation of income,

Section 24 specifies the amounts deductible therefrom.

Section 25 deals with the amounts not deductible.

Section 26 deals with the income of co-owners of a property.
Section. 27 gives the cases where a person not being an owner of
the property will be taxed as the deemed owner of such property.

2.2 Section 22 provides that Annual Value of property consisting of
any building or lands appurtenant thereto of which the assessee is the
owner, shall be chargeable under the head Income from House Property.
The section specifically excludes property occupied for the purpose of
assessees own business or profession.
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2.3 An analysis of the section brings about the following attributes to
attract chargeability under the head the income from house property :-

(a) The head “Income from House Property” extends to a property
being a building or land appurtenant or adjacent thereto.

‘Building means any habitable four-wall structure covered by a
roof. It is immaterial whether the building is residential or commercial
such as warehouse, office or factory godown, wedding hall, auditorium,
business centre, etc.

‘Land appurtenant’ means the land connected or adjacent to the
building e.g. open space, approach roads, courtyard, compounds,
courtyards, backyards, playgrounds, parking spaces, etc.

(b) Income from any other property e.g. rental Income from a vacant
plot of land is not chargeable to tax under this head unless it is
appurtenant to a building.

(©) The assessee owns the property. Only owner or deemed owner of
house property is liable to tax on income under this head.

Following points are important in this regard:

(1) Any person may be the owner whether an individual, HUF, firm,
company, cooperative society or an association of persons.

(1)) Such person is the owner of the property in the previous year.
Any subsequent change in the ownership of the property is
immaterial.

(ii1)) A tenant is not the owner of a property. Hence, income of a
tenant from sub-letting a rented property to another tenant is also
not covered under this head. It will be taxable as business income
or income from Other Sources.

(d) The property is either let-out or used for own residence. The
section specifically excludes a property used for assessee’s own business
or profession.

43 DEEMED OWNER

Section 27 provides exceptions to the principle that ownership is
the basis of charging income under the head ‘Income from House
Property” The section states that following classes of persons shall be
deemed to be the owner of a property although they may not be the legal
owner thereof.

a) When an individual transfers any property to his spouse or a
minor child other than a married daughter for inadequate consideration,
such individual shall be treated as deemed owner of that property.
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In such cases although the legal owner of the property is the spouse
or the minor child, the transferor shall be treated as owner for the purpose
of charging income under the head income from house property.

b) The holder of an impartible estate is deemed to be the owner of
the entire property. E.g., an HUF jointly holding a property on behalf of
all its members shall be deemed to be the owner of such property although
the property may be in the name of an individual member of family.

¢) A member of co-operative society, company or other
association of persons to whom a building has been allotted under a
house building scheme of society will also be deemed to be the owner of
that property.

d) A purchaser, who has received possession of a property in part
performance of a contract within the meaning of section 53A of the
transfer of property Act is deemed to be the owner of that property
despite the fact that the agreement for buying of property has not been
registered with the appropriate authority.

e) A person being a lessee, who has acquired right by way of long-
term lease of property for period of more than 12 years, is deemed to be
the owner of such property and income from that property will be
chargeable as the income from house property. This provision is not
applicable on any right by way of a lease renewable from month to month
or for a period not exceeding one year.

4.4 HOUSE PROPERTY INCOME EXEMPT U/S 10

Section 10, 11 and 13 prescribe exemptions in respect of Income
from house property of certain institutions, organisations or persons or in
certain circumstances. Some of such exemptions are as under:

1. A farmhouse used for agricultural purpose section- 10(1)
ii. Income of one Palace of an ex- Ruler - section 10(19A)
iii. A local authority section - 10(20)
iv. A scientific research association -section 10(20),

v. An Institution for development of Khadi & Village Industries -
section 10(23BB)

vi. Khadi & Village Industries Board -section 10(23BB)

vii. A body for administration of charitable & religious trusts &
endowments -section 10(23BBA)

viii. Approved funds, educational institutions or hospitals -section
10(23C),

ix. A trade union or association of trade union- section 10(24)
x. Resident of Ladakh district -section 10(26A)
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xi. Statutory corporations/ other institution or association finance by the
government for promoting the interests of the members of the
scheduled caste and scheduled tribes- section 10(26B)

xii. Co-operative society for promoting the interests of the members of
the scheduled caste and scheduled tribes- section 10(27)

xiil. A Property held for charitable purposes -section 11
xiv. A political party -Section 13

Besides , under Section 22 a property used for own business or
profession such as letting out property to paying guests, employees’
quarters, residence of partners or directors is excluded from the income.
If such property yields any income, it will be chargeable as business
income and not house property income.

Under section 23(1) one self- occupied property of an individual or
a HUF assessee is exempt. This benefit is not available to a property
which is let out nor to non-living entities like firms, companies, etc.

45 COMPUTATION HOUSE PROPERTY INCOME

Section 23 lays down the methodology for computing the income
from house property. Under the section, first step is to determine the
annual value of the house property.

Section 24 provides for deductions to be made from the annual
values determined u/s 23,

These provisions are explained below:

5.1 Annual Value

Section 2(22) defines annual value ‘“as the annual value
determined under Section 23. The section assigns no definitive meaning
to the term annual value. Hence, the term annual value is to be construed
in common parlance.

‘Annual value’ refers to the inherent capacity of a property to earn
income or the amount for which the property may reasonably be expected
to be let out from year to year.

Thus, it is not the receipt of the actual rent but the capacity of the
property to fetch rent which is determinant of its annual value. This
implies that a property need not necessarily be let out. Annual value of a
property depends the use of the property- self occupied, let out or partly
vacant etc.

The provisions of section 23 for determination of annual value are
given below:
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5.2 Determination of Gross Annual Value [GAV]

As per section 23(1)(a), Annual value of a property is higher of the
two viz.:-

a) Actual rent (AR), or

b) Reasonable lettable value (RLV).

Actual rent [AR] means the rent received or receivable if the property is
actually let out by the owner ; and

Reasonable lettable value [RLV] means the expected rent, which the
property might reasonably be expected to yield from year to year. It is not
necessary that a property must be let out. Where a property is not let out ,
RLV may be estimated based on the following factors:

1. Fair rent or the rent of similar properties in the same locality. The
fair rent may be different in different circumstances or different
contractual obligations.

ii. Municipal ratable value is the value of the property fixed by the local
authorities for the purposes of assessment of local taxes payable. It is
normally based on the market rent receivable in respect of a property
and is therefore considered as a reliable yardstick to determine the
reasonable letting value of the property.

iii. Standard Rent is the rent fixed under the Rent Control Act to control
or limit the prevailing rents in a locality. The landlord cannot charge
more rent than the limit fixed under the law. However, the landlord
is free to charge lower rent than the rent fixed under the law. Thus,
actual rent can be more or less than the fair rent but can never exceed
the standard rent.

The following diagram depicts the legal position:
Gross Annual Value-GAV
v Higher of the two
Actual rent Reasonable lettable value -RLYV
v Highe(r of the two
Fair rent Municipal value
Cannot exceed Standard Rent

Illustrations

1. Find out the Gross Annual Value from the details given in respect of a
premises:

Actual Rent: Rs 10,000 per month.

Rent of similar premises in the area Rs. 15,000 per month.
Municipal ratable value Rs. 8000 per month

Standard Rent fixed under the Rent Control Act. Rs. 12,000 p.m.
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Solution:

Rs Rs
Actual rent :Rs 10,000 p.m. 1,20,000
(a) Fair rent: Rs. 15,000 p.m. 1,80,000
(b) Municipal ratable value @8000 p.m. 96,000
Higher of the (a) and (b) — fair rent 1,80,000 z
Standard Rent Rs 12,000 p.m. 1,44,000
Fair rent cannot exceed the Standard Rent. Reasonable lettable
value RLV restricted to: 1,44000
Gross Annual Value Higher of two 1,44,000

2. What will be the GAYV if the Standard rent Rs. 18,000 p.m.?

Solution:
Rs Rs

Given Actual Rent: Rs 10,000 p.m. 1,20,000
(a) Fair rent - Rs. 15,000 p.m. 1,80,000

(b) Municipal ratable value: Rs. 8000 p.m. 96,000

Higher of the (a) and (b) — Fair Rent 1,80,000

Standard Rent Rs 18,000 p.m. 2,16,000
Reasonable Lettable Value RLV 1,80000
Gross Annual Value Higher of the Two 1,80,000

Standard rent being only a limiting factor is ignored.

3. What will be the annual value of the property if the Actual rent in the
above case is Rs. 20,000 per month; fair rent, ratable value and standard
rent remain at the same level of Rs. 15,000, 8000 and 12,000 per month
respectively.

Solution: Rs Rs.
Given Actual Rent -Rs 20,000 per month 2,40,000
(a) Fair rent - Rs. 15,000 per month 1,80,000

(b) Municipal ratable value@8000 p.m. 96,000

Higher of the (a) and (b) — Fair Rent 1,80,000

Standard Rent Rs 12,000 per month 1,44,000

Fair rent cannot exceed the Standard Rent Reasonable Lettable 1,44000
Value RLV restricted to
Gross Annual Value (Higher of two ) 2,40,000

5.2. Comparison of RLV and AR

Gross annual value is the higher of the two values, namely the rent
received or receivable as compared with the reasonable letting value.
Such comparison may throw two possibilities viz:- Actual rent received/
receivable is more than the reasonable letting value. In such a case, actual

rent will be the Gross Annual Value u/s 23(1) (b). OR
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(a) Conversely, the reasonable letting value is more than the actual rent
received/ receivable. In this case if the reason for deficiency or
shortfall between the actual rent the reasonable letting value is :

I. Vacancy only and no other reason, such lower rent will be taken as
the gross annual value u/s 23(1)(c) or and

II. Any other reason, reasonable letting value will be the gross annual
value.

The above position is shown in the following diagram:

Situation Gross Annual Value

Actual Rent > RLV Actual Rent

RLV > Actual Rent | Reason Vacancy | Actual Rent = GAV
Other reason RLV =GAV

5.3.  Other Important points:-

(1)  Actual rent is relevant only if the property is let out. For a property,
which remains vacant or is nor let out at all or a self- occupied
property cannot have any actual rent, reasonable letting value alone
will be the guiding factor.

(1)) The amount of rent actually received/ receivable during the previous
year will be arrived after deducting rent for the period for which the
property was vacant and unrealised rent or bad debts,

(ii) In case of composite rent, expenses on providing amenities to the
tenant such as water will be deducted to find out the actual rent.

(iv) For determining the Annual value, the actual rent shall not include
the rent, which cannot be realised by the owner. However, the
following conditions need to be satisfied for this:

(a) The tenancy is bona fide;

(b)The defaulting tenant has vacated, or steps have been taken to
compel him to vacate the property.

(c) The defaulting tenant is not in occupation of any other property
of the assessee;

(d)The assessee has taken all reasonable steps to institute legal
proceedings for the recovery of the unpaid rent or satisfied the
Assessing Officer that legal proceedings would be useless.

Ilustration
4. Find out the annual value of a house let out for @ Rs 2,000 per month.
Reasonable Lettable Value is Rs 20,000.

Solution:

Annual value will be the actual rent of Rs 24,000 because it is
higher than the reasonable lettable value of Rs 20,000.

74



5. What will be the GAYV if the reasonable lettable value is Rs 30,000 but
the actual rent is Rs 2,000 per month?

Solution:
Annual value will be the reasonable lettable value i.e. Rs. 30,000
being higher than the actual rent of Rs. 24,000,

6. A house was let out on a monthly rent of Rs. 20,000 for 8 months only.
Remaining 4 months it remained vacant. Reasonable lettable value of the
house is Rs. 2,40,000. What would be its annual value?

Solution:

Actual rent is Rs. 1,60,000 for 8 months . However, RLV is Rs.
2,40,000 for the full year. There is a shortfall of Rs. 80,000 compared to
the reasonable lettable value.

Actual rent for full year will Rs. 2,40,000, if there is no vacancy .
Since the shortfall of Rs .80,000 is solely on account of vacancy, the gross
annual value will be Rs. 1,60,000 being the actual rent.

6.1 Computation of net annual value:
Section 23 classifies the house properties into different categories
as discussed below:

A) Self-occupied business properties:

Income from house property used for own business or profession is
exempt from tax. If any rent or other income is generated from such
property, the same should be treated as business income. Similarly,
municipal taxes, repairs, insurance premium, and other expenses incurred
on such property etc. will be admissible as business expenses.

B) Self-occupied Residential Properties (SOP):
Following are the provisions in respect of the annual value of a self-
occupied residential property .

a) Annual value to be taken as NIL

Under Section23(2) annual value of a house or part of a house
which is in the occupation of the owner( self- occupied property) for the
purposes of his own residence shall be taken to be nil.

The exemption will be available in respect of a property which
cannot actually be occupied by the owner by reason of the fact that owing
to his employment, business or profession carried on at any other place
and he has to reside at that other place in a building not belonging to him

b) Exceptions- Section 23(3)
The exemption will not be available in following two cases:-
a) If the house or part of the house is actually let during the whole or
any part of the previous year; or
b) any other benefit therefrom is derived by the owner.
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¢) More than one properties — Section 23(4)

Where the self-occupied property consists of more than one house,
then the exemption shall be available only in respect of one of such
houses, which the assessee may, at his option, specify in this behalf.

The annual value of the other house or house shall be determined if
such house or houses had been let out.

In other words, where the assessee owns more than one self-
occupied properties, the assessee, at his option, may choose any one
property as self-occupied by him.

The remaining properties will be deemed or assumed to have been
let-out (DLP) even if they are occupied by him and not actually let out.
Annual Value of such properties deemed to have been let-out will be
determined based on their notional rental value as if the properties were
let-out even if no rent has actually been received by the assessee.
Deductions u/s 23 & 24 will be allowed in the normal manner on such

property.

d) Exemption only to individuals and HUFs:
This exemption is available only to individuals and HUF's. Other
non- living persons cannot avail this exemption.

e) No Deductions allowed from SOP except Interest:

Where the annual value of a SOP is taken as nil, no deduction will
be allowed from such annual value u/s 23 or 24 except in respect of
interest paid or payable on borrowed funds. In other words, municipal
taxes will not be allowed as deduction while computing, nor repair
allowance of 30% of annual value will be allowed u/s 24.

f) Provisions regarding deduction of interest : -
Following is the gist of provisions in respect of deduction of
interest on borrowed capital from income from house property:-

i) Amount of deduction

Deduction in respect of the amount of any interest payable on capital
where the property has been acquired, constructed, repaired, renewed or
reconstructed with borrowed capital will be allowable .The amount of
deduction will be restricted to actual amount subject to following limits:-

a) Rs 30,000 if the amount was borrowed prior to 01-04-1999 to acquire,
construct, renew or restructure the property.

b) Rs 30,000 if the amount is borrowed after 01-04-1999 for repairs of
the house property

c) Rs 2,00,000 if the amount was borrowed after 01-04-1999 to
borrowed

(1) to acquire or construct the property and
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(i1) such acquisition or construction of the property is completed
within 3 years from the end of the financial year in which
capital was borrowed,

ii) Pre-construction interest

Interest payable on capital borrowed to acquire or construct the house
property , for the period prior to the previous year in which the property
has been acquired or constructed, will be allowed as deduction in five
equal instalments beginning from that previous year and for each of the
four immediately succeeding previous years:

iii) Interest allowed under other provisions :
Amount of interest will be reduced to the extent it is allowed under
any other provision of the Act.

iv) Interest on new loan to pay old loan

Where the assessee, subsequent to the capital borrowed for
construction or acquisition etc. of property takes a new loan to make
repayment of old loan, interest payable on such new loan will also be
allowed. However, any interest payable on interest will not be allowed as
deception .

v) Accrual basis
Interest on capital borrowed is allowed as deduction when it is
accrued. Actual payment during the previous year is not necessary.

vi) Other provisions:

a) Brokerage or commission paid to arrange a loan for house
construction is not allowed as deduction.

b) Interest payable on loan taken for construction etc. of a property is
allowed and not on any loan taken for payment of interest.

c) Any loss arising under the head ‘income from house property’ may be
set-off against the other heads in the same assessment year for a
period of 8 years from the year of loss.

d) The assessee is required to furnish a certificate, from the person to
whom any interest is payable on the capital borrowed, specifying the
amount of interest payable by the assessee for the purpose of such
acquisition or construction of the property, or, conversion of the whole
or any part of the capital borrowed which remains to be repaid as a
new loan.

INTERST ALLOWABLE ON LOANS TAKEN
Before AFTER 01/04/199
01/04/1999
Rs 30,000 | For Acquisition or | For Renovation or Repairs
Construction
Rs 2,00,000 Rs 30,000
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Ilustrations

7. Find out the interest deductible U/s 24 for A.Y. 2021-22, if A borrows
Rs. 25,00,000 @ 6% p.a. on 01-04-2017 to construct a Bungalow for own
residence completed in May ,2020.

Solution:

The Bungalow is constructed within three years of taking the loan,
Rs.1,50,000 will be allowed out of interest payable Rs. 2,50,000. Interest
paid in F.Y 2017-18, 2018-19 and 2019-20 Rs 4,50,000 will be allowable
in five equal instalments of Rs 90,000 for five years beginning from A.Y.
2021-22 Total deduction will be limited to Rs 2,00,000.

8. Determine the amount of interest allowable in the above illustration if
the money was borrowed in 1998.

Solution

The deduction would be restricted to Rs. 30.000.
9. What would be amount of deductible interest if the loan was used for
repairs of the bungalow?

Solution
The deduction would be restricted to Rs. 30.000.
10.  If the construction of the Bungalow was completed in June 2015,

what would be the amount of deductible interest?

Solution:
The construction is not completed within three years of taking
loan, the deduction will be restricted to Rs 30,000.

1) Let-out Properties (LOP)

Following principles will be applicable for determination of annual
value of properties let out including deemed to be let out self-occupied
properties (DLP)

5.5.1 Net Annual Value (NAV)

Net annual value of a let-out property value (NAV) is arrived at
by deducting Municipal taxes paid by the owner from GAV- (Proviso to
S. 23(1). Municipal taxes paid or borne by the tenant are not deductible.
Municipal taxes are taken on cash basis and not accrual basis.

NAV= [GAV] - [Municipal Taxes paid by the Owner ]

5.5.2 Deductions under section 24:

a) Standard deduction

From the net annual value (NAV), a standard deduction in respect
of repairs and collection charges is allowed to the extent of 30% of the net
annual value irrespective of whether the assessee has actually incurred the
expenses or not. However, if the repairs are borne by the tenant, this
deduction will not be allowed in the hands of the owner of the property.
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(b) Interest on funds borrowed

Interest on loan taken for acquisition, construction, renewal,
repairs or reconstruction is allowed on let-out properties without limit of
Rs 30,000/ 2,00,000 unlike in case of a SOP. The interest on loans, is
allowable on accrual basis. Similarly, pre-construction interest from the
date of the loan to the end of the previous year before the previous year in
which the house was acquired is amortized 1/5th per year for 5 years as in
case of SOP from the financial year in which the construction was
completed. .

Ilustration

11. A took a loan on 01/10/ 2010 of Rs 10,00,000 @ 10% interest p.a
for the construction of his house. The house was finally constructed on
March 31, 2013. Calculate the pre-construction period interest and also
mention the AYs in which the deduction for such interest may be allowed.

Solution

e Loan was taken on 01/10/2014

e the house constructed in F.Y. 2016-17 (A.Y. 2017-18)

e Interest for preconstruction period 01-10-2014 to 31-03-2017
2-1/2 years X Rs 10,00,000 X 10% = Rs 2,50,000.

e Interest to be amortized in five equal instalments of Rs 50,000 each
from A.Y 2017-18 till 2021-22.

6.  Property let-out and self-occupied for part of the year

A property is let-out for whole or any part of the year and self-
occupied for the remaining part of the year, shall be treated as let-out
property and computation will be made accordingly by comparing actual
rent with the fair rent for the whole property u/s 23(1). It will not be
treated as SOP as section 23(3) makes it clear the SOP shall not be let-out
for any part of the year nor should any benefit be derived from it.

7.  Property partly let-out and partly self-occupied:

If a part of the property — say one or two floors or few rooms have
been let out and another part of the property is self- occupied, then for
each portion the calculation will be made separately. Relevant expenses
like property taxes and interest will be allocated suitably for each portion
and deductions will be allowed separately for each portion.

Note the difference between properties let out /SOP for split period
and with split portion used for letting out/SOP.

8.  Co-ownership

Vide section 26 , property owned by more than one owners having
definite and ascertainable share therein, will not be assessed as an
association of persons but share of each owner shall be included in his
individual income. Supposing the co-owners themselves occupy the
property, share of each owner will be treated as nil. Each of the co-owners
would be entitled to the deduction in respect of interest subject to the limit
of Rs 30,000 or Rs 1,50,000, as the case may be.
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4.6 MISCELLANEOUS:

A. Recovery or realization of past arrears/ unrealsied rent.

As per the section 25A, which has been introduced in place of the old
sections 25A, 25AA and 25B, arrears of rent/ or any unrealised rent will
be taxable in the year when it is realised or recovered regardless of
whether the assessee does or does not own the property in the that year
and 30% deduction is allowable in that year.

B. TDS
Interest paid to a non-resident outside India without deduction of tax
at source will not be allowed as deduction.

C. Set off and carry forward of losses :

Any loss arising under the head “Income from House Property” in
respect of interest only can be set off against income arising from other
heads and the remaining loss will be allowed to be set off and carried
forward for a period of 8 assessment years

D. No other Deductions allowed;

No deduction would be available in respect of charges like electricity,
land revenue, ground rent, insurance, etc. even though they may be actual
outgoings since the standard deduction of 30% is supposed to take care of
all expenses.

4.7 ILLUSTRATIONS:

Find out the Gross Annual Value in the following cases:-

Property
Particulars I I I I\Y% VvV

Municipal Value 5000 5000f 5000] 5000f 5000
Rent Received 5200f 5200f 5700] 5700 6000
Fair Rental Value 5600 5600f 5600 5800 6100
Standard Rent under NA| 5500] 5500f 5500] 7300
[Rent Control Act]

Solution:

I II 111 v A%

Municipal Value 5000 5000 5000 5000 5000
Rent Received 5200 5200 5700 5700 6000
Fair Rental Value 5600 5600 5600 5800 6100

Standard Rent under NA 5500 5500 5500 7300
Rent Act

Gross Annual Value 5600 5500 5700 5700% 6100~
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e House I- Fair Rent being highest
e House II- fair rent Rs 5,600 limited to Standard Rent Rs 5,500
e House III: Actual Rent being higher Rs 5700

e House IV Actual rent Rs 5,700 being higher than RLV i.e. Fair Rent
Rs 5800 limited to Standard rent RS 5,500

e House V — Fair rent being the highest Rs 6100. Standard rent is only a
limiting factor, hence ignored.

12. A owns two houses, I & II. House I is let-out throughout the
previous year. House II is self-occupied for nine months and let-out for
three months on a monthly rent of Rs 5,000. Determine Taxable income,
given the following details:-

House I House II
Municipal Value 40,000 50,000
Fair Rent 50,000 48,000
Rent Received 48.000 15,000
Municipal Taxes paid 4,000 5,000
Insurance Premium (not yet paid) 2,000 2,500
Ground Rent 1,000 1,500
Maintenance Charges 3,000 3,500
Electricity Bill 5,000 6,000
Solution:
House I House II
Gross Rental Value (fair rent for house I 50,000 50,000
municipal value for house —II
Less : Municipal Taxes paid 4,000 5,000
Net Rental Value 46,000 45,000
Less : Deduction u/s 24
Repairs & Collection Charges 30% 13,800 13,500
Taxable Income 32,200 31,500

4.8 SELF EXAMINATION QUESTIONS:

1. What is annual value? How is it determined?

2. Discuss briefly the various expenses and allowances that are deductible
under the head “Income from House Property”

3. Mention the amounts which are not deductible from Income from
House Property

4. Write a short note on property owned by co-owners

5. Explain briefly (a) Owner of a house property (b) A member of a co-
operative society (c) Annual Value
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6.

7.

8.
9.

10.

11.

12.
13.

14.
15.

16.

17.

18

What do you mean by “Self-Occupied house property”? How is the
annual value of such property determined?

Explain briefly, house property “deemed to be let-out” and how the
income from such house property is determined?

Is interest paid on a housing loan out of India allowable as a deduction?

Explain with reason if the Interest paid by the assessee on borrowed
capital in the construction of the property, till the date of letting out an
admissible expenditure.

Discuss the provisions of Income Tax Act regarding unoccupied
residential house?

Enumerate and explain if any , the exceptions to the rule that
Ownership is the criterion for assessment of Income from house
property under Section 22”

Discuss tax liability of arrears of rent.

Explain the provisions of the Income Tax Act with respect to the
computation of income from a self-occupied house property.

Explain the tax treatment of unrealized rent.

Lakdawala completed construction of a residential house on 1.4.1999.
Interest paid on loans borrowed for construction during the 2 year
prior to completion was Rs 20,000/- and for the current years was Rs
10,000 The house was let out on a monthly rent of Rs. 4,000/-. Annual
Municipal tax was Rs. 6,000/-. Interest paid during the year is Rs.
15,000/-. Amount spent on repairs is Rs. 2,000/-. Fire insurance
premium paid is Rs. 1,500/- p.a. The property was vacant for 3
months. Annual letting value is Rs. 30,000/-. Compute the “Income
from House Property” for AY 2021-22 (4ns. Rs. 8,500)

Ram owned a house property at Chennai which was occupied by him
for the purpose of his residence. He was transferred to Mumbai in June
2017 and therefore he let-out the property with effect from July 1,
2017 on a monthly rent of Rs. 3,000/-. The municipal tax payable in
respect of the property was Rs. 6,000/- of which only 50% was paid by
him before 31.3.2018. Interest on money borrowed for the construction
of the property amounted to Rs. 20,000/- Compute the income from
house property for the AY 2021-22( Ans. Loss Rs 8250 )

Arvind commenced his construction of a residential house intended
exclusively for his residence on 1.11.2012. He raised a loan of Rs.
5,00,000/- at 10% interest for the purpose of construction on
1.11.2006. Finding that there was an overrun in the cost of
construction he raised a further loan of Rs.8 lakh at the same rate of
interest on 1.10.2014. What is the interest allowable under Section 24
assuming that the construction was completed on 31.3.2016?

(Ans. Loss Rs. 1,50,000 pre- construction interest  1/5th)

. From the following particulars of his property furnished by S,

compute income from house property . S owns a residential house
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actually let out for 10 months for total rent of Rs. 25,000. Fair rent of
this house is Rs. 27,000 and municipal ratable valuation is Rs. 24,000.
Total outgo on account of this house included repairs of Rs. 9,000,
Municipal taxes of 18 months Rs. 9,000 and insurance premium of Rs.
1,500. Interest on funds borrowed amounted to Rs. 1,75,000.

He also owns another residential house at Andheri, which is used for
own residence. Fair rent of this house is Rs. 80,000 and municipal
ratable valuation is Rs. 75,000. Total outgo on account of this house
included repairs of Rs. 6,000, Municipal taxes Rs. 18,000 and
insurance premium of Rs. 1,500. Construction of this house was
complete in 2016 from the funds borrowed from HDFC. During the
current year, interest amounting to Rs. 90,000 was paid for the current
year and Rs. 60,000 for the last year. A further interest of Rs. 65,000
was paid on loans taken for renovation necessitated due to heave rains.
The interest pertains equally to this year as well as the last year. ((4ns:
L.O.P - loss 1,63,000, SOP 1,50,000 —interest paid )

19. State with reason whether the following incomes will be taxable as
income from house property.

a) R lets out his house to Y for using it as his office.
b) R uses his house as the godown to store his factory goods .

c) R rents out his property as residential quarters to the workers in his
factory at a nominal rent of Rs.500 p.m.

d) R enters into a written agreement to purchase a property from Y for Rs.
5,00,000 . He has paid the consideration and taken the possession of
the property but the property is yet to be registered in the name of R.

e) R owns a property, which is given on lease to Y for a period of 6 years,
lease rent being Rs.10,000 per month. Y has a right to get the lease
renewed for a further period of 6 years.

f) R owns a property, which is given on lease to Y for a period of one
month, Y has a right to get the lease renewed for a period of one
month, in each subsequent month, and such renewal is possible with
mutual consent till 2020.

g) R owns a property, which is given on rent to Y. Y annually pays
Rs.1,50,000 as rent of the building as well as the charges for different
services ;lift, security, etc. provided by R.

h) R owns an air-conditioned furnished lecture hall. It is let out, annual
rent being Rs 5,00,000, which includes rent of building as well as rent
of air conditioner and furniture.

(Ans > a, d, e, f, and g]

o
o
o
o
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PROFITS AND GAINS OF BUSINESS
OR PROFESSION
(Sections 28 to 44)

Unit Structure

5.1 Introduction and Objective

5.2 Concept of Business & Profession
53 Scheme of Computation

5.4  Deductions Expressly Allowed
5.5 General Deductions

5.6 Specific Disallowances

5.7 Chargeability of Profits

5.8 Miscellaneous Provisions

5.9 Presumptive Income

5.10 Typical Illustrations

5.11  Self-Assessment Questions

5.1 INTRODUCTION AND OBJECTIVE

This lesson deals with the third and most important head of income
“Profits and Gains of Business and Profession”.

Income under this head includes “profits” and “gains” of “Business
“and “Profession” including different types and forms viz. vocation,
trade, commerce, manufacture or any adventure in the nature of trade or
profession.

Sections 28 to 44 contain detailed provisions dealing with various
aspects of the income under this head including inter alia computation of
income, general and specific items allowable or not allowable as
deduction under this head to the extent contained in Sections 28 to 32,35,
36,37, 40,40A, 43B etc.

5.2  CONCEPT OF BUSINESS AND PROFESSION :

2.1 Definitions
2.1.1. Business :

Section 2(13) gives an inclusive definition of business- “Business
includes any trade, commerce, manufacture or any adventure or concern
in the nature of trade, commerce or manufacture.”
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The definition of “business” includes not only “business” in its
general commercial sense but also trade, commerce, manufacture or any
adventure in the nature of trade, commerce or manufacture.

Business, trade and commerce refer to buying and selling of goods
or providing services for profit and other incidental activities.
Manufacturing means producing new goods or articles.

2.1.2. Profession
Section 2(36) gives an inclusive definition of “profession” viz.
“Profession" includes vocation”.

“Profession’ in common parlance means rendering of skilled
services like those by doctors, architects, lawyers, chartered accountants or
other professionals.

Vocation mean a specified occupation calling or career
especially a religious one such as services of priests, preachers delivering
sermons or discourses, management gurus, yoga gurus, palmists and
astrologers, tarot readers, plumbers, mechanics, priests performing havan
or pooja etc.

2.1.3. Adventure

The definition also alludes to the phrase “Adventure in the nature
of trade, commerce or manufacture”. The definition indicates that an
adventure need not necessarily be organised, systematic or regular. A
single act may constitute a business or profession. A single act of an
assessee , who purchased land, developed and subdivided it in smaller
plots and sold the plots was held to be an adventure in the nature of trade
or commerce or manufacture.

2.1.4. Provisions to apply uniformly

Income under this head will be uniformly chargeable to tax
regardless of the following considerations:-

a) Type or description of an activity although there are provisions
dealing with some specific cases such as presumptive tax applicable
to different activities.

b) Legality or illegality of the activity will not affect the chargeability of
income. Accordingly, income from illegal activities like theft,
bribery or smuggling or other crimes will be chargeable to tax as
much as the income of a legal and legitimate business or profession.

c) Regularity or irregularity of the business or profession. The business
or profession may be regular, irregular or occasional. Even a single
activity or adventure may be chargeable under this head if it is in the
nature of a business or a profession

d) Organised or unorganised ; and
e) Whether or not requires personal talents or skill.
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5.3 SCHEME OF COMPUTATION

3.1. Chargeable income

Under section 28 following income are chargeable to income-tax
under the head "Profits and gains of business or profession"—

(1) the profits and gains of any business or profession which was carried
on by the assessee at any time during the previous year;

Compensation for termination or modification of contracts

(i) any compensation or other payment due to or received by any person
at or in connection with the termination of contract modification of
the terms and conditions relating thereto for ;

a. managing the whole or substantially the whole of the affairs of
an Indian company;

b. managing the whole or substantially the whole of the affairs in
India of any other company;

c. holding an agency in India for any part of the activities relating
to the business of any other person by any person;

d. vesting in the Government, or in any corporation owned or
controlled by the Government, under any law, of the
management of any property or business;

e. the termination or the modification of the terms and
conditions, of any contract relating to his business;

(ii1) income derived by a trade, professional or similar association from
specific services performed for its members;

Export incentives

(iiia)  profits on sale of an import licence ;

(i1ib) cash assistance received or receivable by any person against
exports under any scheme of the Government of India ;

(iiic)  duty drawback in respect of customs or excise duty person
against exports ;

(iiid) any profit on the transfer of the Duty Entitlement Pass Book
Scheme (DEPB);

(iiie) any profit on the transfer of the Duty Free Replenishment
Certificate;

(iv)value of any benefit or perquisite, whether convertible into money or
not, arising from business or the exercise of a profession;

(v) any interest, salary, bonus, commission or remuneration due to or
received by a partner of a firm as adjusted by any amount not allowed
to be deducted under section 40(b);
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Non- compete agreement

(va) any sum, whether received or receivable, in cash or kind, under an
agreement for not carrying out any activity in relation to any
business or profession or not sharing any know-how, patent,
copyright, trade-mark, licence, franchise or any other business or
commercial right of similar nature or information or technique
likely to assist in the manufacture or processing of goods or
provision for services if such amount is -

e chargeable under the head "Capital gains" or

e received as compensation, from the multi-lateral fund of the
Montreal Protocol on Substances that Deplete the Ozone layer
under the United Nations Environment Programme(UNEP), in
accordance with the terms of agreement entered into with the
Government of India.

(vi) any sum received under a Keyman insurance policy including the sum
allocated by way of bonus on such policy.

(via) the fair market value of inventory as on the date on which it is
converted into, or treated as, a capital asset determined in the
prescribed manner;".

(vil) any sum, whether received or receivable, in cash or kind, on account
of any capital asset (other than land or goodwill or financial
instrument) being demolished, destroyed, discarded or transferred, if
the whole of the expenditure on such capital asset has been allowed
as a deduction under section 35AD (scientific research) in earlier
years;

(viii)) Amount recovered on account of bad debts allowed in the earlier
years;

(ix) Speculation Business

A business i1s deemed to be speculation business distinct and separate
from any other business, carried on by an assessee if transactions are of
such a nature to constitute a business , where the transactions are settled
by payment of difference in price of goods or securities and not by actual
delivery.

3.2. Scheme of Computation

1. Section 28 is the charging section. As per the section,
e aggregate of Income of all sources or business or profession
e carried on by the assessee
e any time during the previous year.

constitutes income under the head profits and gains of business or
profession.
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2. Section 29 prescribes the mode of computation that is by deducting ,
from the aggregate income under the head profits and gains of
business or profession, expenses

e incurred by the assessee
e during the previous year
e for earning such income in accordance with the provisions of -

(1) Sections 30 to 35, which provide expressly for deduction of
expenses in some cases

(i1) Sections 36 and 37, which provide for general deductions.

(ii1) Section 40, 40A and 43B, which provide for non- deduction in
certain circumstances; of expenses, which are otherwise
deductible.

3. The expenses will be allowed the basis of the following principles or
conditions:-

(1) Expenses should be incurred in respect of a business or
profession carried on by the assessee.

(i1)) Expenses incurred in respect of a business which is closed down
during the previous year will not be allowed.

(ii1)) Expenses incurred before setting of the business unless
specifically provided by law, also will not be allowed.

(iv) Barring some specific exceptions, only revenue expense are
allowed as deduction.

(v) Weighted deduction is allowable in some specific cases e.g.
scientific research under section 35 .

(vi) Some expenses are allowable in full but the other may be
allowed only partially.

(vil) Some deductions are assessee -specific, allowed only to specific
classes of assessees e.g. company or firm but not to others.

(viii))Some expenses are allowable without specific conditions while
others are subject to fulfillment of conditions attached with the
deduction

4. Section 44A to 44D provide for computation of income on
presumptive basis in case of smaller assessees like insurance agents
retailers, construction contractors, transporters etc.

3.3. Method of Accounting

As per section 145(1), income chargeable under the head “Profits
gains of business or profession” or income from other sources may be
computed according to either cash or mercantile system of accounting
regularly employed by the assessee.
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a) Mercantile or accrual system of accounting

Under the mercantile or accrual system of accounting, income and
expenditure accrued during the previous year will be recorded in the books
and the taxable income from profits or gains from such a business or
profession will be the difference between the expenses or income accrued
during that previous year.

Actual receipt of the income or payment of expenses during the
year is not mandatory. Instead, such income may be received, or expenses
may be paid in the previous year or in a year preceding or following the
previous year.

b) Cash system of accounting

Under the cash system of accounting, incomes actually received, and
expenses actually paid during a particular previous year will be recorded
and considered for computing taxable profits or gains from a business or a
profession. Net profit under the cash system will be equal to the
difference of incomes received and expenses paid during the accounting
year whether such receipts and payments relate to that particular year or
some other year or years.

¢) Hybrid system of accounting

Hybrid system of accounting  combines features of both the
methods. Under this system, accounts of some items of income or
expenses are maintained according to accrual or mercantile system and
some items of income or expenses on cash or receipt basis e.g. specified
statutory dues are allowed to be deducted on payment basis although the
method of accounting employed may be mercantile.

Illustration

1. A earns commission in financial year 2019-20, which is paid in the
financial year 2020-21. In this case:

e Under the mercantile system, the commission will be taxed in the
financial year 2019-20 being the year of earning although it was
not actually received during that year.

e Under the cash system, it would be taxable in the year of actual
receipt 2020-21 (assessment year 2021-22) although it was not
earned in that year.

3.4. Income Computation & Disclosure Standards

As per section 145(2), the Central Government may notify in the
official gazette from time to time Accounting Standards to be followed by
any class of assessees or in respect of any class of income. Such
accounting standards are called Income Computation and Disclosure
Standards (ICDS). So far , the CBDT has notified 10 Income Computation
and Disclosure Standards (ICDS), effective from A.Y. 2017-18 onwards.
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5.4 DEDUCTIONS EXPRESSLY ALLOWED

In computing income under the head profits and gains of business
or profession, following expenses are expressly allowed as deductions :

4.1. Rent, Rates, Taxes, Repairs & Insurance for Building
Section 30 provides for deductions of the following amounts paid
towards rent , repairs etc. :-

a) As rent or for repairs of the premises occupied by the assessee as
tenant.

b) for current repairs to the premises occupied by the assessee otherwise
than as a tenant,

c) for land revenue, local rates or municipal taxes subject to the
provisions of section 43B ; and

d) as insurance premium paid against risk of damage or destruction of
the premises .

The deduction is subject to the following modifications:-

(1) Only revenue expenses will be allowed. Capital expenses are not
allowed as deduction under this section.

(i1)) Where any premises is partly used as dwelling house by the assessee,
only proportionate amount of rent or repairs determined by the
assessing officer will be allowed as per section 38.

4.2. Repairs & Insurance of Machinery, Plant & Furniture

Section 31 provides for deductions of payments of following sums
towards repairs and insurance of machinery, plant or furniture “-

(1) Payment for current repairs of machinery, plant or furniture if such
expenses are revenue expense and not capital expenses;

(i1)) Payment for insurance premium paid against risk of damage or
destruction such machinery, plant or furniture.

The deduction is subject to the following modifications:-

(1) Where any machinery, plant or furniture is only partly used for
business or profession of the assessee , only proportionate amount of
above payments determined by the assessing officer will be allowed.

(i1) Machinery hire charges are not allowed under section 31 but under
section 37 as residual expenses.

4.3. Depreciation
4.3.1. Conditions for claiming depreciation:

Section 32 provides for deduction in respect of depreciation
subject to certain conditions given below :-
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(i) Claim not necessary

Depreciation will be allowed as deduction irrespective of whether
or not the assessee makes a claim for deduction so long as the conditions
for the allowance of depreciation are satisfied.

(i1) Depreciation allowed on eligible assets only:

Depreciation will be allowed only on the following assets called
depreciable assets:

a) buildings, machinery, plant or furniture, being tangible assets;

b) Know-how, patents, copyrights, trademarks, licences, franchises or
any other business or commercial rights of similar nature, being
intangible assets .

“Building” means only the superstructure, not the land on which it is
constructed.

“Plant” includes ships, vehicle, books including technical know-how,
scientific apparatus and surgical equipment used for the purpose of
business or profession but does not include tea bushes or livestock or
buildings or furniture and fittings.

(iii) Assets not eligible for depreciation
Following assets are not eligible for depreciation:

a) Foreign car when acquired between 01-03-1975 and 31-03- 2001
and

b) Any machinery or plant if the actual cost thereof is allowed as a
deduction in one or more years under an agreement entered into by
the Central Government under section 42.

(iv)Ownership — Partial ownership:

Assessee must own the depreciable asset wholly or partly as the
sole owner or the co-owner thereof. In case of an asset owned by different
assessees, each co-owner will be entitled to depreciation on his
contribution to the cost of asset.

Exception

Depreciation will be allowed on capital work or renovation or
construction of any structure in building though not owned by the
assessee, which is held on lease or other right of occupancy and the new
structure is owned by the assessee

(v) Purpose or user of the assets

The assessee must use the asset for the purpose of his business or
profession.

(vi) User of the assets during the previous year:
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The assessee will entitled to claim deprecation

a. at full rate prescribed in respect of an asset acquired by the
assessee during the previous year and is put to use for the
purposes of his business or profession for a period of 180 days or
more.

b. at 50% of the rate prescribed, if the asset is put to use during the
previous year for a period of less than 180 days; i.e. 179 days or
less.

The condition is applicable on an asset acquired during the year
and no other asset. This is because the machinery would undergo wear and
tear even if it was not put to actual use

Ilustration
2. A Machine purchased on 31-03-2020, is put to use on 01-04-2021.

Depreciation will not be allowed in the previous year 2019-20 as
the machine is acquired but not put to use. However, full depreciation will
be allowable in the previous year 2021-22 (Assessment Year 2022-23)

4.3.2. Additional Depreciation

Section 32(1)(iia) and section 32AD allow deduction of additional
depreciation over and above the normal depreciation as per the following
scheme:-

(a)  Eligibility assessee

Any assessee being an industrial undertaking engaged in the business
of manufacture or production of any article, thing or transmission of
power.

(b) Rate of additional depreciation allowable

(1) 20% of the actual cost of new plant or machinery (not being
ships or aircrafts) acquired and installed after 31st March,
2005.

(i) 35% of the actual cost in case of the assessee being a
manufacturing undertaking or enterprise set up in the notified
backward areas of the States of Andhra Pradesh, Bihar,
Telangana and West Bengal on or after 1st April, 2015 and the
Assessee acquires and installs new plant & machinery between
01-04 2015 & 31-03-2020.

(i11) 50% of the above rates i.e. 10% or 17.5%, where the plant or
machinery is acquired and installed for less than 180 days of
the relevant previous year and the balance 50% will be allowed
in the immediately succeeding previous year

(c) Assets not eligible for additional depreciation
a. Ships and aircrafts;

b. Second hand machinery used by any other person in or out of
India;
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Machinery installed in a residential premises or a guesthouse;
d. Any office appliances or road transport vehicles;

e. Any plant or machinery, actual cost of which is already allowed
as a deduction e.g. asset for scientific research; and

/. Buildings, furniture & fittings and old plant
4.3.3 Important Terms :
(i) Block of Assets

As per Sec 2(11) “block of assets” means a group of assets falling
within a class of assets comprising of —

a) Tangible assets being buildings, machinery, plant or furniture;

b) Intangible assets being know-how, patents, copyrights, trademarks,
licenses, franchises or any other business or commercial rights of
similar nature, in respect of which the same percentage of depreciation
is prescribed.

Thus, “block of assets” is a classification of assets based on the
twin criteria viz :-

(a) Class of asset viz. building, plant, furniture or machinery to which
the asset belongs to ; and

(b) Rate applicable on the asset within that class .

The assets within a class eligible for same rate will form a block of
assets but not assets from different groups having same rate nor the
assets from different classes having same rate. A block may have
a single asset in it.

(11) Written Down Value (WDV) of an asset
Written down value of an asset means:

a. actual cost to the assessee of the asset acquired in the previous
year, and

b. the actual cost to the assessee less all depreciation actually allowed
thereafter.

(i11))  Written Down Value (WDV) of block of assets
Written down value of any block of assets, means
a. the opening WDV of the block of assets of
= the assessee or

= the previous owner or entity, in case of slump sale,
amalgamation, succession of business , demerger, conversion
into company etc. or holding /subsidiary company )

b. adjusted by: -

(1)  theincrease by the actual cost of any asset falling within that block,
acquired during the previous year; and
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(i)  the reduction of the moneys payable in respect of any asset falling
within that block, which is sold or discarded or demolished or
destroyed during that previous year together with the amount of the
scrap value, if any, so, however, that the amount of such reduction
does not exceed the written down value as so increased.

This is depicted in the following chart :

Opening W.D.V. of the block as on 01-04-2020
ADD
Actual cost of new assets acquired falling within the block of assets
in the financial year 2020-21

DEDUCT
Money received/ receivable / scrap value of the asset falling within the
block sold, discarded, demolished or destroyed
during the financial year 2020-21

RESULT ( BALANCE)
Negative : Zero: Balance but no assets
Taxable as No depreciation left in block:
short term capital No depreciation
gain short term capital
Loss
Balance of adjusted block with assets
DEDUCT
Depreciation at applicable rate
RESULT

Closing W.D.V. of the block as on 31-03-2021

(iv) Other important points:
a. Any other things or benefit which can be converted in terms of
money cannot be deducted
b. If the resultant block value figure is negative because the sale
proceeds exceed the original block value plus increases, it will be
treated as short term capital gain.

Hlustration

3. Opening balance of a block of assets comprising of 4 machines
(depreciation @ 25%) is Rs 5,00,000 as at 01-04-2020. A new machine
with depreciation @ 25% was purchased On 01-06-2020 for Rs 2,00,000
and an existing machine was sold for Rs 4,00,000.

Ascertain the closing value of block as on 31-03-2021 depreciation
for the Assessment Year .Y. 2021-22.

Solution Rupees

WDV as on 1/4/2020 5,00,000
Add: Purchase during the year 2.,00,000

7,00,000
Less: Sales during the year 4.,00,000
Adjusted Block 3.00.000
Depreciation @ 25 per cent 75,000
WDV of block as on 31 /3/2021 2,25.000
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(v) Actual Cost
Actual cost is determined on the following principles
(a) Subsidy or grant to be reduced to determine actual cost

As per section 43(1) , actual cost means the actual cost of the assets to
the assessee as reduced by that portion of the cost thereof, if any, as has
been met directly or indirectly by any other person or authority by way of
subsidy or grant and expenses incurred for acquiring the asset or
installation.

Grant /subsidy whether of revenue nature or of capital nature are
taxable as income, unless it has been reduced from the actual cost of a
depreciable asset.

Illustration

4. ABC purchases a machine for Rs 10 lakh with non- refundable subsidy
of Rs. 4 lakh from SIDBI. Actual cost of the machine will be Rs. 6 lakh
i.e. Rs. 10 lakh-Rs 4 lakh.

(b) Scientific Research Asset

Actual cost of asset purchased for scientific research and brought
into business use will be Actual Cost minus deduction available under
section 35.

Hlustration

5. A purchases a machine for scientific research for Rs 10 lakh with the
non- refundable subsidy of Rs. 5 lakh from SIDBI. The machine is eligible
for deduction under section 35 to the extent of Rs. 3 lakh. Actual cost of
the machine will be Rs. 2 lakh i.e. Rs. 10 lakh- Rs 5 lakh - Rs. 3 lakh

(c) Gift, inheritance etc.
Actual cost of asset acquired by way of gift or inheritance will be
the WDV to the previous owner.

Ilustration
6. If A gifts away to B the machinery in the above illustration, the cost
of machine to B will also be Rs. 2 lakh, which was the cost to A.

(d) Enhanced cost

Where in the opinion of the assessing officer, an asset is acquired
at an enhanced cost to claim more depreciation and reduce tax liability,
actual cost will be equal to the actual cost of asset used and transferred
earlier but now reacquired or cost of repurchase, whichever is less.

Ilustration

7. A sold a machinery having WDV of Rs 2 lakh for Rs. 3 lakh and
repurchased it after two years at the prevailing market value of Rs. 10
lakh. If the assessing officer is of the opinion that the machine is
repurchased for claiming more depreciation, he can ignore the enhanced
purchase value of Rs. 10 lakh and treat Rs. 2 lakh as the actual cost.
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4.3.3 Mode of computation

Depreciation is calculated on the WDV of the block after adjusting
the sales and purchase during the year in that block.

Rates of depreciation for different assets are taken as prescribed in
rules.

Depreciation will not be allowed on a block if-

(i) WDV of that block comes to zero, even if some assets in that block
may be existing.

(i) no assets are left in the block and the become empty, or ceases to
exist, . WDV of the block will be treated as short term loss.

Depreciation will be allowed at 50% of the prescribed rate, if the
asset is put to use for less than 180 days in the year of acquisition.

Straight Line Method (SLM) method is applied in case of the
assets of the power companies i.e. undertakings engaged in generation or
generation and distribution of power at the prescribed rates of depreciation
on the actual cost of the assets.

Additional depreciation of 20% or 35% on actual cost is allowable
as discussed above.

Different treatment is given to depreciation on foreign cars
purchased between 1975- 2001 as depreciation has been denied to such
cars subject to some exceptions discussed earlier.

Depreciation will not be allowed on scientific research assets,
entire cost of which is allowed as deduction under section 35.

4.3.4 Succession of Business

In case of succession or takeover of a business of one entity by
another entity, aggregate depreciation for a year will not exceed the
amount of depreciation, had such event not taken place and such
depreciation shall be apportioned between the old and new entity . Some
cases of succession are as under :-

a. conversion of a firm or sole proprietor into a company -section
47(xiil)/(x1v),

b. conversion of a private or unlisted public company, into a limited
liability partnership- section 47(xiiib), and

c. amalgamation, demerger or succession of business - section 170.
Ilustration
8. Under a scheme of amalgamation, A Ltd, transfers to B Ltd,

machinery having WDV of Rs 3,65,000 on 1-09-2020. Calculate the
depreciation in the hands of A Ltd. & B Ltd. if rate of depreciation is 20%.

96



Solution:

a. Depreciation for the full year if the amalgamation has not taken place:
Rs. 73000 [20% on Rs. 3,65,000 ]

b. Aggregate depreciation for A.Y. 2021-22 cannot exceed Rs. 73000
c. Pro rata allocation of depreciation for the two periods :

Pre amalgamation — 153/365 X 73000 = Rs 30,600

[01-04-2020 to 31-08-2020-= 153 days]

Post amalgamation — 212-365 X 73000 = Rs 42,400

[01-09-2020 to 31-03-2021=212 days]

4.3.5 Depreciation to be allowed even if no claim made

As per explanation 5 to section 32, depreciation will be allowed
whether or not the assessee has claimed the deduction in respect of
depreciation in computing his total income

4.3.6 Loss on Sale of Machinery
When an asset is sold, discarded, demolished or destroyed in the
previous year following rules apply:

a) When the block does not become empty, assets are still existing
therein and some value is left in the block, sales proceeds/ scrap value will
be deducted from the value of the block and depreciation will be allowed
on the on the resultant value of the block after adding actual cost of
assets acquired ,if any .

Ilustration

9.0ne of the assets from a block with depreciation @ 30% having WDV

of Rs. 5 Lakh is sold for Rs. 1 Lakh; the resultant value of the block will

be Rs. 4 Lakh and the depreciation will be Rs. 1.20 Lakh

b) When the block does not become empty, assets are still existing
therein but no value is left in the block, depreciation will not be
allowed.

Ilustration

10. One car from a block of four cars having opening WDV of Rs 5 lakhs

is sold for Rs. 5 Lakh. The value of the adjusted block will be zero. No

depreciation will be allowed although three cars still exist in the block.

¢) Where the sale proceeds are more than the adjusted WDV of the
block, the resultant surplus will be treated as short term capital gain
regardless of the fact that assets are still left in the block or the block
is empty.

Ilustration

11. In the above example, the car is sold for Rs 8 Lakh, the resultant

surplus of Rs 3 lakh will be taxable as short- term capital gain.

d) Where no assets are left in the block and the block becomes empty
but the WDV is not fully written off, then
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¢ there will be no depreciation allowance and
e cxisting WDV will be treated as terminal loss or short term capital loss
due to cessation of the block as result of sales,

Illustration

12. All assets in a block having opening WDV of Rs 5 lakh sold for Rs 3
Lakh. The block becomes empty as there are no assets in it. No
depreciation will be allowed and the balance of Rs 2 lakh will be treated as
terminal depreciation or short term capital loss

e) When the depreciation is allowed on the actual cost/ WDV of the
assets of the undertakings engaged in generation or destitution of
power called power companies, following rules will apply:

e When an asset viz. any building, machinery, plant or furniture in
respect of which depreciation is allowed, is sold, discarded,
demolished or destroyed in the previous year not being the year in
which it is first brought into use, terminal depreciation will be allowed.

e Terminal depreciation is the deficiency or shortfall between the written
down value and the sales proceeds / or moneys payable including
scrap value, insurance, salvage or compensation moneys payable in
respect thereof.

e Terminal depreciation is not allowed in the year in which it was first
brought to use.

e Such deficiency must be actually written off in the books of the
assessee.

e Any surplus arising therefrom is called the balancing charge and taxed
as income under section 43.

e Any moneys received over and above the depreciation allowed will be
treated as capital gains under section 50A.

e Under the old laws , actual cost motor cars was restricted to Rs.
25,000, although the actual cost could be higher. In such a case actual
cost/deficiency will be taken proportionately in the ratio of actual cost
and Rs. 25,000

e Sale includes a transfer by way of exchange or a compulsory
acquisition under any law for the time being in force but does not
include a transfer, in a scheme of amalgamation.

Ilustrations

13. A machine costing Rs 1 lakh is sold for Rs 15,000. Depreciation
of Rs 80,000 was written off on it.

The Written down value of the machine

Rs.1,00,000 - 80,000 = Rs 20,000.

The deficit ( 20,000-15,000) = Rs 5,000

Terminal depreciation = Rs 5,000.
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14. If the machine is sold for Rs. 90,000,
Surplus- (Rs 90,000-20,000) = Rs 70,000
Balancing charge Rs 70,000

Maximum to the extent of depreciation allowed.

15. If the sale price is Rs.1,05,000,

Surplus (1,05,000-20,000)= Rs 85,000

Balancing Charge= Rs. 80,000 ( to the extent of depreciation allowed ) ,
Balance Rs 5,000 Capital Gain

4.3.7 Unabsorbed Depreciation

Vide Section 32 (2) , amount of depreciation not deducted in any
previous year due to lack or inadequacy of profits or gains is treated as
unabsorbed depreciation.

Unabsorbed depreciation will be carried forward to the next
following previous year and deemed to be part of allowance for that year.

If there is no deprecation allowance for that previous year, the
carried forward unabsorbed depreciation shall be deemed to be the
allowance for that previous year, and so on for the succeeding previous
years for indefinite period. In other words, the unabsorbed depreciation
is treated as part of the current depreciation and can accordingly be set-off
against any other head of income even where the business has been
discontinued.

Ilustrations

16. If the depreciation allowable is Rs 80,000 but the profits before
depreciation is Rs 50,000 , then depreciation of Rs 50,000 will be
deducted and the balance of Rs 30,000 will be unabsorbed depreciation.

17. Determine taxable income &unabsorbed depreciation :

Particulars Rs.
Business Income (before depreciation) 10,00,000
Depreciation allowable as per Income Tax Act | 16,00,000
Income from other sources 8,00,000

Solution:

Particulars Rs.
Business Income before depn. 10,00,000
Less: Depn. to the extent of profits 10,00,000 NIL
Income from other sources 8,00,000
Balance of the current depreciation 6.00,000 2,00,000
(16,00,000 -10,00,000 )
Taxable Income Rs. 2,00,000
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18. Assume depreciation of Rs. 20,00,000 in above case.

Solution:

Particulars Rs.
Business Income before Depn. Depreciation to | 10,00,000 NIL
the extent of profits 10,00,000
Income from other sources 8,00,000
Unabsorbed Depreciation for the current year to | 8,00,000 NIL
the extent of income
Taxable Income NIL
Unabsorbed Depreciation to be carried forward 2.00.000

19. Find value of block on 31-03-2021 from the following:

A. Written down value on April 1, 2020

Particulars & Dep Rate) Rs.
Plant A.B & C-15% 1,00,000
Plant D & E — 40% 2,60,000
Plant F — 50% 70,000
Building A & B -10% 2,00,000
Building C&D - 5% 7,00,000
Building E -Temporary Sheds E -100% | 8,00,000

B. Purchase during the previous year 2020-21

Date Particulars Rs.

02-04-2020 | Plant G -50% 60,000
01-05-2020 | Plant H-15% 18,000
01-06-2020 | Furniture-10% 60,000
01-08-2020 | Building G- 5% 5,00,000
01-09-2020 | Computer-60% 1,00,000
01-10-2020 | Franchise Rights -25% | 10,00,000

C. Sales during the previous year 2015 -16

DATE PARTICULARS | (RS.)

31-10-2020 | Plant C 25,000
31-01-2020 | Plant D 15,000
01-06-2020 | Furniture 50,000
06-03-2021 | Building E 2,00,000

100

Temporary sheds were put to use in the previous year.




Solution

Computation of Depreciation / Cost of Block

Block Rate | Block Purchase | Sales Block Dep. Block
01-04-2020 3-03-2018
Plant A/B/C 15% 1,00,000 18,000 25,000 93,000 13,950 79,050
Plant D/E 40% 2,60,000 15,000 2,45,000 98,000 1,47,000
Plant F/ G 50% 70,000 60,000 1,30,000 65,000 65,000
Building A& B, 10% 2,00,000 2,00,000 20,000 1,80,000
Building C/D /G | 5% 7,00,000 5,00,000 12,00,000 60,000 11,40,000
Building E 100% 8,00,000 2,00,000 6,00,000 0 0
Furniture 10% 60,000 50,000 10,000 0 0
Computer 60% 1,00,000 1,00,000 60000 40,000
Franchise rights 25% 10,00,000 10,00,000 | 2,50,000 7,50,000

Note: The block of temporary sheds ceases to exist. Hence, no
depreciation will be allowed and the balance of Rs 6,00,000 will be

treated as short term capital loss.

No deprecation will be allowed on furniture purchased and sold in the

same year.

20. Opening balance in a block of assets consisting of three cars (rate of
depreciation @ 20%) is Rs. 18,00,000. During the year 2020-21, new car
is purchased for Rs. 6,00,000 and an old vintage car was sold for Rs.

24,00,000. Compute depreciation for A.Y. 2021-22.

Solution

Computation of the value of Net Block

Because WDV is
cars still exist in the block

Nil although three

Particulars Rs.
Opening WDV of block-3 Cars) 18,00,000
Add: cost of new car purchased 6,00,000
Total-4 cars 24,00,000
Less: sales price -1 car Sold 24,00,000

Closing Balance of block -3 cars 0
Depreciation allowable 0

21. What would be the position, if all of the above four cars were sold for

Rs. 2,00,000 ?
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Solution

Computation of the value of Net Block

Particulars Rs.
Opening WDV of block-3 Cars) 18,00,000
Add: cost of new car purchased 6,00,000
Total-4 cars 24,00,000
Less: sales price -4 cars sold 20,00,000

Closing Balance -No Cars 4,00,000
Depreciation allowable ( empty block) 0
Short term capital loss on sale of cars 4,00,000

4.4. Expenditure on Scientific Research
Scientific research as per section 43(4) means

“any activity for the extension of knowledge in the fields of natural
or applied sciences including agriculture, animal husbandry or fisheries”.

Under section 33, the expenditure on scientific research will be
allowed as deduction as under:-

A. Expenditure on inhouse Research relating to own business

Under sections 35(1)(1), 35(1)(iv) and 35(2), deduction of
expenditure is allowed as under :- -

i. The expenditure must be incurred by the assessee on in-house
research relating to own business

ii. Expenses not related to assessee’s own business would not be
allowed

iii. Expenditure may be revenue in nature or capital such as plant or
equipment for research or construction of building for research
(excluding cost of land) or other expenses of capital nature connected
with the research.

iv.  Expenses whether capital or revenue incurred up to three years prior
to the commencement of business including salaries of the research
staff or research material used in scientific research will be allowed
in the previous year in which the business is commenced.

v. Deduction is available, even if the relevant asset is not put to use for
research and development during the previous year.

vi. No depreciation will be allowed on an asset used in scientific
research covered under this section. However, when the asset is put
to use for business after cessation of scientific research, depreciation
will be allowable.

vil.  As per section 41(3), the cost price of a scientific research asset or
amount allowed as deduction under this section, will be treated as
business income of the previous year in which a scientific research
asset is sold and the excess of sale price over cost( or indexed cost) of
acquisition will be treated as “Capital gains”.
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Ilustration

22. AB Ltd incurs expenses on scientific research related to its
business during the financial year 2015-16 onwards @ Rs 1 Lakh per
year. It commences the business during the financial year 2020-21.
Ascertain the deduction of scientific research expenditure.

Solution

The aggregate expenditure incurred in financial year 2020-21 ,
the year in which the businesses commenced and three years prior to that
1. e. 2017-18, 2018-19 and 2019-20, works out to Rs 4 lakh, which will be
allowable as deduction under section 35 in assessment year 2021-22.
Expenditure incurred in prior to the financial year 2017-18 will be
ignored.

23. A scientific research asset having cost of Rs 5 lakh, which was fully
allowed as deduction in assessment year 2015-16, is sold on 31-03-2021
for Rs. 7 lakh. Then the amount of rupees 5 lakh originally deducted will
be treated as the business income and the balance of Rs 2 lakh over the
cost will be chargeable as capital gain in assessment year 2021-22.

B. Sum paid for research to others
Under section 35(1)(ii), weighted deduction equal to one and one
half times will be allowed in respect of any sum paid to any research
association having object of undertaking of scientific research or to any
university, college or other institution approved to be used for scientific
research.

C. Sum paid to a R &D company

Under section 35(1)(ia), deduction will be allowed in respect of
any sum paid to a scientific R&D company registered in India and
approved by the prescribed authority to be used by it for scientific
research.

D. Sum paid for social sciences etc.

Under section 35(1)(iii), deduction will be allowed in respect of
any sum paid to any approved research association which having object
of undertaking of research in social science or statistical research or to a
university, college or other institution to be used for research in social
science or statistical research is allowed.

E. Sum paid for approved research
Under section 35(1)(iii), weighted deduction equal to one and one
half times will be allowed in respect of any sum paid to a National
Laboratory or a University or an Indian Institute of Technology or a
specified person with a specific direction that the said sum shall be used
for scientific research undertaken under a programme approved in this
behalf by the prescribed authority.
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F. Approved inhouse Research in drugs, bio- technology etc.

A sum equal to one and one-half times will be allowed as
deduction under section 35(2AB)(a) in respect of the capital or revenue
expenditure (except on land & Building) incurred on scientific research
clinical drug trial, obtaining approval from any regulatory authority under
law and filing an application for a patent;

e by acompany (notallowed to other assesses)
e engaged in the business of
« bio-technology or

« manufacture or production of any article or thing, not being an
article or thing specified in the XI Schedule,

« in-house research & development facility = approved by the
prescribed authority

e subject to the condition that the company enters into an agreement
with it for co-operation in such research and development facility and
fulfils such other prescribed conditions with regard to maintenance of
accounts and audit thereof and furnishing of reports.

G. Some relevant points

—

Goods specified in Schedule XI include beer, wine & other alcoholic
spirits, tobacco products like cigars , cheroots, cigarettes, biris,
smoking mixtures for pipes and cigarettes, chewing tobacco, snuff ,
cosmetics and toilet preparations, tooth paste, dental cream, tooth
powder, soap, aerated waters, confectionery, chocolates, gramophones,
record-players, projectors, photographic apparatus and goods , office
machines and apparatus such as typewriters, calculating machines,
cash registering machines, cheque writing machines, intercom
machines and teleprinters but NOT Computers, furniture, made partly
or wholly of steel , safes, strong boxes, cash and deed boxes, strong
room doors, latex foam sponge, polyurethane foam, crown corks, and
other fittings of cork.

2. Cost of building will be eligible for deduction under section 35(2).

3. The expenditure, on which weighted deduction is allowed under this
section will not be eligible for deduction under any other provisions of
the Act.

4. "Expenditure on scientific research", in relation to drugs and
pharmaceuticals, shall include expenditure incurred on clinical drug
trial, obtaining approval from any regulatory authority under any
Central, State or Provincial Act and filing an application for a patent .

5. Other important provisions

(a) Scientific research by at the approved institutes need not be related
to the business of the assessee
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(b) Contribution eligible for weighted deduction under this section will
not be eligible for deduction under other provisions of the Act.

(¢) In case of any subsequent cancellation or withdrawal of approval
to a notified university, college, research association or other
institution or any approved programme is withdrawn, weighted
deduction will not be denied to the assessee.

(d) Any violation of condition for approval will result into withdrawal
of the deduction as a mistake apparent from record.

(e) On amalgamation the provisions will continue to apply to the
amalgamated company as if the amalgamating company had not
sold or otherwise transferred the asset.

®

(g) Bottom of Form

(h)
4.5. Amortisation of Spectrum Fee

As per section 35ABA, any capital expenditure incurred for
acquisition of any right to use spectrum for telecommunication services
will be deducted equally over a period of the expenditure .

4.6. Amortisation of licences Fee

Under section 35ABB,any capital expenditure incurred for obtaining
licence by a telecommunication operator will be deducted equally over a
period of the expenditure and the deduction so granted in respect of
licence fees or spectrum fees may be withdrawn as wrongly allowed as a
mistake apparent from record in case of non-compliance of provisions
like transfer of spectrum or licence.

e On amalgamation the provisions will continue to apply to the
amalgamated company as if the amalgamating company had not sold or
otherwise transferred the asset

Ilustration

24. Vodafone pays 5G fees of Rs 50 Cr. with a validity of 10 years.
Vodafone will be allowed to amortize the fees 1/10 X50 or Rs 5 Cr
every year beginning from the year of actual payment or commencement
of business whichever is later. In case of amalgamation with Idea, the
deduction will be allowed to Idea as if no transfer has taken place.

4.7. Specified infrastructure projects

Under section 35AD(1), capital expenditure incurred by an assessee
wholly and exclusively for any specified business carried on by him will
be allowed to be deducted in the year in which such expenditure is
incurred or the year of commencement of operations in the case of the
expenditure incurred prior to the commencement of its operations if the
amount is capitalised in his books of account.

105



The provisions like continuance of application of provisions on new
entity in case of amalgamation , transfer of hotels etc. and withdrawal of
deduction for non-compliance are applicable *mutatis mutandis ( with
necessary changes).

One additional condition is that the business must be new not
restructure of old business.

Specified business includes:
i) setting up and operating a cold chain facility;

(i1) setting up and operating a warehousing facility for storage of
agricultural produce;

(ii1) laying and operating a cross-country natural gas or crude or petroleum
oil pipeline network for distribution, including storage facilities
being an integral part of such network;

(iv) building and operating, anywhere in India, a hotel of two-star or
above category;

(v) building and operating, anywhere in India, a hospital with at least one
hundred beds for patients;

(vi) developing and building a notified housing project under a scheme
for slum redevelopment or rehabilitation framed by the
Government;

(vil) developing and building a housing project under a notified
Government scheme for affordable housing;

(viii) production of fertilizer in India;

(ix) setting up and operating notified or approved an inland container
depot or a container freight station;

(x) bee-keeping and production of honey and bees wax;
(xi) setting up and operating a warehousing facility for storage of sugar;

(xii) laying and operating a slurry pipeline for the transportation of iron
ore;

(xiii) setting up and operating a notified semi-conductor wafer fabrication
manufacturing unit ;

(xiv) developing or maintaining and operating or developing, maintaining
and operating a new infrastructure facility viz.:-

(1) a road including toll road, a bridge or a rail system;

(i1) a highway project including housing or other activities being an
integral part of the highway project;

(ii1) a water supply project, water treatment system, irrigation project,
sanitation and sewerage system or solid waste management
system,;
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(iv) a port, airport, inland waterway, inland port or navigational
channel in the sea;

4.8. Expenditure on Agricultural Extension Project.

W.ef AYY. 2021-22 under section 35CCC,an assessee shall be
allowed a deduction* equal to the expenditure incurred on notified
agricultural extension project. The amount so deducted be deduction shall
not be allowed again under any provisions of the Act for the same or any
other assessment year. ( *Before that 1-1/2 times)

4.9. Expenditure. on Skill Development project

W.e.f. AY. 2021-22 , under section 35CCD a company assessee
(other assessees excluded)shall be allowed a deduction *equal to the
capital or revenue expenditure (not being cost of land & building)
incurred on notified skill development project. The amount so deducted
shall not be allowed again under any provisions of the Act for the same or
any other assessment year.

( *Before that 1-1/2 times)

4.10. Amortisation of Preliminary Expenses

Section 35 D allows amortisation of preliminary expenses subject
to following conditions :-

A. Eligible assessee
a) an Indian company, or
b) a resident non-corporate assessee.

A foreign company regardless of its residential status and a non-
resident or N.O.R non company entity are not eligible under this section

B. Time and purpose of preliminary expenses

1. For Setting up an undertaking or business before commencement
of business; or

il.  in connection with:
a) extension of an industrial undertaking; or
b) setting up a new industrial unit

Expenses incurred after commencement of business, in connection
with extension of or setting up a non-industrial undertaking will not be
eligible under this section.

C. Eligible Expenditure

(a) Expenditure in connection with:
e preparation of feasibility report,
e preparation of project report,

e conducting a market survey (or any other survey necessary for
the business of the assessee) or
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e engin