
The Chartered Accountant   1217February 2006

T A X A T I O N

 Legal Decisions - Direct Taxes

1.	 Whether	the	shares	
(of	a	company	 in	which	ex-
ecutors	 had	 substantial	 in-
terest)	received	by	the	trust	
as	 donations	 be	 considered	
as	 investment	 of	 the	 funds	
of	the	trust	for	the	purpose	
of	 claiming	 exemption	 un-
der	section	13?

CIT Vs. Shri Radha Krish-
na temple Trust [2005] 277 
ITR 158 (Allah.)

Decision: The shares (of a 
company in which executors 
of the trust have substantial 
interest) received by the way 
of donation would not be 
treated as investment with-
in the meaning of section 
13(2)(h) and hence exemp-
tion under section 11 cannot 
be denied.

The respondent was a 
public religious trust and 
derived income from rent, 
dividend, interest etc. and 
also claimed exemption un-
der section 11 in respect of 
such income. The trust had 
received certain shares as a 
donation from a company in 
which the executors of the 
company had substantial in-
terest. The Assessing Officer 
denied the exemption under 
section 11 on the ground 
that the provisions of section 
13 got attracted as the funds 
of the company were invest-
ed in a company in which the 
trustees were substantially 
interested.   

 As per section 13 of the 
Income-tax Act, 1961 the 
provisions of section 11 and 
12 shall not apply where the 

income of the trust for chari-
table or religious purpose is 
used or applied directly or in-
directly for the benefit of any 
person referred to under sub-
section (3) and /or any funds 
of the trust or institution are 
invested for any period dur-
ing the previous year in any 
concern in which any person 
referred to in sub-section (3) 
has a substantial interest.

The assessee preferred 
an appeal before the Appel-
late Assistant Commissioner, 
which held that the invest-
ment of the value thereof 
received by the trust by the 
way of donation could not be 
treated as investment with-
in the meaning of section 
13(2)(h) and thus the assess-
ee was eligible for exemption 
under section 11.

On reference it was held 
that the trust had received 
such shares by the way of do-
nation and therefore it could 
not be treated as investments 
of its funds. The provisions 
of section 13(1)( c) and 13 
(2)(h) of the Act were not 
applicable.

Note: The words “ funds” 
and “ investments” have differ-
ent meanings. The investment 
should be made by the trust out 
of its funds as per the require-
ment under section 13(2)(h) of 
the Act. 

2.	 Can	 the	 Tribunal	
give	contradictory	decisions	
for	 different	 years	 with	 re-
gard	to	same	assessee	based	
on	same	set	of	facts?

Arihant Builders, Develop-
ers and Investors Pvt. Ltd. Vs. 

Income tax Appellate Tribunal 
and others [2005] 277 ITR 
239 (MP)

Decision: One of the 
elementary principles of the 
judicial administration is that 
there should be consistency 
so that the litigants are aware 
of the position that where 
they stand. Otherwise the 
orders of the Tribunal will 
suffer from legal infirmities.     

The petitioner, engaged 
in construction work, filed its 
return of Income for the year 
1991-92. The Assessing Of-
ficer framed the assessment 
under section 143 and or-
dered the refund under sec-
tion 143(1)(a)(ii). Thereafter, 
the Assessing Officer issued 
a notice under section 143(2). 
The assessee raised a conten-
tion that once the assessment 
has been framed and the re-
fund has been ordered, no 
notice under section 143(2) 
can be issued. The matter was 
taken up before the Com-
missioner (Appeals). The 
Commissioner (Appeals) 
maintained the order of the 
Assessing Officer. The peti-
tioner further filed an appeal 
before the Tribunal. In 1994 
the Tribunal accepted the 
plea of the assessee and held 
that once the assessment is 
framed and refund is ordered 
then no notice can be issued 
under section 143(2).

For the assessment year 
1992-93 the assessee filed its 
return of income. Again the 
assessment was framed and 
the refund was ordered. And 
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once again after the refund 
was ordered the department 
issued a notice under section 
143(2). The same contention 
was again raised by the as-
sessee and in support of its 
contention the assessee re-
lied upon the decision of the 
Tribunal. The Assessing Of-
ficer ignored the order of the 
Tribunal on the grounds that 
the view taken by the Tribu-
nal was not acceptable by the 
department, as a reference 
had been made. Against this 
order the appeal was made 
before the Commissioner 
(Appeals). In the meanwhile 
the Tribunal in another case 
of Agarwal Warehousing 
and leasing Ltd. took a con-
trary view. The Commis-
sioner (Appeals) followed 
the contrary view taken by 
the Tribunal at that time 
instead of the view taken by 
the Tribunal in an earlier ap-
peal preferred by the present 
petitioner. Against this the 
petitioner again preferred 
an appeal before the Tribu-
nal which held that since in  
Agarwal Warehousing and 
leasing Ltd’s case the Tribu-
nal had taken a decision on 
legal point, the legal point 
was binding on the Commis-
sioner (Appeals). 

Against this order a writ 
petition was filed wherein it 
was held that one of the ele-
mentary principles of the ju-
dicial administration is that 
there should be consistency 
so that the litigants are aware 
of the position where they 
stand. The courts and Tribu-
nals are not allowed to take 
views as in the present case as 
it could lead to anarchy and 
total chaos which would be 
against judicial propriety and 
discipline. The order of the 
Tribunal relating to return of 
the assessment year 1992-93 

suffered from legal infirmity 
and could not be sustained. 

3.	 Can	it	be	said,	hav-
ing	 regard	 to	 the	 scope	 of	
section	 9(1)(ii)	 that	 in	 a	
contract	for	employment	on	
oil	rigs	providing	for	on	and	
off	periods	the	salary	attrib-
utable	to	off	period	accrued	
in	India?

CIT and another Vs. Read-
ing and Bates Exploration 
Co.[2005] 278 ITR 47 (Ut-
taranchal)

Decision: Judging from 
the intention of the contract-
ing parties, the entire salary 
paid to the employees for 
both on and off periods was 
taxable in India under sec-
tion 9(1)(ii)

The assessee was a non-
resident foreign technician 
employed by a foreign com-
pany which in the accounting 
year relevant to the assess-
ment year 1992-93 executed 
contracts in India. During the 
year under consideration, the 
assessee was in employment 
of this company and thus 
derived income from` `sala-
ries ’from it. The contract of 
employment provided for on 
and off periods. The assessee 
claimed that salary attribut-
able to off periods was not 
assessable in India, He also 
contended that free boarding 
facility provided at the rig 
site could not be considered 
to be perquisites and that he 
was not liable to pay interest 
under section 234B. The Tri-
bunal held that the salary at-
tributable to off period as not 
taxable in India and the free 
food and beverages did not 
amount to perquisites. How-
ever, it held that the assessee 
was liable to pay interest un-
der section 234B. 

In order to ascertain the 
intention of the contracting 
parties one has to study the 

terms and conditions of the 
contract and in appropriate 
cases one has to see the sur-
rounding circumstances in-
cluding the conduct of  the 
parties. In this case the con-
tract provided for on period 
and off periods. The contract 
was for two years. It referred 
to alternating time schedule. 
It covered both the periods. 
The period followed the on 
periods. Therefore both the 
periods formed an integral 
part of the contract. Work on 
the oil rigs being hazardous, 
the assessee had to remain 
fit during the rest periods. 
Hence he had to undergo 
demonstrations and training 
but all that had a nexus with 
the services, which he had 
to render in India. Hence 
the payment, which he re-
ceived, was for his services 
in India. The assessment re-
cords showed that from the 
income of the Indian opera-
tions the salary in its entirety 
(including the salary for the 
off period) had been paid by 
the employer company. This 
conduct showed the inten-
tion of the parties.    Hence 
the entire salary for both the 
periods was taxable in India 
under section 9(1)(ii).

In this case, the assessee 
had to work on the rig. It 
was hazardous, arduous and 
continuous. Under such cir-
cumstances free food and 
beverages was a necessity. It 
was not a luxury. It was not 
a perquisite. Its value could 
not be added to the income 
of the assessee.

The scheme of sections 
208 and 209 of the Act in-
dicates that in order to com-
pute advance tax the assessee 
has to, inter alia, estimate his 
current income and calculate 
the tax on such income by 
applying the rates in force. 
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Under section 209(1)(d) the 
income-tax calculated is to 
be reduced by the amount of 
tax which would be deduct-
ible at source or collectible 
at source, which in this case 
had not been done by the 
employer-company accord-
ing to the law prevailing for 
which assessee could not be 
faulted. At the relevant time 
there were conflicting deci-
sions of the Tribunal. A bona 
fide dispute was pending. 
Imposition of interest under 
section 234B was not justi-
fied.

Note: This case establishes 
the principle that in order to 
determine whether income of 
a non-resident employee could 
be attributed to the services 
rendered in India, the entire 
conduct of the parties to the 
contract in arranging the pay-
ments to services rendered has 
to be taken into account

4.	 Whether	 the	 Asian	
currency	crisis	in	Southeast	
Asian	countries	is	a	reason-
able	 cause	 for	 the	 delay	 in	
the	 receipt	 of	 export	 pro-
ceeds	in	foreign	exchange?

R. Kantilal and Co. Vs. 
CIT and others [2005] 277 
ITR 246 (Bom.)

Decision: The delay in 
receiving payments of the 
export proceeds due to the 
currency crisis in South-East 
Asian countries and devalu-
ation of the Hong-Kong 
dollar was because of fac-
tors beyond the control of 
the assessee and therefore 
extension of time should be 
granted.

The assessee made an ap-
plication to the Commission-
er seeking extension of time 
under section 80HHC(2)(a) 
for realization of the out-
standing export proceeds. 
The Commissioner rejected 
the application and observed 

that the assessee ought to 
have established with evi-
dence that he was unable to 
bring the convertible foreign 
exchange for reasons beyond 
his control.

The assessee explained 
that the delay was due to 
Asian currency crisis in 
South-East Asian countries 
and devaluation of the Hong 
Kong dollar. The assessee 
further said that the dia-
mond industries were facing 
financial crisis. The Court 
accepted the explanation of 
the assessee.

5.	 Can	 a	 provision	 for	
future	 liability	 under	 war-
ranty,	 which	 is	 part	 of	 sale	
document,	 be	 construed	 as	
a	 committed	 liability	 and	
allowed	 as	 an	 expenditure	
under	section	37?

CIT Vs. Vinitec Corporation 
Pvt. Ltd.[2005] 278 ITR 337 
(Delhi)

Decision: The warranty 
clause was part of the sale 
document and imposed li-
ability upon the assessee to 
discharge its obligation un-
der the clause for the period 
of warranty. It was a liability, 
which was capable of being 
construed in definite terms, 
which had arisen in the ac-
counting year, although its 
actual quantification and dis-
charge might be deferred to a 
future date.

The assessee made a pro-
vision against future claims 
by customers under the war-
ranty clause, which was part 
of the same. It claimed de-
duction under section 37 of 
the Income- tax Act, 1961 
in respect of such provisions. 
The Commissioner (appeals) 
observed that contingent li-
abilities did not constitute 
expenditure and cannot be 
the subject matter of deduc-
tion even under the mercan-

tile system of accounting. He 
observed that expenditure, 
which was deductible for in-
come-tax purposes, was to-
wards a liability actually ex-
isting at the time but setting 
apart money, which might 
become expenditure on the 
happening of an event was 
not expenditure. The Tribu-
nal accepted the assessee’s 
claim holding that the li-
ability was definite and cer-
tain, the quantification alone 
being based on estimate. 
The Tribunal accepted the 
estimated liability of the as-
sessee on the basis of the past 
years’ percentage of warranty 
expenses. 

The High court affirmed 
the decision of the Tribunal. 
It held that once the assessee 
was maintaining his accounts 
on the mercantile system, 
a liability accrued, though 
to be discharged at a future 
date. It would be a proper 
deduction while working out 
the profits and gains of the 
business regard being had 
to the accepted principles of 
commercial practice and ac-
countancy. There was direct 
nexus between the claim of 
the assessee and its obliga-
tion arising from the warran-
ty. It could not be said that 
the change in the method of 
accounting was intended to 
evade tax. 

Note: Para 14 of the Ac-
counting Standard (AS)-29 
“Provisions, contingent li-
abilities and contingent assets” 
says that a provision should be 
recognized when an enterprise 
has a present obligation as a re-
sult of past event, it is probable 
that an outflow of resources 
embodying economic benefits 
will be required to settle the ob-
ligation and a reliable estimate 
can be made of the amount of 
the obligation. Here the issue 
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for consideration is that if as-
sessee incurs no actual expen-
diture against the provision so 
allowed as expenditure under 
section 37, will section 41(1) 
come into play in the relevant 
previous year.     

6.	Can	fees	for	technical	
services	payable	by	resident	
to	 a	 non-resident	 for	 ser-
vices	 utilized	 in	 business	
or	 profession	 carried	 on	
in	 India	 by	 the	 resident	 be	
deemed	 to	 accrue	 in	 India	
under	section	9(1)(vii)(b)	of	
the	 Income-tax	 Act,	 1961?	
Should	 tax	 be	 deducted	 at	
source	under	section	195?

Wallace Pharmaceuticals P. 
Ltd., In re [2005] 278 ITR 
97(AAR)

Decision: The non-resi-
dent company in question 
had rendered consultancy 
services in India. The consul-
tancy fees payable in respect 
of services utilized was not in 
connection with a business or 
profession carried on by the 
applicant outside India for 
purposes of making or earn-
ing any income from sources 
outside India. Therefore, the 
consultancy fee would be in-
come deemed to accrue in 
India for the non-resident 
company and the applicant 
had to deduct tax at source 
there from under section 
195. 

The applicant was a com-
pany engaged in manufacture 
and sale of pharmaceuticals 
products. With a view to ex-
pand its business it entered 
into an agreement with a 
non-resident company. Un-
der the agreement the non-
resident company agreed to 
provide research services in 
the business of the appli-
cant. It also agreed to advise 
the applicants employees and 
consultants in the field. The 
applicant had to designate a 

team of employees to do all 
the marketing activities of the 
applicants company abroad. 
The non-resident company 
had utilized the services of 
an advocate and paid him 
$30,000 which was reim-
bursed by the applicant. The 
applicant also reimbursed the 
amounts paid by the non-res-
ident company to profession-
als engaged by it. The services 
of the non-resident company 
were rendered outside In-
dia. The applicant wanted 
to know whether it was re-
quired to deduct tax at source 
in respect of a) the monthly 
payment of $10,000 to the 
non resident company who’s 
office and area of operation 
were outside India. b) Com-
mission payable to the non-
resident company at 10% on 
orders procured by it and   c) 
amount paid by the applicant 
to the non-resident company 
and reimbursed by the non-
resident company  to profes-
sionals who had rendered ser-
vices to the applicant. 

The AAR held that the 
consultancy fee would be 
income of the non-resident 
company deemed to accrue 
in India. It further held that 
tax was to be deducted at 
source under section 195 in 
respect of consultancy fees, 
commission payable to the 
non-resident company and 
also amount paid by the ap-
plicant to the non-resident 
company and reimbursed to 
the professionals who had 
rendered services to the ap-
plicant. 

7.	 Is	 it	 mandatory	 for	
the	Assessing	Officer	to	re-
cord	 satisfaction	 in	 the	 as-
sessment	order	before	levy-
ing	penalty?

CIT Vs. Vikas Promot-
ers P. Ltd. [2005] 277ITR 
337(Delhi)

Decision: It is manda-
tory of the Assessing Officer 
to record satisfaction before 
drawing an inference for the 
purpose of levying penalty 
while completing the assess-
ment under section 143(3). 

The Assessing Officer dis-
allowed the claim of loss made 
by the assessee by passing an 
order under section 143(3). 
In the assessment order it 
was mentioned that penalty 
proceedings under section 
271(1)(c) were initiated sepa-
rately.  The Assessing Officer 
did not record any satisfaction 
as contemplated under sec-
tion 271(1)(c) for the purpose 
of levying penalty.

The Court found that the 
assessee treated the expense 
as revenue whereas they were 
of capital in nature. This was 
merely a difference of opin-
ion between the counsel of 
the assessee and the Assess-
ing Officer. The assessee had 
disclosed all material facts 
while filing the returns. Since 
the Assessing Officer did not 
record the satisfaction, the 
penalty proceedings were to 
be set aside.

Note: Their Lordships of the 
Supreme Courts have repeat-
edly emphasized the word “sat-
isfaction” and the satisfaction 
is not to be in the mind of the 
Assessing Officer but must be 
reflected from the record. It is a 
settled rule of law that authori-
ties performing quasi-judicial 
or judicial function must give 
reasons in support of its order 
so as to provide in the order it-
self the ground, which weighed 
with the authorities concerned 
for passing an order adverse to 
the interest of the assessee.

8.	 What	 are	 the	 gen-
eral	 principles	 relating	 to	 a	
direction	 for	 special	 audit	
under	 section	 142(2A)	 of	
the	Income-tax	Act,	1961?
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Yum Restaurants India 
Pvt. Ltd. Vs. CIT [2005] 278 
ITR 401(Delhi)

Decision: The Assessing 
Officer had properly applied 
his mind in regard to the 
complexity of the accounts 
and protection of the inter-
ests of the revenue and thus 
the direction for special audit 
under section 142(2A) was 
valid.

The assessee claimed to 
be part of the Y group. The 
Group was incorporated on 
March 19, 1994 as a private 
limited company. It operated 
globally and ran restaurants 
under the brand name of 
“KFC” and “ Pizza Hut”. The 
assessee claimed that it had 
been maintaining its books 
of accounts on a universally 
accepted accounting package 
named “ BaaN”. A return de-
claring “ nil” income accom-
panied by the statutory audit 
report and tax audit report 
was filed for the A.Y.   2002-
03. The return was taken up 
for scrutiny assessment. The 
Assessing Officer raised sev-
eral queries, which could not 
be answered satisfactorily by 
the assessee. Therefore, hav-
ing regard to the complex-
ity of the accounts and the 
interests of the revenue the 
Assessing Officer gave a di-
rection for special audit. The 
assessee challenged the same 
through a writ petition but 
the same was dismissed by the 
High Court, which held that 
there was proper application 
of mind by the assessing of-
ficer and the records showed 
that the direction for special 
audit was valid. In this regard 
the High Court laid down the 
following general principles 
in the context of special audit 
under section 142(2A):
(a) The provisions of sec-

tion 142(2A) of the Act 

do not contemplate by 
specific language or nec-
essary implication , is-
suance of a show-cause 
notice or grant of com-
prehensive hearing to 
the assessee by the As-
sessing Officer

(b) To a limited extent prin-
ciples of natural justice 
would be read into the 
provisions of section 
142(2A) of the Act. It 
is for the reason that the 
directions issued under 
this provision are bound 
to vest the assessee with 
the civil consequences of 
compulsive expenditure 
and audit of its books 
by an accountant, who, 
but for such direction 
would have no right of 
such examination. This 
would, to some extent, 
be interference in the 
internal management of 
the company related to 
its accounts.

(c) Before the Assessing 
Officer seeks an ap-
proval of the competent 
authority under section 
142(2A) of the Act, it 
would be obligatory 
upon him to call upon 
the assessee during the 
course of assessment 
proceedings for a pur-
poseful interaction and 
confrontation in regard 
to the nature and com-
plexity of the assessee’s 
accounts.

(d) Such interaction with 
and confrontation of 
the assessee with his ac-
count books should be 
with an object to attain 
better clarity and under-
standing of the accounts 
by the Assessing Officer. 
There has to be serious 
attempt on the part of 
the assessing officer to 

seek clarification of his 
doubts in regard to the 
nature and complexity 
of the assessee’s accounts 
for the better compre-
hension.

(e) The formation of opin-
ion by the Assessing Of-
ficer should be directly 
relatable to the nature 
and complexity of the 
assessee’s accounts and 
should also be in the in-
terest of the revenue.

(f ) Formation of opinion 
by the Assessing Officer 
and grant of approval 
by the Commissioner 
is sine qua non. At the 
concerned authorities 
should record their sat-
isfaction based upon 
examination of books of 
account and records pro-
duced by the assessee, in 
regard to the nature and 
complexity of accounts 
of the assessee and that 
it is in the interest of the 
revenue.

(g) Recourse to the provi-
sions of section 142(2A) 
should not be made in 
a mechanical manner 
and the opinion should 
also not be formed on 
assumptions and pre-
sumptions.

(h) The fact that the ac-
counts of the assessee 
are accompanied by tax 
audit report and statu-
tory audit report (un-
der section 44AA and 
44AB) would not debar 
the Assessing officer 
from taking recourse to 
the power vested in him 
under section 142(2A) 
of the Act. At best it 
can be a relevant fac-
tor to be considered by 
the Assessing Officer at 
the time of formation of 
opinion. r  


