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LEGAL DECISIONS: DIRECT TAXES

T A X A T I O N

(Priya Subramanian and Mukta Kathuria, the authors, are Sr. Education Offi cer and Executive Offi cer respectively in the ICAI)

Whether the receipt 
of compensation 
by the employer for 

surrender of tenancy rights of 
the employee after the sale of 
the property to a third party 
be treated as capital gains or 
income?

CIT v. Hindustan Times Ltd. 
[2005] 275 ITR 203 (Delhi)

Decision: The assessee 
could not be a tenant in his own 
premises. Although tenancy 
right is a capital asset but the 
assessee is left with no right, 
title or interest after the sale of 
the property. Therefore, such 
receipt is a capital receipt.

The assessee - employer 
reimbursed the rent paid by 
his employee in London. 
After some time the assessee 
purchased the same building. 
Later on the assessee sold 
the property. The sale was 
subject to a condition that his 
employee would continue to 
occupy the portion, which was 
occupied earlier by him as a 
monthly tenant. The right of 
the employee was protected 
by a deed in favour of the 
owner. The tenant, however, 
agreed with the new owner to 
vacate the premises for which 
the owner agreed to pay a 
sum of $24,000 for the rent 
of alternative accommodation 
for a period of fi ve years. The 
owner also agreed to pay a 
further sum of $24000 after 
four years from the year of fi rst 
instalment. From the records 
it was, however, clear that 
such an amount was received 
by the assessee and not the 
tenant-employee. The assessee 

claimed such income to be 
capital receipt. The question 
arose whether it should be 
treated as a capital gain or 
revenue receipt in the hands 
of the assessee? The receipt of 
such amount by the assessee 
instead of the tenant was also 
questioned.

The Commissioner 
(Appeals) held that the amount 
belonged to the assessee’s 
tenant in his capacity as a 
tenant in the property and the 
assessee had no right to receive 
it. The Tribunal confi rmed the 
same.

On reference the Delhi 
High Court held that the 
assessee could not be the 
tenant in its own premises. 
The tribunal failed to examine 
as to who was the tenant. It 
was clear from the record that 
the assessee was not the tenant 
and when it had transferred 
the property by way of sale it 
was left with no right, title or 
interest therein. The amount 
received by the assessee-
company was a revenue 
receipt.

2. Whether the income 
from property inherited by 
the son after the death of his 
father would be treated as the 
property of HUF or of the son 
in his individual status?

Dr. H. N. Mehrotra v. 
CIT [2005] 276 ITR 158 
(Allahabad)

Decision: In absence of 
independent act of throwing 
the property in the common 
hotchpot the income from 
property inherited belonged to 

the assessee and chargeable to 
tax in his individual status and 
not in the status of the Hindu 
undivided family.

The applicant was an 
individual deriving income 
from the medical profession. 
In respect of particular 
assessment years the original 
assessment of the applicant was 
completed taking into account 
only professional income. 
However, such assessment was 
reopened under section 147 of 
the Income-tax act, 1961 on 
the ground the assessee failed 
to disclose his income from the 
agricultural land and income 
from the house property. The 
assessee contended that he had 
mentioned in the annexure to 
his return that the agricultural 
land was HUF property 
and hence not returned. 
This proves that he had no 
intention of non-disclosure. 
This plea was rejected by the 
Commissioner (Appeals) as 
there was no mention about 
the income from the house 
property. The Tribunal upheld 
the order. 

On a reference it was held 
that the property inherited 
by the assessee became the 
property of the assessee and 
not that of the HUF. There 
was no independent act of 
throwing the property by 
the assessee in the common 
hotchpot. For blending the 
property in the common 
hotchpot it was necessary that 
the said property should have 
been treated differently from 
that of HUF. The Court held 
that the Tribunal was correct 
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in holding that the income 
from property and agricultural 
land belonged to the assessee 
and not in the status of Hindu 
undivided family.

Note: In view of section 
4 of the Hindu succession 
Act, 1956, income from the 
asset inherited by a son from 
his father can be assessed as 
income of the son individually 
and under section 8 of Hindu 
Succession Act, the property 
of the father devolves on his 
son in his individual capacity 
and not as karta of the Hindu 
Undivided Family.

3. Whether the 
payment of tax on total sale 
consideration of foals without 
claiming any expenses be 
considered as violation of 
the principles of the Act /
avoidance of tax?

CIT v. (1) Usha Stud and 
Agricultural Farms P. Ltd.

(2) Ameeta Mehra [2005] 
276 ITR 25 (Delhi)

Decision: The manner 
and method of accounting 
adopted by the assessee was 
correct and did not violate any 
provisions of the Act or in any 
way result in the avoidance of 
payment of tax.

The assessee company is 
a private limited company 
engaged in the business of 
breeding and maintenance 
of horses and also some 
agricultural activity, the produce 
of which was used as a feed 
and fodder for the horses. The 
assessee maintained composite 
account for both the business 
of horses and the agricultural 
activities. During a particular 
assessment year the assessing 
offi cer added the value of foals 
born in assessee’s stud farm 
during all the preceding years. 
Regarding this the assessee 
gave following explanations:

a) The value of such 
foals was taken as nil as they 

had no cost at all.
b) Entire sale proceeds 

on such foals were taxed after 
2 or 3 years at the time of sale.

c) This method of 
accounting was followed by it 
consistently since A.Y. 1975-
76 and was accepted by the 
department all through in the 
earlier years.

The Assessing offi cer 
rejected the above explanations 
given by the assessee. 
The Assessing Offi cer 
further disallowed a sum as 
depreciation on purchase 
of horses. The Assessing 
Offi cer rejected the assessee’s 
explanation that it had shown 
the net realizable value of 
broodmares as against cost, as 
in the earlier years. Both these 
additions were deleted by the 
Commissioner (Appeals) and 
the Tribunal.

On a further appeal to the 
High Court it was held that 
the manner and the method 
adopted by the assessee was 
correct. The matters relating to 
the foals born and depreciation 
on horses were based on 
factual determination and 
did not prima facie disclose 
any legal controversy. The 
assessee paid tax on the total 
sale consideration of the foals 
after a period of 3-4 years 
without claiming expenses. 
The Tribunal is the fi nal fact 
fi nding authority and no 
question of law arose from the 
order of Tribunal.

4. Would failure to 
deduct tax at source but 
deposit of the defi ciency 
from own funds by a State 
Electricity Board attract the 
penalty under section 271C 
of the Income-tax Act, 1961?

If such penalty is imposed, 
will it be imposed on the principal 
offi cer responsible for deducting 
tax at source within the meaning 
of 201(1) of the Income-tax Act 

or the State Electricity Board?
CIT vs. Senior Accounts 

Offi cer, Madhya Pradesh 
Electricity Board [2005] 276 
ITR 84 (Madhya Pradesh)

Decision: The assessee 
being a government statutory 
organisation made compliance 
by paying the shortfall from 
its own funds. There being 
no deliberate concealment 
penalty under section 271C 
stands cancelled.

The assessee, M.P. 
Electricity Board deducted less 
amount of tax at source from 
a particular class of consumer 
(High Tension Transmission 
lines). The Board deducted tax 
at the rate of 10% instead of 
23%. However, on becoming 
aware of the shortfall the 
Board deposited the defi cient 
amount and complied with the 
requirement. The Assessing 
Offi cer and the Commissioner 
(Appeals) did not accept this 
explanation offered by the 
assessee and imposed the 
penalty under section 271C of 
the Income- tax Act, 1961.

On reference, the High 
Court held that the explanation 
given by the assessee was 
bona fi de and deserves to be 
acceptable. The assessee was 
not a private businessman but 
was a statutory government 
organisation and as soon as the 
confusion regarding the rate 
of tax was clarifi ed the Board 
made the compliance. Hence, 
it was not a case of deliberate 
concealment or evasion of tax. 
Thus the appeal was dismissed 
and the order of the Tribunal 
was upheld.

5. In view of the 
provisions of section 43B of 
the Income-tax Act, 1961 
can the amount of kist/
rental payable to the State 
Government can be allowed 
as a deduction even when the 
sum has not actually been 
paid?
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CIT and Another v. 
Satish Chandra Hedge Family 
Trust [2005] 276 ITR 208 
(Karnataka)

Decision: The provisions 
of section 43B of the Income-
tax act, 1961 would not get 
attracted in respect of kist/
rental payable to the State 
Government by the assessee.

Provisions of section 43B of 
the Income-tax Act, 1961 get 
attracted in case of statutory 
liability, which is in the nature 
of tax, duty, cess or fee. On 
reference the Court held that 
payment of lease/ rental might 
be statutory liability. However, 
any statutory liability does 
not come within the purview 
of section 43B. Statutory 
liabilities in the nature of tax, 
duty, cess or fee only attract 
the provisions of section 
43B. Kist/ rentals cannot be 
considered to be falling under 
either of the items. Therefore, 
the provisions of section 43B 
are not attracted and the 
deduction will be allowed in 
respect of kist/ rental payable 
but not yet paid.

Note: When the Legislature 
uses specifi c language it cannot 
be stretched to include certain 
sums, which are not in the 
nature of payment mentioned 
by the Legislature.

6. Where the assessee 
claims the cash credits 
appearing in the accounts of 
various persons to be genuine 
can he take the benefi t of 
peak credit in respect of such 
accounts?

Bhaiyalal Shyam Behari 
v. CIT [2005] 276 ITR 38 
(Allahabad)

Decision: The assessee 
is not entitled to claim the 
benefi t of peak credit in respect 
of those cash credits, which 
were claimed by the assessee 
to be genuine deposits.

During a particular 
assessment year certain amount 
of cash credits standing in the 
names of different persons 
were added in the income of 
the applicant by invoking the 
provision of section 68 of the 
Income-tax Act, 1961. The 
applicant submitted that as 
the amount of cash credit has 
been treated to tax by invoking 
the provisions of section 68 of 
the Act and the said amount 
had been treated as income 
from the unexplained source, 
the applicant was entitled to 
take up a plea of addition of 
the aforesaid peak credit as 
the entire deposits have been 
treated to be income of the 
applicant. It was held that 
the contention was wholly 
misconceived. For adjudicating 
upon the plea of peak credit the 
factual foundation had to be 
laid by the assessee. He should 
own all cash credit entries 
in the books of account and 
only thereafter the question 
of peak credit be raised. As in 
the present case the amount of 
cash credits were standing in 
the names of different persons 
which all along the applicant 
had been claiming to be genuine 
deposit withdrawal/ payment 
of the amount to different set 
of persons during the previous 
years would not at all entitle 
the applicant to claim benefi t 
of peak credit.

7. Does section 245-I 
take away the power of the 
Settlement Commission to 
decide whether the settlement 
order has been obtained by 
fraud or misrepresentation 
of facts merely because it 
provides that the order of 
settlement is conclusive?

CIT v. Om Prakash Mittal 
(2005) 143 Taxman 373 (SC)

Decision: The Settlement 
Commission has power 
to determine whether the 
settlement order has been 

obtained by fraud or 
misrepresentation and the 
department is entitled to lead 
evidence for the same.

In this case, pursuant to 
a search conducted in the 
premises of the assessee, certain 
seizures were made. The 
assessee fi led an application 
for settlement in terms of 
section 245C claiming to have 
received the amount by way 
of loan from several persons.  
The Settlement Commission 
accepted the assessee’s 
statement and made an order 
under section 245D(4).  The 
CBI, however, conducted 
enquiry at the request of the 
revenue regarding the loans 
and opined that the alleged 
lenders had no means or 
fi nancial capacity to advance 
such huge loans to the 
assessee and were mere name 
lenders.  The Commissioner 
fi led an application under 
section 245D(6) praying 
for the order to be declared 
void and for withdrawal of 
benefi t granted.  The assessee, 
however, contended that 
the order of the Settlement 
Commission was fi nal in 
terms of section 245-I and 
fresh analysis would amount 
to sitting in judgement over 
an earlier decision, for which 
the Settlement Commission 
was not empowered.

The Supreme Court 
observed that a bare reading 
of section 245D(6) shows that 
every order passed under sub-
section (4) has to provide for 
the following –

(1) the terms of 
settlement and 

(2) that the settlement 
would become void if it is 
subsequently found by the 
Settlement Commission that 
it has been obtained by fraud 
or misrepresentation.

The decision whether the 
order has been obtained by 
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fraud or misrepresentation 
is that of the Settlement 
Commission.  However, 
there is no requirement that 
the Settlement Commission 
must suo motu initiate the 
action.  The revenue can move 
the Settlement Commission 
for decision on an issue if it 
has material to show that the 
order was obtained by fraud or 
misrepresentation of facts.  

The Supreme Court 
observed that the foundation 
for settlement is an application 
which an assessee can fi le at 
any stage of a case relating to 
him in such form and manner 
as may be prescribed.   The 
requirement is that there 
must be an income disclosed 
in a return furnished and 
undisclosed income disclosed 
to the Settlement Commission 
by a petition under section 
245C.  The fundamental 
requirement of the application 
under section 245C is that 
there must be full and true 
disclosure of the income along 
with the manner in which it 
has been derived. Voluntary 
disclosure and making a 
full and true disclosure of 
the income are, therefore, 
necessary pre-conditions 
for invoking the Settlement 
Commission’s jurisdiction.  If 
an order is obtained by fraud 
or mis-representation of facts, 
it cannot be said that there 
was a full and true disclosure.  
This is why the Legislature 
has prescribed the condition 
relating to declaration of the 
order void when it is obtained 
by fraud or misrepresentation 
of facts.  

The Supreme Court held 
that merely because section 
245-I provides that the order 
of settlement is conclusive, it 
does not take away the power of 
the Settlement Commission to 
decide whether the settlement 
order has been obtained by 
fraud or misrepresentation of 

facts.  If the Commissioner 
is able to establish that the 
earlier decision was void 
because of misrepresentation 
of facts, then it is open for 
the Settlement Commission 
to decide the issue.  It cannot 
be called by any stretch of 
imagination to be a review of 
the earlier judgment or the 
subsequent Bench sitting in 
appeal over the earlier Bench’s 
decision.

Note: The Supreme Court 
considered the question 
whether the settlement 
commission has jurisdiction 
to reduce or waive interest 
chargeable under section 
234A, 234Band 234C and 
held that though section 
245D(4) confers wide powers 
on the Commission in the 
process of settling the case, 
the Income tax act does not 
empower the Commission to 
waive or reduce the interest 
under section 234A, 234B 
and 234C.- Anjum M.H. 
Ghaswala (2001)252 ITR 1 
(SC)

8. Are directions issued 
by the CBDT, which affect 
the interests of the assessees, 
ultra vires the scope of section 
119(2)?

Madura Coats v. Dy. CIT 
(2005) 145 Taxman 226 
(Mad.)

Decision: The instructions 
issued by the CBDT under 
section 119(2) should not 
affect the interests of the 
assessees. If such directions 
are issued, they have to be held 
ultra vires the scope of section 
119(2).

The assessment of the 
assessee - company was 
completed under section 
143(3). The assessing authority 
subsequently reopened the 
assessment by relying upon 
the circular issued by the 
CBDT in which the Board 
had given a direction to 

subordinate authorities to 
treat the ex-gratia amounts 
paid by the assessees to its 
employees under the Voluntary 
Retirement Scheme (VRS) as 
capital expenditure. On writ, 
the assessee contended that the 
circular issued was contrary to 
the provisions of the Act and 
also that it was beyond the 
powers of the CBDT to issue 
such a circular against the 
interest of the assessees.

The High Court held that 
in the instant case, sub-section 
(1) of section 119 is not 
attracted since this provision 
relates to instructions and 
directions to be issued for 
proper administration of the 
Act.  Such directions can 
only relate to procedural and 
administrative matters and not 
to the criteria to be adopted in 
the matter of assessment.

However, under section 
119(2), the CBDT is given the 
power to issue instructions to 
subordinate authorities for the 
purpose of proper and effi cient 
management of the work of 
assessment and collection of 
revenue, provided that such 
instructions are not prejudicial 
to the assessees.  Therefore, any 
instruction to be issued should 
not affect the interests of the 
assessees.  If such directions 
are issued, they have to be held 
ultra vires the scope of section 
119(2). The reason behind the 
statutory bar under section 
119(2) to issue any instruction 
contrary to the interests of the 
assessee is that a subordinate 
offi cial is bound to comply 
with the directions/opinion of 
a superior authority.  Any such 
instruction to an authority 
discharging the functions 
of a quasi-judicial nature 
would be impermissible. In 
the instant case, there was 
a positive direction to the 
assessing authorities to treat 
the ex-gratia amount as capital 
expenditure, which direction 
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was certainly adverse to the 
assessees.  Therefore, to the 
extent the circular was against 
the interests of the assessees, 
the same was liable to be held 
ultra vires.  

Note: It is for consideration 
whether instructions issued 
under section 119(1) for the 
proper administration of the 
Income-tax Act but which 
prejudicially affect the interests 
of the assessee are valid.

9. Is it possible for 
a non-resident assessee to 
claim that his salary income 
is exempt from tax since it is 
received from the head offi ce 
in Italy and not from the 
permanent establishment in 
India?

CIT v. Elitos S.P.A. (2005) 
145 Taxman 210 (All.)

Decision: The expenses 
on salaries were not borne by 
the permanent establishment 
or fi xed base in India, the 
provision of clause 2 of article 
16 came into play. Explanation 
2 to section 9 was not attracted, 
as the instant case was covered 
by the DTAA and therefore, 
in view of section 90, it would 
have an overriding effect.  
Therefore, the salary received 
by the non-resident assessees 
was not liable to tax in India.

The assessees were non-
residents working in India for 
the employer in Italy.  They 
claimed that their case was 
covered by the DTAA between 
India and Italy and by virtue of 
section 16(2)(c) of the DTAA, 
their salary was not taxable in 
India. The Assessing Offi cer 
rejected the claim of the 
assessee holding that employer 
had both a permanent 
establishment and fi xed base 
in India. The Assessing Offi cer 
further held that since the 
condition prescribed in article 
16(2)(c) was not fulfi lled, the 
salaries so received along with 

perquisites of tax paid by the 
employer, were taxable in their 
respective hands. Accordingly, 
the assessments were framed, 
which was upheld by the 
Commissioner (Appeals).  
However, on further appeal, 
the Tribunal allowed the 
claim of the assessees holding 
that the remuneration of the 
employees in question was 
not borne by the permanent 
establishment or fi xed place, 
which the employer had in 
India.

As per clause (2) of Article 
16, remuneration derived by a 
resident of a Contracting State 
in respect of an employment 
exercised in the other 
Contracting State would be 
taxable in the fi rst-mentioned 
State if:

(a) the recipient is present 
in the other State for a period 
or periods not exceeding the 
aggregate 183 days in the fi scal 
year concerning;

(b) the remuneration is 
paid by, or on behalf of, an 
employer who is not a resident 
of the other State;

(c) the remuneration is 
not borne by a permanent 
establishment or a fi xed base, 
which the employer has in the 
other State

The High Court observed 
that from a perusal of article 16, 
all the conditions mentioned 
in clause 2 of article 16 have to 
be fulfi lled in case the salaries, 
wages and other remunerations 
derived by an assessee are to be 
held not liable to tax in India. 
In the instant case, there was 
no dispute that the conditions 
mentioned in sub-clauses (a) 
and (b) of clause 2 of article 
16 were fulfi lled.

So far as the condition 
mentioned in sub-clause (c) of 
clause 2 was concerned, it was 
found that the Tribunal had 
recorded a fi nding that the PE 

had received only 7% of the 
amount which became due to 
the employer company based 
in Italy and that 7% which 
they had received had not been 
utilized for making payment 
of salary.   The salaries were 
all paid in Italy by the head 
offi ce of the company.  Total 
receipts in India as per the 
working given in terms of 
Indian currency were Rs.8.49 
lakhs, against which the 
expenditure incurred by PE 
in India on food, transport 
charges and hotel charges, etc., 
of the employees aggregated 
to Rs.11.92 lakhs. Salaries of 
pilots/engineers paid in Italy 
amounted to Rs.59.18 lakhs 
and, therefore, expenditure 
in question on payment of 
salary was not borne by the 
permanent establishment in 
India. Therefore, the condition 
in sub-clause (c) of clause 2 of 
article 16 is also fulfi lled.

Under section 90, the 
Central Government has 
been empowered to enter 
into an agreement with the 
Government of any country 
outside India for granting 
relief for the avoidance of 
double taxation of income 
under the Act and under the 
corresponding law in force in 
that country.

The High Court held that 
on the basis of the fi nding 
recorded by the Tribunal that 
the expenses on salaries were 
not borne by the permanent 
establishment or fi xed base in 
India, the provision of clause 
2 of article 16 came into play.  
Explanation 2 to section 9 was 
not attracted, as the instant 
case was covered by the 
DTAA and therefore, in view 
of section 90, it would have an 
overriding effect.  Therefore, 
the salary received by the non-
resident assessees were not 
liable to tax in India. �


