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1
BASIC CONCEPTS

Question 1
Explain the concept of “Marginal Relief” under the Income-tax Act, 1961. (4 Marks)(Nov 2008)

Answer
The concept of marginal relief is applicable only in the case of companies w.e.f. A.Y.2010-11.
Marginal relief is available in case of companies having a total income exceeding Rs.1 crore
i.e. the additional amount of income-tax payable (together with surcharge) on the excess of
income over Rs.1 crore should not be more than the amount of income exceeding Rs.1 crore.
Question 2
(a) Explain "Previous year" for undisclosed sources of income.  (4 Marks)(June 2009)
(b) Define the meaning of "Infrastructure Capital Fund" as per section 2(26B) of the Income-

tax Act, 1961.                 (4 Marks)(June 2009)

Answer
(a) There are many occasions when the Assessing Officer detects cash credits, unexplained

investments, unexplained expenditure etc., the source for which is not satisfactorily
explained by the assessee to the Assessing Officer. The income from these undisclosed
sources of income would be deemed to be the income of that financial year for which
assessee failed to explain the nature or source of income.
(i) Cash credit - previous year is that previous year for which Assessing Officer finds

any credit in the books of the assessee.
(ii) Unexplained Investments - previous year is that financial year in which the

assessee has made investments which are not recorded in the books of account.
(iii) Unexplained money etc. - previous year is that financial year in which the assessee

is found to be owner of any money, bullion, jewellery or other valuable article which
are not recorded in the books of account.

(iv) Amount of investments etc. not fully disclosed in the books of account - previous
year is that financial year in which the assessee is found to be the owner of any
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money, bullion, jewellery or other valuable article the value of which exceeds the
amount recorded in the books of account.

(v) Unexplained expenditure – previous year is that financial year in which the
assessee incurs unexplained expenditure.

(vi) Amount borrowed or repaid on hundi – previous year is that financial year in which
the assessee has borrowed any amount on a hundi or repaid any amount due
thereon other than through account-payee cheque drawn on a bank.

Note - Students may mention any two out of six examples given above.
(b) As per section 2(26B) of the Act, "Infrastructure Capital Fund" means such fund

operating under a trust deed registered under the provisions of the Registration Act, 1908
established to raise monies by the trustees for investment by way of acquiring shares or
providing long term finance to -
(i) any enterprise or undertaking wholly engaged in the business referred to in section

80-IA(4) or section 80-IAB(1) or
(ii) an undertaking developing and building a housing project  referred to in section 80-

IB(10) or
(iii) a project for constructing a hotel of not less than three-star category as classified by

the Central Government or
(iv) a project for constructing a hospital with at least 100 beds for patients.

Question 3
Describe average rate of tax and maximum marginal rate under section 2(10) and 2(29C) of
the Income-tax Act, 1961.  (4 Marks) (Nov 2009)

Answer
As per section 2(10), "Average rate of Tax" means the rate arrived at by dividing the amount
of tax calculated on the total income, by such total income.
Section 2(29C) defines "maximum marginal rate" to mean the rate of income tax (including
surcharge on the income-tax, if any) applicable in relation to the highest slab of income in the
case of an individual, AOP or BOI, as the case may be, as specified in Finance Act of the
relevant year.
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RESIDENCE AND SCOPE OF TOTAL INCOME

Question 1
State with reasons, whether the following statements are true or false, with regard to the
provisions of the Income-tax Act, 1961:
(a) Only individuals and HUFs can be resident, but not ordinarily resident in India; firms can

be either a resident or non-resident. (2 Marks)(May 2007)
(b) Income deemed to accrue or arise in India to a non-resident by way of interest, royalty

and fee for technical services is taxable in India irrespective of territorial nexus.
(2 Marks)(Nov 2008)

(c) Mr. X, Karta of HUF, claims that the HUF is non-resident as the business of HUF is
transacted from UK and all the policy decisions are taken there. (2 Marks)(June 2009)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to Financial Year 2009-10.

Answer
(a) True

A person is said to be “not-ordinarily resident” in India if he satisfies either of the
conditions given in sub-section (6) of section 6. This sub-section relates to only
individuals and Hindu Undivided Families. Therefore, only individuals and Hindu
undivided families can be resident, but not ordinarily resident in India.  All other classes
of assessees can be either a resident or non-resident for the purpose of income-tax.  A
firm can, therefore, either be a resident or non-resident.

(b) True
Explanation to section 9 clarifies that income by way of interest, royalty or fee for technical
services which is deemed to accrue or arise in India by virtue of clauses (v), (vi) and (vii) of
section 9(1), shall be included in the total income of the non-resident, whether or not the
non-resident has a residence or place of business or business connection in India.
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(c) True
A HUF is considered to be a non-resident where the control and management of its
affairs are situated wholly outside India. In the given case, since all the policy decisions
of HUF are taken from UK, the HUF is a non-resident.

Question 2
Miss Charlie, an American national, got married to Mr. Radhey of India in USA on 2.3.06 and
came to India for the first time on 16.3.06. She remained in India up till 19.9.06 and left for
USA on 20.9.06.  She returned to India again on 27.3.07.  While in India, she had purchased a
show room in Mumbai on 22.4.06, which was leased out to a company on a rent of Rs.25,000
p.m. from 1.5.06.  She had taken loan from a bank for purchase of this show room on which
bank had charged interest of Rs.97,500 upto 31.3.07.  She had received the following gifts
from her relatives and friends during 1.4.06 to 30.6.06 :
- From parents of husband Rs.51,000
- Fro married sister of husband Rs.11,000
- From two very close friends of her husband, Rs.1,51,000 and Rs.21,000 Rs.1,72,000
Determine her residential status and compute the total income chargeable to tax alongwith the
amount of tax payable on such income for the Asst. Year 2007-08.        (14 Marks) (May 2007)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10. The particulars would be
as follows:
Miss Charlie, an American national, got married to Mr. Radhey of India in USA on
2.03.09 and came to India for the first time on 16.03.09 She remained in India up till
19.9.09 and left for USA on 20.9.09.  She returned to India again on 27.03.10.  While in
India, she had purchased a show room in Mumbai on 22.04.09, which was leased out to
a company on a rent of Rs.25,000 p.m. from 1.05.09.  She had taken loan from a bank for
purchase of this show room on which bank had charged interest of Rs.97,500 upto
31.03.10.  She had received the following gifts from her relatives and friends during
1.4.09 to 30.6.09:
-  From parents of husband Rs.51,000
-  From married sister of husband Rs.11,000
-  From two very close friends of her husband, Rs.1,51,000 and Rs.21,000    Rs.1,72,000
Determine her residential status and compute the total income chargeable to tax
alongwith the amount of tax payable on such income for the Asst. Year 2010-11.

Answer
Under section 6(1), an individual is said to be resident in India in any previous year, if he
satisfies any one of the following conditions:
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(i) He has been in India during the previous year for a total period of 182 days or more, or
(ii) He has been in India during the 4 years immediately preceding the previous year for a

total period of 365 days or more and has been in India for at least 60 days in the previous
year.

If an individual satisfies any one of the conditions mentioned above, he is a resident. If both
the above conditions are not satisfied, the individual is a non-resident.
Therefore, the residential status of Miss Charlie, an American National, for A.Y.2010-11 has to
be determined on the basis of her stay in India during the previous year relevant to A.Y. 2010-
11 i.e. P.Y.2009-10 and in the preceding four assessment years.
Her stay in India during the previous year 2009-10 and in the preceding four years are as
under:-
P.Y.2009-10
01.04.2009 to 19.09.2009 - 172 days
27.03.2010 to 31.03.2010 -     5 days

Total 177 days
Four preceding previous years
P.Y.2008-09 [1.4.08 to 31.3.09] - 16 days
P.Y.2007-08 [1.4.07 to 31.3.08] -        Nil
P.Y.2006-07 [1.4.06 to 31.3.07] -        Nil
P.Y.2005-06 [1.4.05 to 31.3.06] -        Nil

        Total 16 days
The total stay of the assessee during the previous year in India was less than 182 days and
during the four years preceding this year was for 16 days.  Therefore, due to non-fulfillment of
any of the two conditions for a resident, she would be treated as non-resident for the
Assessment Year 2010-11.

Computation of total income of Miss Charlie for the A.Y. 2010-11
Particulars Rs. Rs.

Income from house property
Show room located in Mumbai remained on rent from 01.05.09 to
31.03.10 @ Rs.25,000/- p.m.
Gross Annual Value [25,000 x 11] (See Note 1 below) 2,75,000
Less:  Municipal taxes -
Net  Annual Value (NAV) 2,75,000
Less: Deduction under section 24
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                30% of NAV 82,500
                Interest on loan 97,500 1,80,000 95,000

Income from other sources
Gifts received from non-relatives is chargeable to tax as per
section 56(2)(vi) if the aggregate value of such gifts exceeds of
Rs.50,000.
- Rs.50,000 received from parents of husband would be

exempt, since parents of husband fall within the definition of
relative and gifts from a relative are not chargeable to tax.

Nil

- Rs.11,000 received from married sister of husband is exempt,
since sister falls within the definition of relative and gifts from
a relative are not chargeable to tax.

Nil

-   Gift received from two friends of husband Rs.1,51,000 and
Rs.21,000 aggregating to Rs.1,72,000 is taxable under
section 56(2)(vi) since the aggregate of Rs.1,72,000 exceeds
Rs.50,000. 1,72,000 1,72,000

Total income 2,67,000
Computation of tax payable by Miss Charlie for the A.Y. 2010-11.

Particulars Rs. Rs.
Tax on total income of Rs.2,67,000 10,700
Add:  Education cess@2% 214
Add : Secondary and higher education cess @1% 107
Total tax payable 11,021
Notes –
1. Actual rent received has been taken as the gross annual value in the absence of other

information (i.e. Municipal value, fair rental value and standard rent) in the question.
2. If the aggregate value of taxable gifts received from non-relatives exceeds Rs.50,000

during the year, the entire amount received (i.e. the aggregate value of taxable gifts
received) is taxable.  Therefore, the entire amount of Rs.1,72,000 is taxable under
section 56(2)(vi).

3. The increased basic exemption limit of Rs.1,90,000 is available only for resident women.
In this case, since the assessee is a non-resident, she cannot avail the benefit of higher
basic exemption limit of Rs.1,90,000.
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Question 3
Determine the taxability of income of US based company Heli Ltd., in India on entering
following transactions during the financial year 2008-09:
(i) Rs.5 lacs received from an Indian domestic company for providing technical know how in

India.
(ii) Rs.6 lacs from an Indian firm for conducting the feasibility study for the new project in

Finland
(iii) Rs.4 lacs from a non-resident for use of patent for a business in India.
(iv) Rs.8 lacs from a non-resident Indian for use of know how for a business in Singapore.
(v) Rs.10 lacs for supply of manuals and designs for the business to be established in

Singapore.
Explain the rate of tax applicable on taxable income for US based company, Heli Ltd., in India.

(7 Marks) (Nov 2009)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question.  Accordingly, the facts
given above may be taken as relating to Financial Year 2009-10.
Answer
A non resident is chargeable to tax in India in respect of following incomes:
(i) Income received or deemed to be received in India; and
(ii) Income accruing or arising or deemed to accrue or arise in India.
In view of the above provisions, taxability of income is determined in following manner:

S.
No.

Transaction details Amount
(Rs.)

(i) Amount received from an Indian domestic company for providing
technical know how in India is deemed to accrue or arise in India
and is, therefore, taxable in India

5 lacs

(ii) Conducting the feasibility study for the new project in Finland for the
Indian firm is not taxable in India as the income accrues outside India
since such study is done for a business outside India.

Nil

(iii) Income received from a non-resident for use of patent for a
business in India is taxable in India as it is deemed to accrue or
arise in India.

4 lacs

(iv) Income received from a non-resident Indian for use of know-how for
a business in Singapore. Therefore, since it does not accrue or
arise in India nor is it deemed to accrue or arise in India, it is not
taxable in India.

Nil
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(v) Income received for supply of manuals and designs for the
business to be established in Singapore is not taxable in India,
since it does not accrue or arise in India nor is it deemed to accrue
or arise in India.

Nil

Total Income in India 9 lacs

Note –
It is assumed that the income referred to S.No. (ii), (iv) and (v) are received outside India.
In respect of foreign companies, certain `specified income such as royalty and fees for
technical service is taxable @ 10%. However, the rate specified in the DTAA between India
and USA may be adopted, if it is more favourable to the assessee. It is presumed that the
agreement was entered into on or after 1st June, 2005.
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INCOMES WHICH DO NOT FORM PART OF TOTAL INCOME

Question 1
State with reasons, whether the following statements are true or false, with regard to the
provisions of the Income-tax Act, 1961:
(a) In respect of voluntary contributions in excess of Rs.20,000 received by a political party,

exemption under section 13A is available where proper details about the donations are
maintained; there is no need to maintain books of account. (2 Marks)(May 2007)

(b) Compensation on account of disaster received from a local authority by an individual or
his/her legal heir is taxable. (2 Marks)(Nov 2008)

(c) Mr. P, a shareholder of a closely held company, holding 16% shares, received advances
from that company which is to be deemed as dividend from an Indian Company, hence
exempted under section 10(34) of the Income-tax Act, 1961.  (2 Marks)(June 2009)

Answer
(a) False.

The obligation under section 13A to maintain proper details of voluntary contributions in
excess of Rs.20,000 is over and above the obligation to maintain such books of account
and other documents as would enable the Assessing Officer to properly deduce its
income therefrom.

(b) False.
As per section 10(10BC), any amount received or receivable as compensation by an
individual or his/her legal heir on account of any disaster from the Central Government,
State Government or a local authority is exempt from tax.

(c) False.
As per section 10(34) of the Act, only income by way of dividend referred to in section
115-O shall be exempt in the hands of shareholders. Corporate dividend tax is not
leviable on deemed dividend under section 2(22)(e) and hence, such deemed dividend is
not exempt under section 10(34).
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Question 2
Briefly discuss about the provisions relating to deductibility of expenditure incurred in relation
to income not includible in assessee's total income.         (4 Marks) (May 2007)

Answer
(i) As per section 14A, expenditure incurred in relation to any exempt income is not allowed

as a deduction while computing income under any of the five heads of income.
(ii) However, the Assessing Officer is not empowered to reassess under section 147 or to

pass an order increasing the liability of the assessee by way of enhancing the
assessment or reducing a refund already made or otherwise increasing the liability of the
assessee under section 154, for any assessment year beginning on or before 1.4.2001
i.e. for any assessment year prior to A.Y. 2002-03.

(iii) The Assessing Officer is empowered to determine the amount of expenditure incurred in
relation to such income which does not form part of total income in accordance with such
method as may be prescribed by the CBDT in this regard.

(iv) Such method should be adopted by the Assessing Officer if he is not satisfied with the
correctness of the claim of the assessee, having regard to the accounts of the assessee.

(v) Further, the Assessing Officer is empowered adopt such method, even where an
assessee claims that no expenditure has been incurred by him in relation to income
which does not form part of total income.

Question 3
How is exemption granted by section 10(10CC) in respect of income-tax paid by employer?

(4 Marks) (Nov 2007)

Answer
Section 10(10CC) provides for exemption in the hands of an employee, being an individual
deriving income by way of perquisites, not provided by way of monetary payment within the
meaning of section 17(2). This applies where the tax on such income is actually paid by the
employer, at the option of the employer, on behalf of such employee notwithstanding anything
contained in section 200 of the Companies Act, 1956.
This provision will provide relief to the employee if the employer is willing to bear the tax
burden in respect of non-monetary perquisites provided by it to the employee as otherwise the
tax so paid by the employer would have been treated as income of the employee.
Question 4
Whether the income derived from saplings or seedlings grown in a nursery is taxable under
the Income-Act, 1961?  (2 Marks)(June 2009)
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Answer
As per Explanation 3 to section 2(1A) of the Act, income derived from saplings or seedlings
grown in a nursery shall be deemed to be agricultural income and exempt from tax, whether or
not the basic operations were carried out on land.
Question 5
Will a charitable trust forfeit the exemption granted to it, if it holds shares in a public sector
company? (2 Marks) (May 2008)

Answer
According to section 13(1)(d), investment in shares in a public sector company is allowed to
be made by a charitable trust. Therefore, a charitable trust holding shares in a public sector
company can continue to claim exemption.
Question 6
When is a charitable trust required to file its audit report alongwith return of income?

(2 Marks) (June 2009)

Answer
A charitable trust is required to get its accounts audited by a Chartered Accountant and file the
audit report in the prescribed form, duly signed and verified by such accountant, along with its
return of income when the total income of the trust before giving effect to section 11 and 12
exceeds the maximum amount not chargeable to tax i.e. Rs.1,60,000.
Question 7
Explain the meaning of expression "advancement of any other object of general public utility"
in the context of  "Charitable Purpose" defined under section 2(15) of the Act.

(4 Marks) (June 2009)

Answer
The proviso to section 2(15) of the Act provides that “advancement of any other object of
general public utility" shall not be a charitable purpose, if it involves carrying on of:
(i) any activity in the nature of trade, commerce or business, or
(ii) any activity of rendering of any service in relation to any trade, commerce or business,
for a cess or fee or any other consideration, irrespective of the nature of use or application of
the income from such activity or the retention of such income, by the concerned entity.
The expression "advancement of any other object of general public utility" includes any object
which will be beneficial even to a segment of society and not necessarily to the whole
mankind. However, the object should not be for the benefit of specified individuals.
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NOTE



4
UNIT - 1: INCOME FROM SALARIES

Question 1
Following benefits have been granted by Ved Software Ltd. to one of its employees Mr. Badri:

(i) Housing loan @ 6% per annum. Amount outstanding on 1.4.2007 is Rs. 6,00,000. Mr.
Badri pays Rs. 12,000 per month, on 5th of each month.

(ii) Air-conditioners purchased 4 years back for Rs. 2,00,000 have been given to Mr.
Badri for Rs. 90,000.

Compute the chargeable perquisite in the hands of Mr. Badri for the A.Y. 2008-09.

The lending rate of State Bank of India as on 1.4.2007 for housing loan may be taken as 10%.

(6 Marks)(May 2008)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10.

Answer
Perquisite value for housing loan
The value of the benefit to the assessee resulting from the provision of interest-free or
concessional loan made available to the employee or any member of his household during the
relevant previous year by the employer or any person on his behalf shall be determined as the
sum equal to the interest computed at the rate charged per annum by the State Bank of India
(SBI) as on the 1st day of the relevant previous year in respect of loans for the same purpose
advanced by it. This rate should be applied on the maximum outstanding monthly balance and
the resulting amount should be reduced by the interest, if any, actually paid by him.
“Maximum outstanding monthly balance” means the aggregate outstanding balance for loan as
on the last day of each month.
The perquisite value for computation is 10% - 6% = 4%

Month Maximum outstanding balance as
on last date of month

Perquisite value at 4%
for the month

April, 2009 5,88,000 1,960
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May, 2009 5,76,000 1,920
June, 2009 5,64,000 1,880
July, 2009 5,52,000 1,840
August, 2009 5,40,000 1,800
September, 2009 5,28,000 1,760
October, 2009 5,16,000 1,720
November, 2009 5,04,000 1,680
December, 2009 4,92,000 1,640
January, 2010 4,80,000 1,600
February, 2010 4,68,000 1,560
March, 2010 4,56,000 _1,520

Total value of this perquisite 20,880

Perquisite Value of Air Conditioners

Rs.
Original cost 2,00,000
Depreciation on SLM basis for 4 years @10% i.e. Rs.2,00,000 x10% x 4   80,000
Written down value 1,20,000
Amount recovered from the employee 90,000
Perquisite value 30,000

Chargeable perquisite in the hands of Mr. Badri for the assessment year 2010-11

Rs.
Housing loan 20,880
Air Conditioner 30,000
Total 50,880

Question 2
Mr. Narendra, who retired from the services of Hotel Samode Ltd., on 31.1.2008 after putting
on service for 5 years, received the following amounts from the employer for the year ending
on 31.3.2008:
 Salary @ Rs. 16,000 p.m. comprising of basic salary of Rs. 10,000, Dearness allowance

of Rs. 3,000, City compensatory allowance of Rs. 2,000 and Night duty allowance of Rs.
1,000.

 Pension @ 30% of basic salary from 1.2.2008.
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 Leave salary of Rs. 75,000 for 225 days of leave accumulated during 5 years @ 45 days
leave in each year.

 Gratuity of Rs. 50,000.
Compute the total income of Mr. Narendra for the assessment year 2008-09.

(6 Marks)(May 2008)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10.
Answer

Computation of total income of Mr. Narendra for A.Y. 2010-11

Particulars Amount
(Rs.)

Amount
(Rs.)

Income from Salaries
Gross salary received during 1.4.09 to 31.1.10 @
Rs. 16,000 p.m. (Rs. 16,000 x 10) 1,60,000
Pension for 2 months @ 30% of the basic salary of Rs.10,000 p.m. 6,000
Leave Salary 75,000
Less: Exempt under section 10(10AA) (Note1) 50,000 25,000

Gratuity 50,000
Less: Exempt under section 10(10) (Note2) 25,000 25,000
Total Income 2,16,000

Notes:
1. Leave encashment is exempt to the extent of least of the following:

Particulars Amount
(Rs.)

(i) Statutory limit 3,00,000
(ii) Cash equivalent of leave for 30 days (30/45 x Rs.75,000) 50,000
(iii) 10 months average salary (10 x Rs.10,000) 1,00,000
(iv) Actual amount received 75,000

Therefore, Rs.50,000 is exempt under section 10(10AA).
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2. Gratuity is exempt to the extent of least of the following:

Particulars Amount
(Rs.)

(i) Statutory limit 3,50,000
(ii) Half month’s salary for 5 years of service ( 5 x Rs.5,000) 25,000
(iii) Actual gratuity received 50,000
Therefore, Rs.25,000 is exempt under section 10(10). It is assumed that the employee is
not covered under The Payment of Gratuity Act, 1972.

Question 3
How is advance salary taxed in the hands of an employee? Is the tax treatment same for loan
or advance against salary?  (4 Marks)(May 2008)
Answer
Advance Salary
Advance salary is taxable when it is received by the employee, irrespective of the fact whether
it is due or not.
 It may so happen that when advance salary is included and charged in a particular previous
year, the rate of tax at which the employee is assessed may be higher than the normal rate of
tax to which he would have been assessed.  Section 89(1) provides for relief in these types of
cases.
Loan or Advance against Salary
Loan is different from salary.  When an employee takes a loan from his employer, which is
repayable in certain specified installments, the loan amount cannot be brought to tax as salary
of the employee.
Similarly, advance against salary is different from advance salary.  It is an advance taken by
the employee from his employer.  This advance is generally adjusted against his salary over a
specified time period.  It cannot be taxed as salary.
Question 4
Mr. M is an area manager of M/s N. Steels Co. Ltd.  During the financial year 2007-08, he gets
the following emoluments from his employer:

Basic Salary
Up to 31.8.2007 Rs. 20,000 p.m.
From 1.9.2007 Rs. 25,000 p.m.
Transport allowance Rs.  2,000 p.m.
Contribution to recognised provident fund 15% of basic salary and D.A.
Children education allowance  Rs. 500 p.m. for two children
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City compensatory allowance Rs. 300 p.m.
Hostel expenses allowance Rs. 380 p.m. for two children
Tiffin allowance (actual expenses Rs. 3,700) Rs. 5,000 p.a.
Tax paid on employment Rs. 2,500

Compute taxable salary of Mr. M for the Assessment year 2008-09. (6 Marks)(Nov 2008)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the
facts given above may be taken as relating to financial year 2009-10.

Answer
Computation of taxable salary of Mr. M. for the Assessment Year 2010-11

Particulars Amount
(Rs.)

Amount
(Rs.)

Basic Salary  (Rs.20,000 x 5) +(Rs.25,000 x 7) 2,75,000
Transport allowance ( Rs.2,000 x 12) 24,000
Less : Exempt under section 10(14) (Rs.800 x 12) 9,600 14,400

Children education allowance (Rs.500 x 12) 6,000
Less: Exempt under section 10(14) ( Rs.100 x 2 x 12) 2,400 3,600

City Compensatory Allowance (Rs.300 x 12) 3,600

Hostel Expenses Allowance (Rs.380 x 12) 4,560
Less: Exempt under section 10(14) ( Rs.300 x 2 x 12 i.e.

Rs.7,200 but restricted to the actual allowance of
Rs.4,560)

4,560 Nil

Tiffin allowance (fully taxable) 5,000
Tax paid on employment 2,500
Employer’s contribution to R.P.F in excess of 12% of salary (i.e
3% of Rs.2,75,000)

8,250

Gross Salary 3,12,350
Less : Tax on employment under section 16(iii) 2,500
Taxable salary 3,09,850
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Notes:
(i) The question states that contribution to recognised provident fund is at 15% of

Basic salary + D.A.  However, since neither the amount nor rate of D.A. has been
given in the question, contribution to recognised provident fund has been taken as
15% of basic salary.

(ii) Professional tax paid by employer should be included in the salary of Mr. M as a
perquisite since it is discharge of monetary obligation of the employee by the
employer.  Thereafter, deduction of professional tax paid is allowed to the employee
from his gross salary.

Question 5
Mr. Ashok Kumar, an employee of a PSU, furnishes the following particulars for the previous
year ending 31.3.2009:

Rs.
i. Salary income for the year 5,25,000

ii. Salary for Financial Year 2006-07 received during the year 40,000

iii. Assessed Income for the Financial Year 2006-07 1,40,000

You are requested by the assessee to compute relief under section 89 of the Income-tax Act,
1961, in terms of tax payable for assessment year 2009-10.

The rates of Income-tax for the assessment year 2007-08 are:

Tax Rate (%)

On first Rs. 1,00,000 Nil

On Rs. 1,00,000 - Rs. 1,50,000 10

On Rs. 1,50,000 - Rs. 2,50,000 20

Above Rs. 2,50,000 30

Education cess 2
(7 Marks)(June 2009)

The provisions of the Income-tax Act, 1961 relevant for A.Y. 2010-11 should be taken
into consideration while solving the question. Accordingly, the facts given above may
be taken as relating to P.Y. 2009-10 i.e. relief under section 89 is required to be
calculated for A.Y. 2010-11, assuming that the salary income of Rs.5,25,000 is for the
P.Y. 2009-10 and arrears of salary for P.Y. 2006-07 is received during the P.Y. 2009-10.
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Answer
Computation of Relief under section 89 for the Assessment Year 2010-11

Particulars Rs. Rs.
Salary Income for the year excluding the arrears 5,25,000
Add: Arrears relating to Financial Year 2006-07    40,000

Total Income 5,65,000

Assessment year 2010-11
Tax on Rs.5,65,000

First Rs.1,60,000  Nil 0
Next Rs.1,40,000               10% 14,000
Next Rs.2,00,000               20% 40,000
Balance__65,000               30% 19,500

5,65,000 73,500
Add: Education cess @ 2% 1,470

Secondary and higher education cess @1%      735

Tax on total income (including arrears) (A) 75,705

Total Income excluding arrears 5,25,000
Tax on Rs.5,25,000

First Rs.1,60,000 Nil 0
Next Rs.1,40,000                 10% 14,000
Next Rs.2,00,000                  20% 40,000
Balance __25,000                  30% 7,500

5,25,000 61,500
Add : Education cess @ 2% 1,230

  Secondary and higher education cess @ 1%      615

Tax on total income (excluding arrears)  (B) 63,345

Difference between A & B I 12,360
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Assessment Year 2006-07
Total Income assessed 1,40,000
Add: Arrears relating to Financial year 2006-07    40,000

Total income (including arrears) 1,80,000
Tax on Rs.1,80,000 11,000
Add: Education Cess @ 2%     220

Tax on total income (including arrears) (C) 11,220

Total Income excluding arrears 1,40,000
Tax on Rs.1,40,000 4,000
Add: Education Cess @ 2% 80

Tax on total income (excluding arrears) (D) 4,080

Difference between C & D II 7,140

Relief under section 89 (I – II) 5,220

Tax payable for A.Y. 2010-11 (Rs.75,705 – Rs.5,220) 70,485



4
UNIT-2: INCOME FROM HOUSE PROPERTY

Question 1
Mr. Kalpesh borrowed a sum of Rs. 30 lakhs from the National Housing Bank towards
purchase of a residential flat. The loan amount was disbursed directly to the flat promoter by
the bank. Though the construction was completed in May, 2008, repayments towards principal
and interest had been made during the year ended 31.3.2008.
In the light of the above facts, state:
(i) Whether Mr. Kalpesh can claim deduction under Section 24 in respect of interest for the

assessment year 2008-09;
(ii) Whether deduction under Section 80C can be claimed for the above assessment year,

even though the construction was completed only after the closure of the year
 (6 Marks)(May 2008)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above
may be taken as relating to Financial Year 2009-10. The construction was completed in May
2010 and repayment towards principal and interest have been made during the year ended
31.3.2010.

Answer
(a) Interest on borrowed capital is allowed as deduction under section 24(b)

Interest payable on loans borrowed for the purpose of acquisition, construction, repairs,
renewal or reconstruction of house property can be claimed as deduction under section
24(b).  Interest payable on borrowed capital for the period prior to the previous year in
which the property has been acquired on constructed, can be claimed as deduction over
a period of 5 years in equal annual installments commencing from the year of acquisition
or completion of construction.
It is stated that the construction is completed only in May, 2010. Hence, deduction in
respect of interest on housing loan cannot be claimed in the assessment year 2010-11.

(b) Clause (xviii) of section 80C is attracted where there is any payment for the purpose of
purchase or construction of a residential house property, the income from which is
chargeable to tax under the head ‘Income from house property’. Such payment covers
repayment of any amount borrowed from the National Housing Bank.
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However, deduction is prima facie eligible only if the income from such property is
chargeable to tax under the head “Income from House Property”.  During the assessment
year 2010-11, there is no such income chargeable under this head.  Hence, deduction
under section 80C cannot be claimed for A.Y. 2010-11.

Question 2
Mr. X owns one residential house in Mumbai. The house is having two units. First unit of the
house is self occupied by Mr. X and another unit is rented for Rs.8,000 p.m. The rented unit
was vacant for 2 months during the year. The particulars of the house for the previous year
2007-08 are as under:

Standard rent Rs. 1,62,000 p.a.

Municipal valuation Rs. 1,90,000 p.a.

Fair rent Rs. 1,85,000 p. a

Municipal tax 15% of municipal valuation

Light and water charges Rs. 500 p.m.

Interest on borrowed capital Rs. 1,500 p.m.

Lease money Rs. 1,200 p.a.

Insurance charges Rs. 3,000 p.a.

Repairs Rs. 12,000 p.a.
Compute income from house property of Mr. X for the A.Y. 2008-09.  (9 Marks)(Nov 2008)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above may
be taken as relating to financial year 2009-10.

Answer
Computation of Income from house property for A.Y. 2010-11

(A) Rented unit (50% of total area – See Note 1 below)
Step I - Computation of Annual letting Value Rs. Rs.
Municipal valuation  (Rs.1,90,000 x ½) 95,000
Fair rent (Rs.1,85,000 x ½) 92,500
Standard rent (Rs.1,62,000 x ½) 81,000

Annual letting value is higher of Municipal valuation and fair
rent, but restricted to standard rent

81,000
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Step II - Actual Rent
Rent receivable for the whole year (Rs.8,000 x 12) 96,000
Step III – Computation of Gross Annual Value
Actual rent received owing to vacancy (Rs.96,000 – Rs.16,000) 80,000

Since, owing to vacancy the actual rent received is lower than
the annual letting value, the actual rent received is the Gross
Annual value
Gross annual value 80,000
Less:  Municipal taxes (15% of Rs.95,000) 14,250

Net Annual value 65,750
Less : Deductions under section 24
(i)  30% of net annual value 19,725
(ii)  Interest on borrowed capital (Rs.750 x 12) 9,000 28,725

Taxable income from let out portion 37,025

(B)  Self occupied unit (50% of total area – See Note 1 below)
Annual value Nil
Less : Deduction under section 24

                   Interest on borrowed capital (Rs.750 x 12) 9,000   9,000

Income from house property 28,025
Notes:
(1) It is assumed that both the units are of identical size.  Therefore, the rented unit would

represent 50% of total area and the self-occupied unit would represent 50% of total area.
(2) It is assumed that the municipal taxes have been paid by the owner during the year.
(3) No deduction will be allowed separately for light and water charges, lease money paid,

insurance charges and repairs.
Question 3
Mrs. Indu, a resident individual, owns a house in U.S.A. She receives rent @ $ 2,000 per
month. She paid municipal taxes of $ 1,500 during the financial year 2008-09. She also owns
a two storied house in Mumbai, ground floor is used for her residence and first floor is let out
at a monthly rent of Rs.10,000. Standard rent for each floor is Rs.11,000 per month. Municipal
taxes paid for the house amounts to Rs.7,500. Mrs. Indu had constructed the house by taking
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a loan from a nationalised bank on 20.6.2006. She repaid the loan of Rs.54,000 including
interest of Rs.24,000. The value of one dollar is to be taken as Rs.45.

Compute total income from house property of Mrs. Indu.     (7 Marks)(Nov 2009)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above may
be taken as relating to financial year 2009-10.

Answer
Computation of Income from House Property of Mrs. Indu for the Assessment Year 2010-11

Rs. Rs.
House property in USA
GAV– Rent received (treated as fair rent ($2000 p.m. x Rs.45
per USD x 12 months)

10,80,000

Less : Municipal taxes paid ($1500 x Rs.45 per USD) 67,500
Net Annual Value (NAV) 10,12,500
Less : Deduction under section 24

30%  of NAV 3,03,750 7,08,750

House property In Mumbai ( Let- out portion - First Floor)
Gross Annual Value
Standard Rent (Rs.11,000 x 12) (taken as ALV in
the absence of information relating to municipal
value and fair rent)

1,32,000

Actual Rent received  (Rs.10,000 x 12 ) 1,20,000 1,32,000
Less : Municipal taxes paid (50% of Rs.7,500) 3,750
Net Annual Value (NAV) 1,28,250
Less : Deduction under section 24

30%  of NAV 38,475
Interest on housing loan (50% of Rs.24,000) 12,000 50,875 77,775

Income from House property in Mumbai (Self – occupied
portion- Ground Floor)
Gross Annual Value Nil
Less:  Municipal taxes Nil
Net Annual Value (NAV) Nil
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Less : Deduction under section 24
30%  of NAV Nil
Interest on housing loan (50% of Rs.24,000) 12,000 (-) 12,000

Income from House property 7,74,525
Alternative Answer
If it is assumed that the rent received also represents the fair rent, the annual letting value would
be Rs.1,20,000.  Accordingly, the Income from house property would be computed as follows:
Computation of Income from House Property of Mrs. Indu for the Assessment Year 2010-11

Particulars Rs. Rs.
House property in USA
GAV– Rent received {treated as fair rent} ($2000 p.m. x Rs.45 per USD
x 12 months)

10,80,000

Less : Municipal taxes paid ($1500 x Rs.45 per USD) 67,500

Net Annual Value (NAV) 10,12,500
Less : Deduction under section 24

30%  of NAV 3,03,750 7,08,750

House property in Mumbai ( Let- out portion - First Floor)
Annual Letting Value (lower of standard rent and fair rent)
Standard Rent (Rs.11,000 x 12) 1,32,000
Fair rent (Rs.10,000 x 12 )
(Rent received has been assumed as the fair rent)

1,20,000 1,20,000

Actual rent received (10,000 × 12) 1,20,000

Gross Annual Value (higher of ALV and actual rent) 1,20,000
Less : Municipal taxes paid (50% of Rs.7,500) 3,750

Net Annual Value (NAV) 1,16,250
Less : Deduction under section 24

30%  of NAV 34,875
         Interest on housing loan (50% of Rs.24,000) 12,000 46,875 69,375
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Income from House property in Mumbai (Self-occupied
portion - Ground Floor)
Gross annual value Nil
Less:  Municipal taxes Nil

Net Annual Value (NAV) Nil
Less : Deduction under section 24

30%  of NAV Nil
Interest on housing loan (50% of Rs.24,000) 12,000 (-) 12,000

Income from house property 7,66,125



4
UNIT-3: PROFITS AND GAINS OF BUSINESS OR

PROFESSION

Question 1
State with reasons, whether the following statements are true or false, with regard to the
provisions of the Income-tax Act, 1961:

(a) Payment made in respect of a business expenditure incurred on 16th February, 2007 for
Rs.25,000 through a cheque duly crossed as "& Co." is hit by the provisions of section
40A(3). (2 Marks)(May 2007)

(b) (i) It is a condition precedent to write off in the books of account, the amount due from
debtor to claim deduction for bad debt.

(ii) Failure to deduct tax at source in accordance with the provisions of Chapter XVII-B,
inter alia, from the amounts payable to a resident as rent or royalty, will result in
disallowance while computing the business income. (2 Marks) (Nov 2007)

(c) Rural branches of the co-operative banks are not allowed to claim provision for bad and
doubtful debts.   (2 Marks)(Nov 2008)

(d) Depreciation is allowed only when it is claimed.   (2 Marks)(Nov 2008)

(e) The benefit of weighted deduction of 125% under section 35(2AB) of the Income-tax Act,
1961 has now been extended to contribution made to a company, for scientific research
approved under section 35(1)(iia) to an assessee.         (2 Marks) (Nov 2009)

(f) Where the payment is made in cash by way of adjustment against the amount of any
liability incurred by the payee for any goods supplied or services rendered by the
assessee to such payer, in excess of Rs.20,000 in a day, no disallowance gets attracted
under section 40A(3) of the Income-tax Act, 1961, read with Rule 6DD of the Income-tax
Rules, 1962. (2 Marks) (Nov 2009)
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Answer
(a) True

In order to escape the disallowance specified in section 40A(3), payment in respect of
the business expenditure ought to have been made through an account payee cheque.
Payment through a cheque crossed as “& Co.” will attract disallowance under section
40A(3).

(b) (i) True
It is mandatory to write off the amount due from a debtor as not receivable, in order
to claim the same as bad debt under section 36(1)(vii).

(ii) True
Section 40(a)(ia) provides that failure to deduct tax at source from rent or royalty
payable to a resident, in accordance with the provisions of Chapter XVII-B, will
result in disallowance of such expenditure.

(c) False
Sub-clause (a) of section 36(1)(viia) allows the co-operative banks to claim deduction for
provision for bad and doubtful debts in respect of advances made by rural branches of
such banks.  However, the deduction should not exceed 10% of the aggregate average
advances made by the rural branches of such banks computed in the prescribed manner.

(d) False
According to the Explanation 5 to section 32(1), depreciation is mandatory. Therefore,
depreciation has to be provided mandatorily while calculating business income, whether
or not the assessee has claimed the deduction in respect of depreciation in computing
his total income.

(e) False
Under section 35(2AB), weighted deduction of 150% is available in respect of only in-
house research. The benefit of weighted deduction of 125% under section 35(1) has
been extended to contribution made to companies for scientific research.  Under section
35(1)(iia), an assessee is entitled to claim weighted deduction of 125% of the amount
contributed to a company for scientific research.

(f) True
As per clause (d) of the Rule 6DD, no disallowance gets attracted under section 40A(3)
of the Income-tax Act, 1961, where the payment is made by way of adjustment against
the amount of any liability incurred by the payee for any goods supplied or services
rendered by the assessee to such payee.
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Alternate Answer
Since the question mentions that the payment is made in cash by way of adjustment, it is
possible to take a view that the net amount after adjustment was made in cash and since
such net payment exceeds Rs.20,000 in a day, disallowance under section 40A(3) would
be attracted. If such a view is adopted, the statement would be false.

Question 2
Swadeshi Ltd., which follows mercantile system of accounting, obtained licence on 1.6.2005
from the Department of telecommunication for a period of 10 years. The total licence fee
payable is Rs.18,00,000. The relevant details are:

Year ended
31st March

Licence fee payable
for the year

Payments made

Date Amount

Rs. Rs.

2006 10,00,000 30.03.06 3,70,000

15.05.06 6,30,000

2007 8,00,000 28.02.07 5,40,000
Balance of Rs.2,60,000 is pending as on 31.3.2007.
Compute the amount of deduction available to the assessee under section 35ABB for the
assessment years 2006-07 and 2007-08. Can any deduction be claimed under section 32
also?  (6 Marks)(May 2007)

The provisions of the Income-tax Act, 1961 relevant for A.Y.2010-11 should be taken
into consideration while solving the question. Accordingly, the facts given above may
be taken as relating to the F.Y. 2009-10. It may be taken that the licence fee payable for
the year ended 31.3.2009 is Rs.10 lakh and for the year ended 31.3.2010 is Rs.8 lakh.
The dates of actual payment may be taken as 31.3.2009, 15.5.2009 and 28.02.2010. The
question requires computation of the amount of deduction available to the assessee
under section 35ABB for the A.Y.2009-10 and 2010-11.

Answer
As per section 35ABB, any amount actually paid for obtaining licence to operate
telecommunication services, shall be allowed as deduction in equal installments during the
number of years for which the licence is in force.  Therefore, the year of actual payment is
relevant and not the previous year in which the liability for the expenditure was incurred
according to the method of accounting regularly employed by the assessee.
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1. Rs. 3,70,000 paid on 30.03.2009 [P.Y.2008-09]
Unexpired period of licence 10 years
Hence Rs.37,000 [i.e. Rs.3,70,000/10] can be claimed under section 35ABB for period of
10 years commencing from A.Y.2009-10.

2. Rs.11,70,000 paid during year ended 31.03.10 [P.Y.2009-10]
Unexpired period of licence 9 years
Hence, Rs.1,30,000 [i.e. Rs.11,70,000/9] can be claimed under section 35ABB for a
period of 9 years commencing from A.Y.2010-11.

3. Amount of deduction u/s 35ABB

Assessment year Amount (Rs.)
2009-10                                     37,000
2010-11 37,000 + 1,30,000 = 1,67,000

4. Where deduction under section 35ABB is claimed and allowed, deduction under section
32(1) cannot be allowed for the same previous year or any subsequent previous year

Question 3
A newly qualified Chartered Accountant Mr. Dhaval, commenced practice and has acquired
the following assets in his office during F.Y. 2006-07 at the cost shown against each item.
Calculate the amount of depreciation that can be claimed from his professional income for
A.Y. 2007-08:

Sl.
No.

Description Date of
acquisition

Date when put
to use

Amount
Rs.

1. Computer 27 Sept., 06 2 Oct., 06 35,000

2. Computer software 2 Oct., 06 4 Oct., 06 8,500

3. Computer printer 2 Oct., 06 3 Oct., 06 12,500

4. Books (of which books being annual
publications are of Rs.12,000)

1 Apr., 06 1 Apr., 06 13,000

5. Office furniture
(Acquired from practising C.A.)

1 Apr., 06 1 Apr., 06 3,00,000

6. Laptop 26 Sep., 06 4 Oct., 06 43,000

7. Fire extinguisher 1 Apr., 06 No instance
arose to use
during F.Y.

2006-07

2,500
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8. Purchased practising CA's office in April '06 who had
run it for 4 years, for Rs.5 lacs which includes Rs.2
lacs for goodwill and Rs.3 lacs for cost of furniture
(included in 5 above)

Note: Depreciation is to be provided at the applicable rates.   (8 Marks)(May 2007)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10.

Answer
Computation of depreciation allowable for A.Y.2010-11

Asset Rate Depreciation
Block 1 Furniture 10% 30,000
Block 2 Plant (Computer, computer software, laptop & books) 60% 37,050
Block 3 Plant (Books) 100% 12,000
Block 4 Plant (Fire Extinguisher and Printer) 15% 2,250

Total depreciation allowable 81,300
Notes -
1. Computation of depreciation

Block of Assets Rs.
Block 1: Furniture – rate 10%
Put to use for more than 180 days [Rs.3,00,000@10%] 30,000

Block 2: Plant – rate 60%
(a)   Computer (put to use for more than 180 days) [35,000 @ 60%] 21,000
(b)   Laptop (put to use for less than 180 days) [43,000 @ 30%] 12,900
(c)   Computer Software (put to use for less than 180 days) [8,500 @
30%]

2,550

(d)    Books (other than annual publications) (Put to use for more than
180 days) [1,000 @ 60%]

600

37,050
Block 3: Plant – Rate 100%
Books (being annual publications) put to use for more than 180 days 12,000
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[12,000 @100%]
Block 4: Plant – Rate 15%
Computer  printer  (Put to use for 180 days) [12,500 @15%] 1,875
Fire extinguisher [2,500 @ 15%]          375

2,250
2. Where an asset is acquired by the assessee during the previous year and is put to use

for the purposes of business or profession for a period of less than 180 days, the
deduction on account of depreciation would be restricted to 50% of the prescribed rate.
In this case, since Mr. Dhaval commenced his practice in the P.Y. 2009-10 and acquired
the assets during the same year, the restriction of depreciation to 50% of the prescribed
rate would apply to those assets which have been put to use for less than 180 days in
that year, namely, laptop and computer software.

3. Goodwill is not an intangible asset entitled to depreciation.
4. In case of fire extinguishers, it is sufficient if they are kept ready for use.  Actual use is

not essential.
Question 4
X Ltd. follows mercantile system of accounting. After negotiations with the bank, interest of
Rs.4 lakhs (including interest of Rs.1.2 lakhs pertaining to year ended 31.03.2007) has been
converted into loan. Can the interest of Rs.1.2 lakhs so capitalized be claimed as business
expenditure? (2 Marks)(Nov 2007)

Answer
Explanation 3D to section 43B provides that if any interest payable by the assessee is
converted into a loan, the interest so converted and not “actually paid” shall not be deemed as
actual payment, and hence would not be allowed as deduction. Therefore, the interest of
Rs.1.2 lakhs converted into loan cannot be claimed as business expenditure.
Question 5
Vivitha Bio-medicals Ltd. is engaged in the business of manufacture of bio-medical items. The
following expenses were incurred in respect of activities connected with scientific
research:

Year ended Item Amount (Rs.)

Land 10,00,00031.03.2004
(Incurred after 1.9.2003) Building 25,00,000

31.03.2005 Plant and machinery 5,00,000

31.03.2006 Raw materials 2,20,000

31.03.2007 Raw materials and salaries 1,80,000
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The business was commenced on 01-09-2006.

In view of availability of better model of plant and machinery, the existing plant and machinery
were sold for Rs. 8,00,000 on 1.03.2007.

Discuss the implications of the above for the assessment year 2007-08 along with brief
computation of deduction permissible under section 35 assuming that necessary conditions
have been fulfilled. You are informed that the assessee’s line of business is eligible for
claiming deduction under Section 35 at 150% on eligible items. (7 Marks (Nov 2007)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above may be
taken as relating to financial year 2009-10.  The question would be as follows:
Vivitha Bio-medicals Ltd. is engaged in the business of manufacture of bio-medical items. The
following expenses were incurred in respect of activities connected with scientific
research:

Year ended Item Amount (Rs.)
         31.03.2007 Land 10,00,000

(Incurred after 1.9.2006) Building 25,00,000
31.03.2008 Plant and machinery 5,00,000
31.03.2009 Raw materials 2,20,000
31.03.2010 Raw materials and salaries 1,80,000

The business was commenced on 01-09-2007.
In view of availability of better model of plant and machinery, the existing plant and machinery
were sold for Rs. 8,00,000 on 1.03.2010.
Discuss the implications of the above for the assessment year 2010-11 along with brief
computation of deduction permissible under section 35 assuming that necessary conditions
have been fulfilled. You are informed that the assessee’s line of business is eligible for
claiming deduction under section 35 at 150% on eligible items.

Answer
1. As per section 35, where a company engaged in manufacture of bio-medical items incurs

any expenditure on scientific research during the current year, it is eligible for claiming
weighted deduction of a sum equal to 150% of the eligible expenditure.
The eligible expenditure and quantum of deduction will be:
(a) Current year capital or revenue expenditure incurred for scientific research

(weighted deduction @ 150%).
(b) Any expenditure incurred during earlier 3 years immediately preceding the date of

commencement of business on payment of salary or purchase of materials, or
capital expenditure incurred other than expenditure on acquisition of land (actual
expenditure qualifies for deduction).
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The deduction available under section 35 for scientific research will, therefore, be:

Particulars Rs.
(a) Land Nil
(b) Building 25,00,000
(c) Revenue expenses of last 3 years 2,20,000
(d) Capital expenditure of last 3 years: Plant and

machinery
5,00,000

(e) Current year revenue expenditure Rs.1,80,000 [150%
of Rs.1,80,000 is allowable under section 35(2AB)]

2,70,000

Deduction under section 35 34,90,000
2. Section 41(3) provides that where a capital asset used for scientific research is sold,

without having been used for other purposes, the lower of sale proceeds or the total
amount of deduction earlier allowed under section 35 will be considered as income from
business of the previous year in which the sale took place.
Therefore, business profit under section 41(3) should be lower of the following:
(1) Sale proceeds i.e. Rs. 8,00,000
(2) Total amount of deduction earlier allowed under section 35 i.e. Rs. 5,00,000
Rs. 5,00,000 will be deemed to be business profits under section 41(3).

3. The difference between sale proceeds and business income under section 41(3) will be
treated as short-term capital gain.

Sale proceeds of plant and machinery 8,00,000
Less: Business Income as per section 41(3) 5,00,000

Short-term capital gain 3,00,000
Question 6
Mr. B.A. Patel, a non-resident, operates an aircraft between London to Ahmedabad. For the
Financial year ended on 31st March, 2007, he received the amounts as under:

(i) For carrying passengers from Ahmedabad Rs. 50 lacs.

(ii) For carrying passengers from London Rs. 75 lacs received in India.

(iii) For carrying of goods from Ahmedabad Rs. 25 lacs.

The total expenditure incurred by Mr. B.A. Patel for the purposes of the business for the
financial year 2006-07 was Rs. 1.4 crores.

Compute the income of Mr. B.A. Patel under the head “Profits and Gains from business or
profession” for the financial year ended on 31st March 2007 relevant to assessment year 2007-
08. (8 Marks) (Nov 2007)
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The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10.

Answer
Under section 44BBA, in case of an assessee, being a non-resident, engaged in the business
of operation of aircraft, a sum equal to 5% of the aggregate of the following
amounts shall be deemed to be his business income:
(a) the amount paid or payable, whether in or out of India, to the assessee on account of

carriage of passengers, goods etc. from any place in India; and
(b) the amount received or deemed to be received in India by the assessee on account of

carriage of passengers, goods etc. from any place outside India.
Hence, the income of Mr. B.A. Patel chargeable to tax in India under the head “Profits and
Gains of business or profession” is determined as under:

Particulars Rs.
(i) For carrying passengers from Ahmedabad 50,00,000
(ii) For carrying passengers from London, amount received in India 75,00,000
(iii) For carrying goods from Ahmedabad 25,00,000

Total 1,50,00,000
Hence, income from business computed on presumptive basis as per section 44BBA is Rs.
7,50,000, being 5% of Rs.1,50,00,000.
Note: No deduction is allowable in respect of any expenditure incurred for the purpose of the
business.
Question 7
Comment on the allowability of the following claims made by the assessee:
Mr. Achal, a hotelier, claimed expenditure on replacement of Linen and carpets in his hotel as
revenue expenditure. (2 Marks)(Nov 2007)

Answer
The expenditure on replacement of linen and carpets in a hotel are in the nature of expenses
incurred for the business and are allowable as revenue expenses under section 37(1).
Question 8
List six items of expenses which otherwise are deductible shall be disallowed, unless
payments are actually made within the due date for furnishing the return of income under
Section 139(1). When can the deduction be claimed, if paid after the said date?

 (4 Marks)(May 2008)



Taxation

4.24

Answer
Section 43B provides that the following expenses shall not be allowed as deduction unless the
payments are actually made within the due date for furnishing the return of income under
section 139(1):
(i) Any tax, duty, cess or fees under any law in force.
(ii) Employer’s contribution to provident fund or superannuation fund or gratuity fund or any

other fund for the welfare of the employees;
(iii) Any bonus or commission for services rendered payable to employees;
(iv) Any interest on any loan or borrowings from any public financial institution or State

financial corporation or State industrial investment corporation;
(v) Interest on loans and advances from a scheduled bank;
(vi) Any sum paid as an employer in lieu of earned leave at the credit of his employee.
In case the payment is made after the due date of filing of return of income, deduction can be
claimed only in the year of actual payment.
Question 9
Briefly explain the term "substantial interest". State any two situations in which the same
assumes importance. (4 Marks) (May 2008)

Answer
As per Explanation to section 40A(2), a person shall be deemed to have a substantial interest
in a business or profession, if, -
(1) in case where the business or profession is carried on by a company, such person is the

beneficial owner of shares (not being shares entitled to a fixed rate of dividend, whether
with or without a right to participate in profits), carrying not less than 20% of the voting
power.

(2) In any other case, such person is beneficially entitled to not less than 20% of the profits
of such business or profession.

Following are the situations under which the substantial interest assumes importance
(i) Taxability of deemed dividend under section 2(22)(e);
(ii) Disallowance of excessive or unreasonable expenditure under section 40A(2) to an

individual who has a substantial interest in the business or profession of the assessee,
and

(iii) Clubbing of salary income of spouse, under section 64(1)(ii) in respect of remuneration
received by the spouse from a concern in which the individual has a substantial interest.
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Question 10
Can an Assessing Officer make a request for withdrawal of approval which was granted to an
institution by the National Committee for carrying out any eligible project or scheme, under
section 35AC of the Income-tax Act, 1961? (4 Marks)(Nov 2008)

Answer
The National Committee can withdraw the approval to an association or institution if it is
satisfied that the project or the scheme (notified as an eligible project or scheme) is not being
carried on in accordance with all or any of the conditions subject to which approval was
granted or if the association/institution has failed to furnish to the National Committee, after
the end of each financial year, a progress report within the prescribed time in the prescribed
form. The National Committee should, however, give a reasonable opportunity to the
concerned association or institution of showing cause against the proposed withdrawal.
A copy of the order withdrawing the approval or notification should be forwarded to the
Assessing Officer having jurisdiction over the concerned association or institution.  Therefore,
the Assessing Officer is not empowered to make a request for withdrawal of the approval
which was granted to an institution by the National Committee under section 35AC.
Question 11
Are there any restrictions on deduction allowable to the partnership firm in respect of salary
and interest to its partners under section 40(b) of the Income-tax Act, 1961?

 (4 Marks)(Nov 2009)

Answer
In the case of a partnership firm, there are following restrictions:
(i) The remuneration payable to its working partners and interest payable to partners should

be authorized by and in accordance with the partnership deed and should fall after the
date of execution of the deed.

(ii) The payment of interest to partners is allowable up to 12% p.a simple interest if it is
authorized in the partnership deed and must fall after the date of the deed.

(iii) In the case of a firm, the remuneration should not exceed the following limits:

(a) On the first Rs.3 lakh of book profit
or in the case of loss

Rs.1,50,000 or 90% of book profits
whichever is more

(b) On the balance of the book profit @ 60%



4
UNIT-4 : CAPITAL GAINS

Question 1
Mrs. Malini Hari shifted her industrial undertaking located in corporation limits of Faridabad, to
a Special Economic Zone (SEZ) on 1.12.2006:

The following particulars are available: Rs.
(a) Land: Purchased on 20.01.2002 4,26,000

Sold for 22,00,000
(b) Building [Construction completed on 14.03.2004]

WDV of building as on 01.04.2006 8,20,000
Sold for 11,39,000

(c) WDV of cars as on 01.04.2006 7,40,000
Sold for 6,00,000

(d) Expenses on shifting the undertaking 1,15,000
(e) Assets acquired for the undertaking in the SEZ (on or before 25.06.2007):

(i) Land 3,00,000
(ii) Building 5,00,000
(iii) Computers 1,00,000
(iv) Car 4,20,000
(v) Machinery (Second hand) 2,00,000
(vi) Furniture 50,000

There is no intention of investing in any other asset in this undertaking.

Compute the exemption available under section 54GA for the assessment year 2007-08.
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Cost inflation indices are:

Financial year Index
2001-02 426
2006-07 519 (8 Marks)(Nov 2007)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10 i.e. the undertaking was
shifted on 1.12.2009 and assets were acquired for the undertaking in the SEZ on or
before 25.06.2010. Written down value of the building and cars are given as on 1.4.2009.
The cost inflation index for F.Y.2009-10 is 632.

Answer
Where an assessee shifts an existing undertaking from an urban area to a SEZ and incurs
expenses for shifting and acquires new assets for the undertaking in the SEZ, section 54GA
comes into play.
The capital gain, short-term or long-term, arising from transfer of land, building, plant and
machinery in the existing undertaking would be exempt under section 54GA if the assessee, within
a period of one year before or three years after the date on which the transfer took place,
(i) acquires plant and machinery for use in the undertaking in the SEZ;
(ii) acquires land or building or constructs building for the business of the undertaking in the

SEZ;
(iii) incurs expenses on shifting of the undertaking.

Computation of capital gain:
(a) Land:

Sale price 22,00,000
Less: Indexed cost of acquisition 4,26,000 x 632/426   6,32,000
Long-term capital gain 15,68,000

(b) Building:
Sale value 11,39,000
Less: Opening WDV   8,20,000
Short-term capital gain under section 50    3,19,000

(c) Plant:
Car
Sale value   6,00,000
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Less: Opening WDV     7,40,000
Short term capital loss under section 50   (-)1,40,000
Net short term capital gain (Rs. 3,19,000 – Rs.1,40,000)   1,79,000
Total capital gain (LTCG+STCG)
i.e. Rs. 15,68,000+  Rs.1,79,000 17,47,000
Exemption under section 54GA is available in respect of the following assets
acquired and expenses incurred:

Rs.
Land 3,00,000
Building 5,00,000
Plant:
Computers 1,00,000
Car 4,20,000
Machinery 2,00,000
Expenses of shifting 1,15,000

Total Exemption 16,35,000
Note:
1. The total exemption available under section 54GA is the lower of capital gains

of Rs. 17,47,000 or the amount of investment which is Rs.16,35,000. Hence,
the amount of exemption available under section 54GA is Rs.16,35,000.

2. Furniture purchased is not eligible for exemption under section 54GA.
3. There is no restriction regarding purchase of second hand machinery.
4. Computers and car would constitute Plant.

Question 2
Mr. Thomas inherited a house in Jaipur under will of his father in May, 2002. The house was
purchased by his father in January, 1980 for Rs.2,50,000. He invested an amount of
Rs.7,00,000 in construction of one more floor in this house in June, 2004. The house was sold
by him in November, 2006 for Rs.37,50,000. The valuation adopted by the registration
authorities for charge of stamp duty was Rs.47,25,000 which was not contested by the buyer,
but as per assessee’s request, the Assessing officer made a reference to Valuation officer.
The value determined by the Valuation officer was Rs.47,50,000. Brokerage @ 1% of sale
consideration was paid by Mr. Thomas to Mr. Sunil. The market value of house as on
01.04.1981 was Rs.2,70,000.
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You are required to compute the amount of capital gain chargeable to tax for A.Y. 2007-08
with the help of given information and by taking CII for the F.Y. 2006-07 as 519 and for F.Y.
2004-05 as 480. (9 Marks)(Nov 2007)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10 i.e. the sale took place in
November 2009. The cost inflation index for F.Y.2009-10 is 632 and F.Y.2002-03 is 447.

Answer
Computation of Long term Capital Gain for A.Y. 2010-11

Sale consideration as per section 50C of the Act 47,25,000
(Note-I)
Less: Expenses incurred on transfer being brokerage

 @ 1% of sale consideration of Rs. 37.50 lacs      37,500
46,87,500

Less: Indexed cost of acquisition (Note-2)

447
632000,70,2  = 3,81,745

    Indexed cost of improvement

480
632000,00,7  = 9,21,667 13,03,412

Long term capital gain 33,84,088
Notes:
1. As per section 50C, where the consideration received or accruing as a result of transfer

of a capital asset, being land or building or both, is less than the valuation by the stamp
valuation authority, such value adopted or assessed by the stamp valuation authority
shall be deemed to be the full value of consideration.  Where a reference is made to the
valuation officer, and the value ascertained by the valuation officer exceeds the value
adopted by the stamp valuation authority, the value adopted by the stamp valuation
authority shall be taken as the full value of consideration.
Sale consideration Rs. 37,50,000
Valuation made by registration authority for stamp duty Rs. 47,25,000
Valuation made by the valuation officer on a reference Rs. 47,50,000
Applying the provisions of section 50C to the present case, Rs. 47,25,000, being, the
value adopted by the registration authority for stamp duty, shall be taken as the sale
consideration for the purpose of charge of capital gain.
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2. The house was inherited by Mr. Thomas under the will of his father and therefore the cost
incurred by the previous owner shall be taken as the cost. Value as on 01.04.81
accordingly shall be adopted as the cost of acquisition of the house property. However,
indexation benefit will be given from the year in which Mr. Thomas first held the asset i.e.
P.Y.2002-03.

Question 3
Ms. Vasudha contends that sale of a work of art held by her is not exigible to capital gains tax;
is she correct? (2 Marks) (May 2008)

Answer
As per section 2(14)(ii), the term “personal effect” excludes any work of art.  As a result, any work
of art will be considered as a capital asset and sale of the same will attract capital gains tax.  Thus,
the contention of Ms. Vasudha is not correct.
Question 4
Ms. Vasumathi purchased 10,000 equity shares of Rejesh Co. Pvt. Ltd. on 28.2.2004 for Rs.
1,20,000. The company was wound up on 31.7.2007. The following is the summarized
financial position of the company as on 31.7.2007:

Liabilities Rs. Assets Rs.

60,000 Equity shares 6,00,000 Agricultural lands 42,00,000

General reserve 40,00,000 Cash at bank 6,50,000

Provision for taxation 2,50,000

48,50,000 48,50,000
The tax liability (towards dividend distribution tax) was ascertained at Rs. 3,00,000, after
considering refund due to the company. The remaining assets were distributed to the
shareholders in the proportion of their shareholding. The market value of 6 acres of
agricultural land (in an urban area) as on 31.7.2007 is Rs. 10,00,000 per acre.
The agricultural land received above was sold by Ms. Vasumathi on 29.2.2008 for
Rs.15,00,000.
Discuss the tax consequences in the hands of the company and Ms. Vasumathi.

Cost inflation indices are:
Financial year Cost Inflation index
2003-04 463
2007-08 551 (8 Marks)(May 2008)
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The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above may
be taken as relating to financial year 2009-10 i.e. the company was wound up on 31.07.2009
and the summarized financial position as on 31.07.2009 is as given above. Agricultural land
has been sold by Ms. Vasumathi on 29.2.2010.

Answer
In the hands of the company:
As per section 46(1), distribution of capital assets amongst the shareholders on liquidation of
the company is not regarded as “transfer” in the hands of the company. Consequently, there
will be no capital gains in the hands of the company.
In the hands of Ms. Vasumathi (shareholder)
Section 46(2) provides that such capital gains would be chargeable in the hands of the
shareholder.

Particulars Amount (Rs.)
Ms. Vasumathi holds 1/6th of the shareholding of the company
Market value of agricultural land received (1acre @ Rs.10 Lakhs) 10,00,000
Cash at bank [1/6th of (Rs. 6,50,000 – Rs. 3,00,000)] 58,333

10,58,333
Less: Deemed dividend under section 2(22)(c) - 1/6th of (Rs.40,00,000-

   Rs.50,000) 6,58,333
Consideration for computing Capital Gain 4,00,000
Less: Indexed cost of acquisition of Shares (Rs. 1,20,000 x 632/ 463) 1,63,801
Long term capital gains 2,36,199

Notes -
1. Where the capital asset became the property of the assessee on the distribution of the

capital assets of a company on its liquidation and the assessee has been assessed to
capital gains in respect of that asset under section 46, the cost of acquisition means the
fair market value of the asset on the date of distribution.  Hence, the short-term capital
gains in the hands of Ms. Vasumathi (shareholder) at the time of sale of urban
agricultural land should be computed as follows:

Particulars Rs.
Sale consideration 15,00,000
Less : Fair market value of the agricultural land on the date of
            distribution 10,00,000

Short term capital gain 5,00,000
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2. Dividend under section 2(22)(c) amounting to Rs.6,58,333 will be exempt under section
10(34).

3. Since the question states that there is refund due to the company, it is assumed that the
provision for taxation of Rs. 2,50,000 shown in Balance Sheet is in respect of dividend
distribution tax. Therefore, the tax liability in respect of dividend distribution tax
ascertained at Rs. 3,00,000 has to be reduced from bank balance while computing full
value of consideration under section 46(2). Rs. 50,000, being the difference between Rs.
3,00,000 and Rs. 2,50,000, has to be reduced from General Reserve for calculating
deemed dividend under section 2(22)(c).

Question 5
State with reasons whether the following statements are true or false having regard to the
provisions of the Income-tax Act, 1961:

(a) Capital gain of Rs.75 lakh arising from transfer of long term capital assets will be exempt
from tax if such capital gain is invested in the bonds redeemable after three years, issued
by NHAI under section 54EC of the Act. (2 Marks)(Nov 2008)

(b) As per section 49(2A) read with section 47(xa) of the Income-tax Act, 1961, no capital
gains on conversion of foreign currency exchangeable bonds into shares or debentures,
for facilitating the issue of FCEBs by companies.  (2 Marks)(Nov 2009)

Answer
(a) False

The exemption under section 54EC has been restricted, by limiting the maximum investment
on or after 1.4.07 in long term specified assets (i.e. bonds of NHAI or RECL, redeemable after
3 years) to Rs.50 lakh during any financial year.  Therefore, in this case, the exemption under
section 54EC can be availed only to the extent of Rs.50 lakh.

(b) True
As per section 47(xa) any transfer by way of conversion of bonds referred to in section 115AC
into shares and debentures of any company is not regarded as transfer. Therefore, there will
be no capital gains on conversion of foreign currency exchangeable bonds into shares or
debentures.

Question 6
Mrs. X, an individual resident woman, wanted to know whether income-tax is attracted on sale
of gold and jewellery gifted to her by her parents on the occasion of her marriage in the year
1979 which was purchased at a total cost of Rs.2,00,000? (4 Marks)(Nov 2008)

Answer
The definition of capital asset under section 2(14) includes jewellery. Therefore, capital gains
is attracted on sale of jewellery, since jewellery is excluded from personal effects.  The cost to
the previous owner or the fair market value as on 1/4/1981, whichever is more beneficial to the
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assessee, would be treated as the cost of acquisition. Accordingly, in this case, long term
capital gain @ 20% will be attracted in the year in which the gold and jewellery is sold by
Mrs.X.
Question 7
Mr. Kumar is the owner of a residential house which was purchased in September, 1992 for
Rs. 50,00,000.  He sold the said house on 5th August, 2008 for Rs. 24,00,000.  Valuation as
per stamp valuation authority of the said plot of land was Rs. 35,00,000.  He invested Rs.
8,00,000 in NHAI Bonds on 12th January,  2009.   He purchased a residential house on 8th
September, 2008 for Rs. 12,00,000.  He gives other particulars as follows:

Interest on Bank Deposit Rs. 32,000
Investment in public provident fund Rs. 12,000

You are requested to calculate the taxable income for the assessment year 2009-2010 and the
tax liability, if any.

Cost inflation index for F.Y. 1992-93 and 2008-09 are 223 and 582 respectively.

(8 Marks)(June 2009)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the facts
given above may be taken as relating to financial year 2009-10 i.e. the sale of house and
investment in bonds took place on 5.08.2009 and 12.1.2010, respectively. New house
was purchased in September 2009. The cost inflation index of F.Y.2009-10 is 632.

Answer
Computation of total income and tax liability of Mr. Kumar for the A.Y.2010-11

Particulars Rs. Rs.

Capital Gains:
Sale price of the residential house 24,00,000
Valuation as per Stamp Valuation authority 35,00,000
(Value to be taken is the higher of actual sale price or valuation
adopted for stamp duty purpose as per section 50C)
Therefore, Consideration for the purpose of Capital Gains 35,00,000
Less: Indexed Cost of Acquisition = 50,00,000 x 632 / 223 1,41,70,403
Long-term Capital Loss (to be carried forward to the succeeding
year for set-off against only long-term capital gains - can be
carried forward for a maximum of 8 years)

(1,06,70,403)
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Income from other sources:
Interest on bank deposits 32,000
Gross Total Income 32,000
Less:  Deduction under Chapter VI-A
           Section 80C – Investment in PPF 12,000
Total Income 20,000
Tax liability (There is no tax liability since the total income is less
than the basic exemption limit)

Nil

Question 8
Mr. Abhik's father, who is a senior citizen had pledged his residential house to a bank under a
notified reverse mortgage scheme. He was getting loan from bank in monthly installments. Mr.
Abhik's father did not repay the loan on maturity and gave possession of the house to the
bank to discharge his loan.  How will the treatment of long-term capital gain be made on such
reverse mortgage transaction? (3 Marks)(June 2009)

Answer
The Finance Act, 2008 has inserted clause (xvi) in section 47 to provide that any transfer of a
capital asset in a transaction of reverse mortgage under a scheme made and notified by the
Central Government shall not be considered as a transfer for the purpose of capital gain.
Accordingly, the transaction made by Mr. Abhik's father will not be regarded as a transfer.
Therefore, no capital gain will be charged on such transaction.
Further, section 10(43) provides that the amount received by the senior citizen as a loan,
either in lump sum or in installment, in a transaction of reverse mortgage would be exempt
from income-tax.
However, capital gains tax liability would be attracted at the stage of alienation of the
mortgaged property by the bank for the purposes of recovering the loan.
Question 9
Mr. Pranav, a resident individual had purchased a plot of land at a cost of Rs.75,000 in June,
1998. He constructed a house for his residence on that land at a cost of Rs.1,25,000 in
August, 2000. He sold that house in May, 2008 at Rs.15,00,000 and purchased another
residential house in June, 2008 for Rs.8,00,000. He furnishes other income and investment as
follows:

Rs.

Net of interest on fixed deposit with a Bank 44,850

TDS made by bank 5,150

Investment in NSC VIII issue 20,000
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Cost inflation index for financial year 1998-99, 2000-01 and 2008-09 are 351, 406 and 582
respectively

You are required to compute taxable income and tax payable by Mr. Pranav for the assessment
year 2009-10.  (7 Marks)(Nov 2009)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above
may be taken as relating to financial year 2009-10 i.e. he sold his house in May, 2009 and
purchased another in June 2009.  The cost inflation index for the F.Y.2009-10 is 632.

Answer
Computation of taxable income and tax payable by Mr. Pranav for the A.Y. 2010 -11

Rs. Rs.

1. Income from Capital Gains
Full value of consideration 15,00,000

Less : Indexed cost of acquisition of land
          Rs. 75,000 x 632
                       351

1,35,043

13,64,957
Less : Indexed cost of construction of house
           Rs. 1,25,000 x 632
                         406

1,94,581

11,70,376
Less : Deduction under section 54
Cost of new residential house 8,00,000

Long term capital gains 3,70,376
2. Income from other sources

Interest on Bank deposit 44,850
Add:

Tax deducted at source 5,150 50,000

Gross total income 4,20,376
Less: Deduction under Chapter VIA :
Deduction under section 80C
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Investment in NSC 20,000

Taxable income 4,00,376

Taxable income (rounded off) 4,00,380

Components of Total income
Special income
Long-term Capital gains 3,70,380
Normal Income     30,000

4,00,380

Tax on normal income of Rs.30,000 Nil
Tax on LTCG
LTCG (Maximum amount not chargeable to tax - Normal Income) @ 20%
u/s.112 = {Rs. 3,70,380 – (1,60,000 – 30,000)} x 20%

48,076

48,076
Add : Education cess @ 2% 962
Secondary and higher education cess @ 1% 481

Tax payable 49,519

Tax payable (rounded off) 49,520



9
PROVISIONS CONCERNING ADVANCE TAX AND

TAX DEDUCTED AT SOURCE

Question 1
What are the consequences of failure to deduct tax at source or pay the tax deducted at
source to the credit of Central Government? (4 Marks)(May 2007)

Answer
Consequences of failure to deduct tax at source or pay such tax deducted to the credit
of the Central Government [Section 201]
(1) The following persons shall be deemed to be an assessee in default, if they do not

deduct the whole or any part of the tax or after deducting, fail to pay the tax -
(i) any person including the principal officer of a Company, who is required to deduct

any sum in accordance with the provisions of the Act, and
(ii) an employer paying tax on non-monetary perquisites u/s 192(1A).

(2) However, no penalty shall be charged under section 221 from such person, principal
officer or company unless the Assessing Officer is satisfied that such failure to deduct or
pay the tax deducted, was without good and sufficient reasons.

(3) Such person, principal officer or company shall also be liable to pay simple interest at 1%
per month or part of a month on the amount of such tax from the date on which such tax
was deductible to the date on which such tax is actually paid.

(4) Such interest should be paid before furnishing the statement in accordance with section
200(3).

(5) Where the tax has not been paid after it is deducted, the amount of the tax together with
the amount of simple interest thereon shall be a charge upon all the assets of the person
or the company, as the case may be.

Note: Since the question carries only 4 marks, it is sufficient if the above points are given in
the answer. For a detailed discussion of section 201, students may refer chapter 9 of the study
material.



Taxation

9.2

Question 2
Briefly discuss the provisions relating to payment of advance tax on income arising from
capital gains and casual income. (4 Marks)(May 2007)

Answer
The proviso to section 234C contains the provisions for payment of advance tax in case of
capital gains and casual income.
Advance tax is payable by an assessee on his/its total income, which includes capital gains
and casual income like income from lotteries, crossword puzzles, etc.
Since it is not possible for the assessee to estimate his capital gains, or income from lotteries
etc. it has been provided that if any such income arises after the due date for any installment,
then, the entire amount of the tax payable (after considering tax deducted at source) on such
capital gains or casual income should be paid in the remaining installments of advance tax,
which are due.
Where no such installment is due, the entire tax should be paid by 31st March of the relevant
financial year.
No interest liability on late payment would arise if the entire tax liability is so paid.
Question 3
Briefly explain the provisions of section 197 in respect of obtaining certificate for deduction of
tax at a lower rate. (4 Marks)(Nov 2007)

Answer
Section 197 applies where, in the case of any income of any person or sum payable to any
person, income-tax is required to be deducted at the time of credit or payment, as the case
may be, at the rates in force as per the provisions of sections 192, 193, 194, 194A, 194C,
194D, 194G, 194H, 194-I, 194J, 194K, 194LA and 195 of the Act.
The assessee can make an application to the Assessing Officer for deduction of tax at a lower
rate or for non-deduction of tax.
If the Assessing Officer is satisfied that the total income of the recipient justifies the deduction
of income-tax at lower rates or no deduction of income-tax, as the case may be, he may give
to the assessee a certificate to this effect.
Where the Assessing Officer issues such a certificates, the person responsible for paying the
income shall deduct income-tax at such lower rates, as specified in the certificate, or deduct
no tax, as the case may be, until such certificate is cancelled by the Assessing Officer.
Question 4
Mrs. Hemalatha has made payments of Rs. 5 lacs to a contractor (for business purposes)
during the last two quarters of the year ended 31.3.2008. Her turnover for the year ended
31.3.2007 was Rs. 45 lacs. Is there any obligation to deduct tax at source? (2 Marks)(May 2008)
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The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11 should be
taken into consideration while solving the question. Accordingly, the facts given above may
be taken as relating to financial year 2009-10. The turnover of Rs.45 lakh is in respect of the
year ended 31.3.2009.

Answer
In the case of an individual, the provisions of section 194C shall apply, where the turnover from
business has exceeded Rs.40 lakh during the financial year immediately preceding the financial
year in which such payment is made and payment is made for other than for personal purposes. In
the given case, since the turnover of Mrs. Hemalatha has exceeded Rs.40 lakh for the year ended
31st March 2009 and the payment of Rs. 5 lakh to the contractor is for business purposes, she shall
be liable to deduct tax at source in respect of payment made to the contractor at the applicable
rate.
Question 5
What are the due dates of instalments and the quantum of advance tax payable by
companies? (4 Marks)(May 2008)

Enlist the installments of advance tax and due dates thereon in case of companies.

 (4 Marks)(June 2009)

Answer
Advance tax installments payable by Companies
The due dates of installments and quantum of advance tax payable by a company assessee
are as under:-

Due date of installment Amount payable
On or before the 15th June Not less than 15% of advance tax liability
On or before the 15th September Not less than 45% of advance tax liability as

reduced by the amount paid in earlier installment
On or before the 15th December Not less than 75% of advance tax liability as

reduced by the amount paid in earlier installments
On or before the 15th March The whole amount of advance tax liability as

reduced by the amount paid in earlier installments

Question 6
When will tax not required to be deducted at source on interest payable to a resident on any
bond or security issued by a company though the aggregate amount of interest exceeds
Rs.2,500, the basic exemption limit under section 193 of the Act? (2 Marks)(June 2009)
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Answer
As per section 193 of the Act, no tax is required to be deducted at source on any interest
payable to a resident on any bond or security issued by a company, where the following
conditions are satisfied -
(i) where such security is in dematerialised form and
(ii) is listed on a recognised stock exchange in India.
Question 7
State with reasons, whether the following statements are true or false having regard to the
provisions of the Income-tax Act, 1961, for the assessment year 2009-10:
(a) Person not deducting tax also deemed to be an assessee in default under section 191 read

with section 201 of the Income-tax Act, 1961.     (2 Marks)(Nov 2009)
(b) An AOP having gross receipts of Rs.50 lacs during the financial year 2007-08 is not required

to deduct tax at source under section 194C of the Income-tax Act, 1961, on payment made to
contractors during the financial year 2008-09. (2 Marks)(Nov 2009)

Answer
(a) True

Section 201 deems certain persons to be an assessee-in-default if they –
(i) do not deduct the whole or any part of the tax; or
(ii) after deducting, fail to pay the tax.
This deeming provision is also contained in the Explanation to section 191. Therefore, a
person not deducting tax is also deemed to be an assessee-in-default.

(b) False
The Finance Act, 2008 has now included within the scope of section 194(1), Association of
persons and Body of Individuals whose total sales/gross receipts/turnover from the business
or profession exceeds the monetary limits specified in section 44AB during the financial year
immediately preceding the financial year in which such sum is credited or paid to the account
of the contractor. Thus, such AOPs and BOIs subject to tax audit in the immediately
preceding financial year are liable to deduct tax at source from payments to resident
contractors.

Question 8
Mrs. Indira, a landlord, derived income from rent from letting a house property to M/s Vaibhav
Corporation Ltd. of Rs.1,00,000 per month. She charged the service tax @ 10.3% on lease rent
charges. Calculate the deduction of tax at source (TDS) to be made by M/s Vaibhavi Corporation
Ltd. on payment made to Mrs. Indira and narrate related formalities in relation to TDS. What are
the consequences of failure to deduct or pay TDS? (8 Marks)(Nov 2009)
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Answer
(1) As per Circular No. 4/2008 dated 28th April, 2008 issued by the CBDT, the service tax paid by

the tenant does not partake the nature of income of the landlord.  The landlord only acts as a
collecting agency for collection of service tax. Therefore, tax deducted at source under
section 194-I would be required to be made on the amount of rent paid or payable excluding
the amount of service tax, i.e. tax has to be deducted under section 194-I on Rs.12 lakh.

(2) TDS shall be applicable @ 15% upto 30th September, 2009 and 10% from 1st October,
2009.

(3) Hence, in the given case, TDS under section 194-I would amount to Rs. 15,000, being
15% of Rs.1 lakh, to be deducted every month up to September, 2009 and cheque for net
amount of Rs.85,000 will be issued by M/s. Vaibhavi Corporation Ltd. to Mrs. Indira.
Thereafter, TDS @10% on Rs.1,00,000 would amount to Rs.10,000, to be deducted every
month from October 2009 to March 2010.

(4) Tax deducted should be deposited within prescribed time.

(5) Form No. 16-A has to be issued by M/s. Vaibhavi Corporation Ltd. to Mr.  Abhijit within
the prescribed time.

Consequences of failure to deduct or pay tax (Section 201)

(1) The following persons shall be deemed to be an assessee in default if they do not deduct
the whole or any part of the tax or after deducting fails to pay the tax -

(i) any person including the principal officer of a company, who is required to deduct
any sum in accordance with the provisions of the Act; and

(ii) an employer paying tax on non-monetary perquisites under section 192(1A).

(2) However, no penalty shall be charged under section 221 from such person, principal
officer or company unless the Assessing Officer is satisfied that such person or principal
officer or company, as the case may be, has failed to deduct and pay the tax without
good and sufficient reasons.

(3) Such person, principal officer or company shall also be liable to pay simple interest at 1%
for every month or part of a month.  Such interest is chargeable on the amount of such
tax from the date on which such tax was deductible to the date on which such tax is
actually paid.

(4) Such interest should be paid before furnishing the statements in accordance with section
200(3).

(5) Where the tax has not been paid after it is deducted, the amount of the tax together with
the amount of simple interest thereon shall be a charge upon all the assets of the person
or the company, as the case may be.
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Question 9

Explain the difference between tax deduction at source and tax collection at source.

(4 marks) (Nov 2009)

Answer

Tax deduction at source means any tax which has been deducted at source by the payer at
the time of accrual or payment to the payee. Persons responsible for making payment of
income covered by the scheme of tax deduction are required to be deducting tax at source at
the prescribed rates. Tax so deducted should be deposited within the prescribed time. Tax is
always deducted on expense and not supply of goods.

Tax collection at source is effected by the seller from the buyer at the time of debiting the
amount to the account of the buyer or at the time of receipt of amount, whichever is earlier.
Certain specified goods when sold must be subjected to tax collection at source and taxes
collected thereon must be remitted into government's account as done in the case of TDS.
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PROVISIONS FOR FILING RETURN OF INCOME

Question 1
State with reasons, whether the following statements are true or false, with regard to the
provisions of the Income-tax Act, 1961:

(i) From 1.6.2006 onwards, the Assessing Officer has the power, inter alia, to allot PAN to
any person by whom no tax is payable. (2 Marks)(May 2007)

(ii) Where the Karta of a HUF is absent from India, the return of income can be signed by
any male member of the family. (2 Marks)(May 2007)

Answer
(i) True: Section 139A(2) provides that the Assessing Officer may, having regard to the

nature of transactions as may be prescribed, also allot a PAN to any other person,
whether any tax is payable by him or not, in the manner and in accordance with the
procedure as may be prescribed.

(ii) False: Section 140(b) provides that where the karta of a HUF is absent from India, the
return of income can be signed by any other adult member of the family; such member
can be a male or female member.

Question 2
Discuss briefly about the scheme to facilitate submission of return of income through Tax
Return Preparers. (4 Marks)(May 2007)

Answer
(1) Section 139B provides that, for the purpose of enabling any specified class or classes of

persons to prepare and furnish their returns of income, the CBDT may notify a Scheme to
provide that such persons may furnish their returns of income through a Tax Return
Preparer authorised to act as such under the Scheme.

(2) The Tax Return Preparer shall assist the persons furnishing the return in a manner that
will be specified in the Scheme, and shall also affix his signature on such return.

(3) A Tax Return Preparer can be an individual, other than -
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(i) any officer of a scheduled bank with which the assessee maintains a current
account or has other regular dealings.

(ii) any legal practitioner who is entitled to practice in any civil court in India.
(iii) a chartered accountant.
(iv) an employee of the ‘specified class or classes of persons’.

(4) The “specified class or classes of persons” for this purpose means any person, other than a
company or a person, whose accounts are required to be audited under section 44AB or
under any other existing law, who is required to furnish a return of income under the Act.

Note:  Since the question carries only 4 marks, it is sufficient if the above points are given in
the answer. For a detailed discussion on section 139B, the students may refer Chapter 10 of
the study material.
Question 3
The total income of a University without giving effect to exemption under section 10(23C) is
Rs. 46 lacs. Its total income, however, is nil. Should the University file its return of income?

(2 Marks) (Nov 2007)

Answer
Section 139(4C) enjoins that, a university referred to in section 10(23C), should file the return of
income if its total income without giving effect to the exemption under section 10, exceeds the
basic exemption limit.  The provisions of the Act will apply as if it were a return required to be
furnished under section 139(1). In the given case, since the total income of the University before
giving effect to the exemption exceeds the basic exemption limit, it has to file its return of income.
Question 4
Comment on the allowability of the following claims made by the assessee:

Mrs. Hetal, an individual engaged in the business of Beauty Parlour, has got her books of
account for the Financial year ended on 31st March, 2007 audited under section 44AB. Her
total income for the assessment year 2007-08 is Rs. 1,35,000. She wants to furnish her return
of income for assessment year 2007-08 through a tax return preparer. (4 Marks)(Nov 2007)

The provisions of the Income-tax Act, 1961 relevant for Assessment Year 2010-11
should be taken into consideration while solving the question. Accordingly, the
facts given above may be taken as relating to financial year 2009-10. It may be
assumed that  Mrs. Hetal’s total income for the A.Y.2010-11 is Rs.2,35,000.

Answer
Section 139B provides a scheme for submission of return of income for any assessment year
through a tax return preparer. However, it is not applicable to persons whose books of account
are required to be audited under section 44AB. Therefore, Mrs. Hetal cannot furnish her return
of income for A.Y.2010-11 through a tax return preparer.
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Question 5
Enumerate eight transactions for which quoting of Permanent Account Number is mandatory.

(4 Marks)(Nov 2007)

Answer
Quoting of PAN is mandatory in the case of following transactions:
(1) In all returns to, or correspondence with, any income tax authority,
(2) Sale or purchase of any immovable property valued at Rs.5 lakhs or more.
(3) A time deposit exceeding Rs.50,000 with a banking company.
(4) A contract for sale or purchase of securities exceeding value of Rs.1,00,000.
(5) Cash payment in excess of Rs.25,000 in connection with travel to any foreign country at

any one time.
(6) Bill payments to hotels and restaurants exceeding Rs. 25,000 at any one time.
(7) Cash deposit aggregating Rs.50,000 or more with a banking company during any one day.
(8) Making an application to any bank or banking institution or company or any institution for

issue of a credit card.
Note: The above list is illustrative and not exhaustive. Entire list may be seen in Chapter 10 of
“Taxation” study material.
Question 6
Can an individual, who is not in India, sign the return of income from outside India? Is there
any other option? (2 Marks)(May 2008)

Answer
As per section 140, return of income can be signed by an individual even if he is absent from India.
Hence, an individual can himself sign the return of income from a place outside India.
Alternatively, any person holding a valid power of attorney and duly authorised by the individual
can also sign the return of income. However, such power of attorney should be attached along with
the return of income.
Question 7
Briefly discuss about the interest chargeable under Section 234A for delay or default in
furnishing return of income. (4 Marks)(May 2008)
Interest is chargeable under section 234A for delay or default in furnishing return of income.
Discuss briefly. (4 Marks) (Nov 2009)

Answer
Interest for delay or default in furnishing return of income [Section 234A]
(1) Interest under section 234A is attracted for failure to file a return of income on or before

the due date mentioned in section 139(1) i.e. interest is payable where an assessee
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furnishes the return of income after the due date or does not furnish the return of income.
(2) Simple interest @1% per month or part of the month is payable for the period

commencing from the date immediately following the due date and ending on the
following dates:

Circumstances Ending on the following dates
Where the return is furnished after due date The date of furnishing of the return
Where no return is furnished The date of completion of assessment

(3) The interest has to be calculated on the amount of tax on total income as determined
under section 143(1) or on regular assessment, as reduced by the advance tax paid and
any tax deducted or collected at source, any relief of tax allowed under section 90 and
90A, any deduction allowed under section 91 and tax credit allowed to be set off as per
section 115JAA.

Question 8
Explain with brief reason whether the return of income can be revised under section 139(5) of
the Income-tax Act, 1961 in the following cases:
(i) Defective or incomplete return filed under section 139(9).
(ii) Belated return filed under section 139(4).
(iii) Return already revised once under section 139(5).
(iv) Return of loss filed under section 139(3). (4 Marks)(Nov 2008)

Answer
Any person who has furnished a return under section 139(1) or in pursuance of a notice
issued under section 142(1) can file a revised return if he discovers any omission or any
wrong statement in the return filed earlier.  Accordingly:-
(i) A defective or incomplete return filed under section 139(9) cannot be revised.  However,

the defect can be removed.
(ii) A belated return filed under section 139(4) cannot be revised. Only a return furnished

under section 139(1) or in pursuance of a notice issued under section 142(1) can be
revised.

(iii) A return revised earlier can be revised again as the first revised return replaces the
original return.  Therefore, if the assessee discovers any omission or wrong statement in
such a revised return, he can furnish a second revised return within the prescribed time
i.e. within one year from the end of the relevant assessment year or before the
completion of assessment, whichever is earlier.

(iv) A return of loss filed under section 139(3) is deemed to be return filed under section
139(1), and therefore, can be revised under section 139(5).
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CONCEPTS AND GENERAL PRINCIPLES OF SERVICE TAX

Question 1

Answer the following:-

(a) Is an unincorporated association, formed after 1st June, 2006, liable to pay any
service tax? (2 Marks) (May, 2007)

(b) Briefly explain the nature of service tax. (2 marks) (May, 2008)

(c) Explain as to how and when the amendments made in Finance Bill, in respect service
tax matters come into force? (2 Marks) (Nov, 2008)

Answer

(a) With effect from 01.05.2006, the Finance Act, 2006 inserted an explanation after
section 65(121) of the Finance Act, 1994. The explanation states that taxable service
includes any taxable service provided or to be provided by any unincorporated
association or body of persons to a member thereof, for cash, deferred payment or
any other valuable consideration.
Thus, an unincorporated association providing service to its members can also be a
“person” for purpose of service-tax, and be liable to pay service tax.

(b) Service tax is a tax on services.  This is not a tax on profession, trade, calling or
employment but is in respect of service rendered.  If there is no service, there is no
tax.  Basically, service is a value addition that can be perceived but cannot be seen,
as it is intangible; however, usage of some goods during the course of rendering the
service would not mean that there is no ‘service’.  It is the predominant factor in each
case, which is to be studied to arrive at a conclusion.

(c) Amendments made by the Finance Bill, in respect of service tax matters, come into
force from the date of enactment of the Finance Bill i.e., the date on which the
Finance Bill receives the assent of the President of India.  However, wherever it is
specifically provided so in the Finance Bill, certain amendments like new taxable
services introduced vide the Finance Bill and alteration in the scope of existing
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taxable services, become effective from a date to be notified after the enactment of
the Finance Bill.

Question 2
Answer the following:
(a) What are the sources of service tax law? (3 Marks) (June, 2009)
(b) Which Act and Rule govern the levy of service tax in India? (3 Marks) (Nov, 2009)

Answer
(a) There is no independent statute on service tax as yet.  However, the sources of

service tax law are:-
(i) Finance Act, 1994
(ii) Rules on service tax
(iii) Notifications on service tax
(iv) Circulars or Office Letters (Instructions) on service tax
(v) Orders on service tax and
(vi) Trade notices on service tax

(b) Finance Act, 1994 and the rules made there under govern the levy of service tax in
India.  The significant rules relating to service tax are the Service Tax Rules, 1994,
Service Tax (Determination of Value) Rules, 2006, Export of Services Rules, 2005
etc.



2
CHARGE OF SERVICE TAX, TAXABLE SERVICES

AND VALUATION

Question 1
Answer the following:-
Will the payment to a hotelier of Rs.10,000 on behalf of an architect by a service receiver
be included in the value of taxable services? (2 Marks) (May, 2007)

Answer
Service tax chargeable on any taxable service is on the basis of gross amount charged by
service provider for such service provided or to be provided by him.  It is not necessary
that the service receiver should pay the consideration only to the service provider; any
money paid to the third party is also includible.  Hence, the hotel bill met by the client
would be includible in the value of taxable services.
Question 2
Answer the following:
(a) Can it be said that if the taxable service is not capable of ascertainment, the same

cannot form part of value of taxable services from May, 2006 onwards?
(3 Marks) (May, 2007)

(b) Briefly explain about the charge of service tax. (3 Marks) (May, 2008)
(c) How is the value of taxable services determined when the consideration against

taxable services is received in other than monetary terms? (3 Marks) (June, 2009)

Answer
(a) No, it cannot be said so.  With effect from 18.4.2006, the Finance Act, 2006 has

introduced detailed provisions for valuation of taxable services.  The provisions of
section 67, as amended, state clearly that if the consideration for a taxable service is
not ascertainable, the value of such service shall be the amount as may be
determined in the prescribed manner.
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(b) Section 66 is the charging section of the Finance Act, 1994 ("the Act") which deals with
the levy and collection of service tax.  It provides the applicable rate of service tax which
is to be levied on the value of various taxable services. The prescribed manner for
collection and payment of tax is provided in the Service Tax Rules, 1994. With effect
from 18.04.2006, the rate of service tax prescribed by section 66 is 12% of the value of
taxable services referred to in section 65(105) of the Act.
However, it may be noted that Notification No. 8/2009 ST dated 24.02.2009
exempted all the taxable services specified in sub-section (105) of section 65 of the
Finance Act from so much of service tax leviable thereon under section 66 of the
Finance Act, as is in excess of the rate of 10% of the value of taxable services.
Therefore, the effective rate of service tax is 10%.

(c) Section 67 of the Finance Act, 1994 as amended provides that if the consideration
for a taxable service is not wholly or partly in terms of money, then the value of such
service shall be such amount in money, with the addition of service tax charged, is
equivalent to the consideration.

Question 4
Ms. Priya rendered a taxable service to a client. A bill for Rs. 40,000 was raised on
29.4.2007; Rs. 15,000 was received from the client on 1.5.2007 and the balance on
23.5.2007. No service tax was separately charged in the bill. The questions are:
(a) Is Ms. Priya liable to pay service tax, even though the same has not been charged by

her?
(b) In case she is liable, what is the value of taxable service and the service tax

payable?  (2+4 Marks) (May, 2008)

The provisions as amended by the Finance (No.2) Act, 2009 and notifications and
circulars issued up to October 31, 2009 may be taken into consideration while
solving this question.  Hence, the facts of the question may be read accordingly.

Answer
Section 68 of the Finance Act, 1994 casts the liability to pay service tax upon the service
provider or upon the person liable to pay service tax as per rule 2(1)(d). This liability is not
contingent upon the service provider realizing or charging the service tax at the prevailing
rate. The statutory liability does not get extinguished if the service provider fails to realize
or charge the service tax from the service receiver. Hence, Ms. Priya is liable to pay
service tax.
However, sometimes it may happen that the assessee is not able to charge service tax
because of the nature of service or he fails to recover the service tax from the client /
customer as he is not aware that his services are taxable. Hence, in these cases, the
amount recovered from the client in lieu of having rendered the service will be taken to be
inclusive of service tax and accordingly tax payable will be calculated by making back
calculations.
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The rates of service tax payable are:
Basic rate 10%
Education cess (2% of 10%) = 0.20%
Secondary and higher education cess (1% of 10%) = 0.10%
Effective rate of service tax = 10.30%
Service tax is payable on receipt basis

Value of taxable service = 100
rate)Effective(100

chargedamountGross




Value of taxable service =
30.110

100000,40  = Rs. 36,265

Service tax payable =
30.110

30.10000,40  = Rs. 3,735

Question 5
J.C. Professionals, a partnership firm, gives the following particulars relating to the
services provided to various clients by them for the half-year ended as on 30.09.06:
(i) Total bills raised for Rs. 8,75,000 out of which bill for Rs. 75,000 was raised on an

approved International Organisation and payments of bills for Rs. 1,00,000 were not
received till 30.09.06.

(ii) Amount of Rs. 50,000 was received as an advance from XYZ Ltd. on 25.09.06 to
whom the services were to be provided in October, 06.

You are required to work out the:
(a) taxable value of services
(b) amount of service tax payable. (3 Marks) (Nov, 2007)

The provisions as amended by the Finance (No.2) Act, 2009 and notifications and
circulars issued up to October 31, 2009 may be taken into consideration while
solving this question.  Hence, the facts of the question may be read accordingly.

Answer
Computation of taxable value of services provided by the J.C. Professionals for the
half year ending on 30.09.2006:

Particulars Rs. Rs.
Total bills raised 8,75,000
Less: Bill raised on an approved International Organisation

 (Note 1)
75,000
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Less: Bills for which payments have not been realized
   (Note 2)

1,00,000 1,75,000

7,00,000
Add: Advance received for the services to be provided in

October ’09 (Note 3)
50,000

Taxable value of services 7,50,000
Computation of service tax payable
Taxable value of services 7,50,000
Service tax @ 10% 75,000
Add: Education cess @ 2% 1,500
Add: Secondary and higher education cess @ 1% 750
Total Service tax payable 77,250

Notes:
1. Services provided to an International Organisation are exempt from the service tax

vide Notification No. 16/2002 ST dated 02.08.2002.
2. Service tax is payable only when the value of taxable services is actually received

[Rule 6 of the Service Tax Rules, 1994].
3. Any advance received for providing any taxable services forms part of the value of

taxable service [Section 67 of the Finance Act, 1994].
Question 7
Ms. Priyanka, a proprietress of Royal Security Agency received Rs.1,00,000 by an
account payee cheque as advance while signing a contract for providing taxable service.
She received Rs.5,00,000 by credit card while providing the service and another
Rs.5,00,000 by a pay order after completion of service on January 31, 2009.  All three
transactions took place during financial year 2008-09. She seeks your advice about her
liability towards value of taxable service and the service tax payable by her.

(5 Marks) (Nov, 2009)

The provisions as amended by the Finance (No.2) Act, 2009 and notifications and
circulars issued up to October 31, 2009 may be taken into consideration while
solving this question.  Hence, the facts of the question may be read accordingly.

Answer
Computation of taxable service of Ms. Priyanka for financial year 2008-09

Particulars Rs.
Advance received by an account payee cheque   1,00,000
Amount received while providing service through credit card   5,00,000
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Amount received on completion of service by a pay order   5,00,000
Value of taxable service 11,00,000

Calculation of service tax liability

Particulars Rs.
Service tax @10% on Rs.11,00,000 1,10,000
Add: (i) Education cess @ 2% on service tax       2,200
Add: (ii) Secondary and higher education cess @ 1% on service tax      1,100
Total service tax payable 1,13,300

Notes:
1. Money includes any cheque, pay order, currency, promissory note, letter of credit,

draft, traveller’s cheque, money order, postal remittance and other similar
instruments but does not include currency that is held for its numismatic value.

2. Gross amount charged includes payment by credit card, cheque, deduction from
account and any form of payment by issue of credit notes/debit notes and book
adjustment.
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NOTE
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UNIT-1: PAYMENT OF SERVICE TAX

Question 1
Answer the following questions:-
(a) Should service tax be paid even if not collected from the client or service receiver?

(2 Marks) (May, 2007)
(b) Where a service provider maintains books of accounts on mercantile basis relating to

taxable services provided by him, will service tax be payable on accrual basis?
(2 Marks) (Nov, 2007)

(c) Is a service provider allowed to pay service tax on a provisional basis?
(2 Marks) (Nov, 2007)

(d) A particular service has been brought into the service tax net with effect from
1.6.2007. Mr. Vignesh has provided this service on 20.5.2007; the payment for the
same was received on 10.6.2007. Is service tax payable on the same?

(2 Marks) (May, 2008)

The provisions as amended by the Finance (No. 2) Act, 2009 and notifications and
circulars issued up to October 31, 2009 may be taken into consideration while
solving this question.  Hence, the facts of the question may be read accordingly.

(e) Mr. Saravanan has collected a sum of Rs. 15,000 as service tax from a client
mistakenly, even though no service tax is chargeable for such service. Should the
amount so collected be remitted to the credit of the Central Government?

(2 Marks) (May, 2008)

(f) Who is liable to pay e-payment of service tax? (2 Marks) (Nov, 2008)
(g) Whether life insurer carrying on life insurance business has option to calculate

service tax at different rate? (2 Marks) (Nov, 2008)
(h) Mr. X, a service provider who pays service tax regularly, was of the opinion that a

particular service was not liable for service tax.  He, therefore, did not charge service
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tax in his bill.  He received the bill amount without service tax.  How will service tax
liability of Mr. X be determined in such case? (2 Marks) (June, 2009)

(i) How can the excess payment of service tax be adjusted? (2 Marks) (June, 2009)

Answer
(a) Section 68 of the Finance Act, 1994 casts the liability to pay service tax upon the

service provider or upon the person liable to pay service tax as per rule 2(1)(d) of the
Service Tax Rules, 1994.  This liability is not contingent upon the service provider
realizing or charging the service tax at the prevailing rate.  The statutory liability does
not get extinguished if the service provider fails to realize or charge the service tax
from the service receiver.

(b) Service tax is not payable on accrual basis and the method of accounting is
irrelevant for making payment of service tax. Service tax is payable to the
Government only when any payment is received-whether in advance or after the bill
is raised-from the client or service receiver for the taxable services provided.

(c) In case the assessee is unable to correctly estimate, at the time of the deposit, the
actual amount of service tax for any month or quarter, he may make a written request
to Assistant/Deputy Commissioner of Central Excise for making payment of service
tax on provisional basis. The concerned officer may allow payment of service tax on
provisional basis on such value of taxable service as may be specified by him.

(d) No service tax is payable for the part or whole of the value of services, which is
attributable to services provided during the period when such services were not
taxable.  The time of receipt of payment towards the value of services will not be
relevant for this purpose.  For the service tax to be leviable, on the date on which the
service was rendered, it should be exigible to the levy.
In the given case, Mr. Vignesh has provided the service on 20.05.2009 and has
received the payment on 10.06.2009. Assuming that, the invoice was raised by Mr.
Vignesh before 01.06.2009, he will not be liable to collect service tax.

(e) Section 73A of the Finance Act, 1994 casts an obligation on every person who has
collected service tax from any recipient of service in any manner as representing
service tax, to remit the same to the credit of the Central Government.  On account of
this provision, where any person has collected any amount, which is not required to
be collected from any other person, in any manner as representing service tax, he
should also immediately pay the amount so collected to the credit of the Central
Government.
Hence, Mr. Saravanan has to remit the service tax collected by him on the non
taxable services to the credit of the Central Government before the due date.

(f) With effect from 01.10.2006, the assessee who has paid service tax of
Rs.50,00,000/- or above in the preceding financial year or has already paid service
tax of Rs.50,00,000/- in the current financial year has to compulsorily deposit the
service tax liable to be paid by him electronically, through internet banking.
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(g) An insurer carrying on life insurance business who is liable for paying service tax has the
option to pay an amount calculated @ 1% of the gross amount of premium charged by him
towards the discharge of his service tax liability instead of paying service tax at the rate
specified in section 66 of Chapter V of the Act.
However, such option is not available in cases where:
(i) the entire premium paid by the policy holder is only towards risk cover in life

insurance; or
(ii) the part of the premium payable towards risk cover in life insurance is shown

separately in any of the documents issued by the insurer to the policy holder.
(h) Section 68 of the Finance Act, 1994 casts the liability to pay service tax upon the

service provider or upon the person liable to pay service tax as per rule 2(1)(d) of the
Service Tax Rules, 1994.  This liability is not contingent upon the service provider
realizing or charging the service tax at the prevailing rate.  The statutory liability does
not get extinguished if the service provider fails to realize or charge the service tax
from the service receiver.  In this case, the amount received from the service
receiver will be taken to be inclusive of service tax. Accordingly, service tax payable
by the service provider shall be ascertained by making back calculations in the
following manner:-

 ratetaxService100
ratetaxServicereceivedAmountpayabletaxService






(i) Where an assessee has paid to the credit of Central Government any amount in
excess of the amount required to be paid towards service tax liability for a month or
quarter, as the case may be, the assessee may adjust such excess amount paid by
him against his service tax liability for the succeeding month or quarter, as the case
may be.  However, such an adjustment would be subject to the following conditions
mentioned below:
(i) Self-adjustment of excess credit would not be allowed in case of reasons

involving interpretation of law, taxability, classification, valuation or applicability
of any exemption notification.

(ii) Excess amount paid and proposed to be adjusted should not exceed
Rs.1,00,000 for the relevant month or quarter except in case of assessees
opting for centralized registration.

(iii) Adjustment can be made only in the succeeding month or quarter.
(iv) The details of self-adjustment should be intimated to the Superintendent of

Central Excise within a period of 15 days from the date of such adjustment.
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Question 2
Answer the following:
(a) An assessee who has collected service tax from a client is unable to perform the

service. Briefly explain the situations in which and the conditions subject to which he
can adjust the service tax relating to above, against his forthcoming service tax
liability. (3 Marks) (May, 2007)

(b) Who is liable to pay service tax in relation to services provided by a goods transport
agency? (3 Marks) (Nov, 2007)

(c) Mr. Vasudevan has rendered freely, a service to a client which is taxable, but has not
charged or received any fee from the client. Is service tax payable on such free service?

(3 Marks) (May, 2008)
(d) What are the due dates for payment of service tax? (3 Marks) (Nov, 2007) (Nov, 2008)

Answer
(a) An assessee may adjust excess payment of service tax against his liability of service

tax for subsequent periods.  Where an assessee has deposited service tax in respect
of a taxable service which is not so provided by him either wholly or partially for any
reason, he may adjust the excess service tax so paid by him (calculated on a pro
rata basis) against his service tax liability for the subsequent period.
However, for carrying out such adjustment, the assessee must have refunded the
value of taxable service and the service tax thereon to the person from whom it was
received.
In such cases of adjustment, the assessee is required to file the details in respect of
such suo moto adjustments done by him at the time of filing the service tax returns.
The return Form ST – 3 also provides for enclosure of documentary evidence for
adjustment of such excess service tax paid.

(b) In relation to taxable service provided by a goods transport agency, where the
consignor or consignee of goods is-
(a) any factory registered under or governed by the Factories Act, 1948,
(b) any company formed or registered under the Companies Act, 1956,
(c) any corporation established by or under any law,
(d) any society registered under Societies Registration Act, 1860 or under any law

corresponding to that Act in force in any part of India,
(e) any co-operative society established by or under any law,
(f) any dealer of excisable goods, who is registered under the Central Excise Act,

1944 or the rules made thereunder, or
(g) any body corporate established, or a partnership firm registered, by or under

any law.



Unit – I : Payment of Service Tax

3.5

The person liable for paying service tax is any person who pays or is liable to pay
freight either himself or through his agent for the transportation of such goods by
road in a goods carriage.

(c) Section 67(1)(iii) of the Finance Act, 1994 ensures payment of service tax based on
valuation even when consideration is not ascertainable. However, these provisions
apply only when there is consideration. If there is no consideration i.e., in case of
free service, section 67 cannot apply.
Thus, no service tax is payable when value of services is zero, as the charging
section 66 provides that service tax is chargeable on the value of taxable service.
Hence if the value is zero, the tax will also be zero even though the service may be
taxable. However, this principle applies only when there is really a 'free service' and
not when its cost is recovered through other means.

(d) Rule 6(1) of the Service Tax Rules, 1994 provides that service tax on the value of
taxable services received shall be paid to the credit of the Central Government in the
following manner:-

Assessee Duration of
payment

Due date of payment

Individual,
Proprietary
concern or a
partnership
firm

Quarterly (i) by the 6th day of the month, if the duty is deposited
electronically through internet banking; and
(ii) by the 5th day of the month, in any other case,
immediately following the quarter in which the
payments are received, towards the value of taxable
services.*

Any other
Assessee

Monthly (i) by the 6th day of the month, if the duty is deposited
electronically through internet banking; and
(ii) by the 5th day of the month, in any other case,
immediately following the calendar month in which the
payments are received, towards the value of taxable
services.*

*Also, the service tax on the value of taxable services received during the month of
March, or the quarter ending in March, as the case may be, shall be paid to the credit
of the Central Government by the 31st day of March of the calendar year.

Question 3
Ajay Ltd. has agreed to render services to Mr. Guru.  The following are the chronological
events:

Particulars Rs.
Contract for services entered into on 31.8.2006
Advance received in September, 2006 towards all services 60,000
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Total value of services, billed in February, 2007 2,10,000
Above includes non-taxable services of 70,000
Balance amount is received in March, 2007

When does the liability to pay service tax arise and for what amount? Contract contains
clear details of services; consideration and service tax are charged separately, as
mutually agreed upon.

(6 Marks) (May, 2007)

The provisions as amended by the Finance (No.2)Act, 2009 and notifications and
circulars issued up to October 31, 2009 may be taken into consideration while
solving this question.  Hence, the facts of the question may be read accordingly.

Answer
The liability to pay service tax arises at the time of receipt of advance in September, 2009 and
at the time of receipt of balance consideration in March 2010.  Service tax is payable as soon
as any advance is received as the taxable service includes “service to be provided” and
payments received, before during or after the provision of taxable services form part of the
gross amount charged for the taxable services.  Further, the liabil ity to pay service tax arises
only upon the receipt of the value of taxable services and not when the bill is raised.
Advance portion

Particulars Rs.
Advance received towards all services in September,
2009

= 60,000

Amount billed for taxable services = 2,10,000 – 70,000
= 1,40,000

Advance received towards taxable services = 60,000 x (1,40,000/ 2,10,000)
= 40,000

Service tax @ 10% (since, service tax is charged
separately)

= 40,000 x 10%

= 4,000
Education cess @ 2% = 80
Secondary and higher education cess @ 1% = 40
Total service tax liability = 4,120

In this case, the due date for payment of service tax will be 5 th October, 2009.
Balance portion

Particulars Rs.
Balance amount received in March 2010 = 2,10,000 – Rs.60,000
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= 1,50,000
Amount received towards taxable services = 1,50,000 x (1,40,000/2,10,000)

= 1,00,000
Service tax @ 10% = 1,00,000 x 10%

= 10,000
Education cess @ 2% = 200
Secondary and higher education cess @ 1% = 100
Total service tax liability = 10,300

In this case, the due date for payment of service tax will be 31st March, 2010.
Question 4
Mr. Y, a consulting engineer raised a bill of Rs. 2,24,720 (including service tax) on his
client for consulting services rendered by him in June, 2007. A partial payment of Rs.
1,68,540 was received by Mr. Y in March, 2008. Compute the service tax amount payable
by Mr. Y and the due date by which service tax can be deposited.

(3 Marks) (Nov, 2008)

The provisions as amended by the Finance (No.2) Act, 2009 and notifications and
circulars issued up to October 31, 2009 may be taken into consideration while
solving this question.  Hence, the facts of the question may be read accordingly.

Answer
The service tax is payable to the Government only when payment is received, though the
service provider charges service tax in his bill as and when the service is provided.
In the given case, amount of service tax liable to be paid by Mr. Y

 taxofRate100
taxofRate AmountGross






739,15
30.110

30.10540,68,1





Mr. Y is required to deposit service tax of Rs.15,739 on or before 31.03.2010.
Note:
1. Service tax is payable only on the value of taxable services actually received [Rule 6

of the Service Tax Rules, 1994].
2. Rate of service tax is taken to be inclusive of 2% education cess and 1% secondary

and higher education cess.
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NOTE
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UNIT-2: FILING OF RETURNS

Question 1
Answer the following questions:-
(a) Is e-filing of service tax return permitted? (2 Marks) (May, 2007)
(b) Which are the documents to be submitted along with service tax return?

(2 Marks) (Nov, 2007)
(c) What are the due dates for filing of service tax returns? (2 Marks) (Nov, 2007)
(d) Who are the persons liable to file service tax returns? (2 Marks) (May, 2008)
(e) Whether service tax return can be furnished after the due date?

(2 Marks) (June, 2009)

Answer
(a) Yes, e-filing of service tax returns is permitted under service tax law.  E-filing is a

facility for the electronic filing of service tax returns by the assessee from his office,
residence or any other place of choice, through the internet, by using a computer.
E-filing of returns is an assessee facilitation measure of the Department in
continuation of its modernization and simplification programme.  It is an alternative to
the manual filing of return.  This facility is available to all service providers.

(b) Along with service tax (ST-3) return, the following documents should be attached:
(i) copies of TR-6 challans which indicate the payment of service tax for the

months/quarter covered in the half-yearly return.
(ii) memorandum in Form ST-3A giving full details of the difference between the

amount of provisional amount of tax deposited and the actual amount payable
for each month. This memorandum (Form ST-3A) is to be attached only when
the assessee opts for provisional payment of service tax.

(c) The service tax return (in Form ST-3) should be filed on half yearly basis by the 25 th of
the month following the particular half-year. The due dates on this basis are as under:



Taxation

3.10

Half year Due date
1st April to 30 th September 25th October
1st October to 31st March 25th April

In case the due date of the filing of return i.e. either 25 th October or 25th April falls on
a public holiday, the assessee can file the return on the immediately succeeding
working day.

(d) Section 70 of the Finance Act, 1994, inter alia, provides that every person liable to
pay service tax shall himself assess the tax due on the services provided by him and
shall furnish a return to the Superintendent of Central Excise.
Sub-section (2) of section 70 stipulates that certain notified person or class of
persons shall also furnish to the Superintendent of the Central Excise, a return in
such form and in such manner and at such frequency as may be prescribed.

(e)  A delayed return can be furnished by paying the prescribed late fee.  Section 70(1)
of the Finance Act, 1994 as amended, inter alia, provides for filing of periodical
return after the due date with the prescribed late fee of not more than Rs. 2,000/-.

Question 2
Answer the following:
(a) Can service tax return be revised by a person? (3 marks) (Nov, 2008)
(b) Ms. Amrapali, a registered service provider did not render any services during the

financial year 2008-09. Whether she is required to file service tax return?
(3 marks) (Nov, 2009)

Answer
(a) An assessee can submit a revised return, in Form ST-3, in triplicate, to correct a

mistake or omission, within a period of 90 days from the date of submission of the
original return.

(b) Every assessee shall file a half yearly return in Form ST-3.  Even if there is no
service provided during a half year, a Nil return has to be filed.  Therefore, Ms.
Amrapali is required to file a service tax return.
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VAT – CONCEPTS AND GENERAL PRINCIPLES

Question 1
Answer the following questions:-
(a) Which is the most popular and common method for computing VAT liability and at

what stage is the tax imposed? (2 Marks) (May, 2007)
(b) Is it correct to state that VAT usually increases the retail price, as the tax is payable

on the first sale price? (2 Marks) (May, 2007)
(c) Does the VAT system bring certainty to a great extent? (2 Marks) (Nov, 2007)
(d) Can VAT be said to be non-beneficial as compared to single stage-last point system?

(2 Marks) (Nov, 2007)
(e) Briefly explain the income variant of VAT. (2 Marks) (May, 2008)
(f) What is the demerit of VAT from the view point that it is a form of consumption tax?

(2 Marks) (May, 2008)
(g) Can we say that levy of VAT will have effect on retail price of goods?

(2 Marks) (Nov, 2008)
(h) Discuss the word “transparency” in the context of VAT system.

(2 Marks) (June, 2009)

Answer
(a) Invoice method is the most common and popular method for computing the tax

liability under the VAT system.  Under this method, tax is imposed at each and every
stage of sales on the entire sale value, and the tax paid at the earlier stage is
allowed as set-off.

(b) The statement is not correct as VAT is a multi-point tax where tax is imposed at each
and every stage of sales and tax paid at the earlier stage is allowed as set-off.

(c) The VAT is a system based simply on transactions. Thus there is no need to go
through complicated definitions like sales, sales price, turnover of purchases and
turnover of sales. The tax is also broad-based and applicable to all sales in business
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leaving little room for different interpretations. Thus, this system brings certainty to a
great extent.

(d) VAT system has many advantages like no tax evasion, transparency, certainty,
reduction in cascading effect of taxes etc. However, since the VAT is imposed or
paid at various stages and not at last stage, it increases the working capital
requirements and the interest burden on the same. In this way, it may be considered
to be non-beneficial as compared to the single stage-last point taxation system
though to a certain extent, this rigour can be brought down through input credits on
purchases.

(e) The income variant of VAT allows for deductions of purchases of raw materials and
components as well as depreciation on capital goods.  This method provided
incentives to classify purchases as current expenditure to claim set-off.  In practice,
however, there are many difficulties connected with the specification of any method
of measuring depreciation, which basically depends on the life of an asset as well as
on the rate of inflation.

(f) VAT is a form of consumption tax.  Since the proportion of income spent on
consumption is larger for the poor than for the rich, VAT tends to be regressive.
However, this weakness is inherent in all the forms of consumption tax.  While it may
be possible to moderate the distribution impact of VAT by taxing necessities at a
lower rate, it is always advisable to moderate the distribution considerations through
other programmes rather than concessions or exemptions, which create
complications for administration.

(g) A persistent criticism of the VAT form has been that since the tax is payable on the
final sale price, the VAT usually increases the prices of the goods.  However, VAT
does not have any inflationary impact as it merely replaces the existing equal sales
tax. It may also be pointed out that with the introduction of VAT, the tax impact on
raw material is to be totally eliminated. Therefore, there may not be any increase in
the prices.

(h) Out of total consideration paid for purchase of material, the buyer knows the tax
component under a VAT system.  Thus, the system ensures transparency.  This
transparency enables the State Government to know as to what is the exact amount
of tax coming at each stage.  Thus, it is a great aid to the Government while taking
decisions with regards to rate of tax etc.

Question 2
Answer the following:
(a) Briefly explain the invoice method of computing tax liability under the VAT system. What

are its other names? (3 Marks) (Nov, 2007)
(b)  What are the different variants of VAT and how is deduction available for tax paid on

inputs including capital inputs?  (3 Marks) (Nov, 2007)
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(c) What are the different stages of VAT? Can it be said that the entire burden falls on the
final consumer? (3 Marks) (May, 2008)

(d) Briefly explain how VAT helps in checking tax evasion and in achieving neutrality.
(3 Marks) (May, 2008)

(e) How can an auditor play a role to ensure that the tax payers discharge their tax liability
properly under the VAT system? (3 Marks) (June, 2009)

(f) Discuss the ‘subtraction method’ for computation of VAT. (3 Marks) (June, 2009)
(g) VAT would increase the working capital requirements and the interest burden.  Discuss

. (3 Marks) (Nov, 2009)

Answer
(a) Invoice method is the most common and popular method for computing the tax liability

under ‘VAT’ system. Under this method, tax is imposed at each stage of sales on the entire
sale value and the tax paid at the earlier stage is allowed as set-off. In other words, out of
tax so calculated, tax paid at the earlier stage i.e., at the stage of purchases is set-off, and
at every stage the differential tax is being paid. The most important aspect of this method is
that at each stage, tax is to be charged separately in the invoice. This method is very
popular in western countries. In India also, under the VAT law as introduced in several
Sates and Central Excise Law, this method is followed.
This method is also called the ‘Tax Credit Method’ or ‘Voucher Method’.

(b) There are three variants of VAT viz, gross product variant, income variant and consumption
variant.
Gross Product Variant: Under this variant, deduction is allowed for tax paid on all inputs
excluding capital inputs.
Income Variant: Under this variant, tax paid on non-capital inputs and depreciation on
capital inputs is allowed.
Consumption variant: Under this variant, deduction is allowed for tax paid on all business
inputs including capital inputs.

(c) The Value Added Tax (VAT) is a multistage tax levied as a proportion of the value added
(i.e. sale minus purchase) which is equivalent to wages plus interest, other costs and
profits.
In an economy, apart from the manufacturers and final consumers, there would be
wholesalers and retailers also. The wholesaler might supply to retailer, and each one of
them could supply to the manufacturer and the end consumer. VAT will be collected at
each stage, and wherever applicable, the manufacturer or retailer will claim input credit.
Thus, VAT is collected at each stage of production and distribution process, and in
principle, its entire burden falls on the final consumer, who does not get any tax credit.
Thus VAT is a broad-based tax covering the value added to each commodity by parties
during the various stages of production and distribution.
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(d) It is said that VAT is a logical beauty. Under VAT, credit of duty paid is allowed against
the liability on the final product manufactured or sold. Therefore, unless proper records
are kept in respect of various inputs, it is not possible to claim credit. Hence, suppression
of purchases or production will be difficult because it will lead to loss of revenue. A
perfect system of VAT will be a perfect chain where tax evasion is difficult.
Further, the greatest advantage of the system is that it does not interfere in the choice of
decision for purchases.  This is because the system has anti-cascading effect.  How
much value is added and at what stage it is added in the system of
production/distribution is of no consequence. The system is neutral with regard to choice
of production technique, as well as business organisation. All other things remaining the
same, the issue of tax liability does not vary the decision about the source of purchase.
VAT facilitates precise identification and rebate of the tax on purchases and thus ensures
that there is no cascading effect of tax. In short, the allocation of resources is left to be
decided by the free play of market forces and competition.

(e) Under the VAT system, trust has been reposed on tax payers, as there will be no regular
assessment of all VAT returns, but only a few VAT returns will be taken up for scrutiny
assessment.  In other cases, the return filed by the trader will be accepted.  It will not be
also seen whether proper records have been maintained by the trader.
As a consequence, a check on compliance becomes essential.  Chartered Accountants
can ensure tax compliance by:-
(i) helping the client in systematic record keeping;
(ii) helping the client in interpretation of the provisions of VAT law, and
(iii) performing audit of VAT accounts.
(iv) reporting the under-assessment, if any, made by the dealer requiring additional

payment or
(v) reporting any excess payment of tax warranting refund to the tax payers.

(f) Under the subtraction method, the tax is charged only on the value added at each stage
of the sale of the goods.  Since, the total value of goods sold is not taken into account,
the question of grant of claim for set-off or tax credit does not arise.
This method is normally applied where the tax is not charged separately.  Under this
method for imposing tax, ‘value added’ is simply taken as the difference between sales
and purchases.

(g) One of the demerits of VAT is that it increases the working capital requirements and the
interest burden. The tax is imposed or paid at various stages and not on last stage only.
It increases the requirement of working capital and also the interest element as
compared to single stage-last point taxation system.

Question 3
Compute the invoice value to be charged and amount of tax payable under VAT by a
dealer who had purchased goods for Rs. 1,20,000 and after adding for expenses of Rs.
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10,000 and of profit Rs. 15,000 had sold out the same.
The rate of VAT on purchases and sales is 12.5%. (3 Marks) (Nov, 2007)

Answer
Computation of invoice value:-
Particulars Rs. Rs.
Cost of goods purchased 1,20,000
Add: Expenses 10,000
Profit margin 15,000     25,000
Product Sale Value 1,45,000
Add: VAT @ 12.5%   18,125
Invoice Value 1,63,125
Computation of amount of tax payable under VAT
VAT charged on sales 18,125
Less: Input credit of VAT paid on purchases @ 12.5% on
1,20,000

15,000

Tax Payable under VAT 3,125

Note: It has been assumed that the purchase price of Rs. 1,20,000 is exclusive of VAT.
Question 4
Compute the VAT amount payable by Mr. A who purchases goods from a manufacturer on
payment of Rs. 2,25,000 (including VAT) and earns 10% profit on sale to retailers.  VAT
rate on purchase and sale is 12.5%. (3 Marks) (June, 2009)

Answer
Computation of VAT payable by Mr. A:-

Amount (Rs.)
Payment made to manufacturer 2,25,000
Less: VAT paid (2,25,000 x 12.5)/112.5    25,000
         Purchase price 2,00,000
Add: Profit margin (10% of Cost Price)    20,000
        Sale price before VAT  2,20,000
Add: VAT @ 12.5% on Rs. 2,20,000    27,500
        Invoice value after 10% profit margin 2,47,500
        VAT charged in invoice    27,500
Less: VAT input credit (2,25,000 x 12.5)/112.5    25,000
         VAT payable by Mr. A      2,500
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Note: Profit has been computed as 10% of the cost price of the goods.
Question 5
Mr. Goenka is a trader selling raw materials to a manufacturer of finished products.  He
imports his stock in trade as well as purchases the same from the local markets.
Following transaction took place during financial year 2008-09:-
Calculate the VAT and invoice value charged by him to a manufacturer. Assume the rate
of VAT @ 12.50%:

Rs.
(1) Cost of imported materials (from other State) excluding tax 1,00,000
(2) Cost of local materials including VAT 2,25,000
(3) Other expenditure including storage, transport, interest and loading

and unloading and profit earned by him
87,500

(5 Marks) (Nov, 2009)

The facts of the question may be taken to be that of the financial year 2009 -10

Answer
Sales Price of goods:-

Particulars Rs.
Imported material cost 1,00,000

[Since, this is not a VAT levied inside the State, it will form part of cost of
input]

   12,500

Add: Cost of local materials                                                   2,25,000
Less: VAT @12.5%    25,000
[Since, credit of Rs. 25,000 would be available, it will not be included in cost
of input]

2,00,000

Add: Other expenses and profit    87,500
Sales Price of goods 4,00,000
Add: VAT on the above @12.5%    50,000
Invoice value charged by Mr. Goenka to the manufacturer 4,50,000

VAT charged by Mr. Goenka is Rs. 50,000.


