
PAPER – 7 : DIRECT TAXES 
Answer all questions. 

Question 1  

The trading and profit and loss account of Pingu Trading Pvt. Ltd. having business of 
agricultural produce, consumer items and other products for the year ended 31.03.2010 is as 
under:    (Amount in Rupees) 

Trading Account 

Opening Stock 3,75,000.00 Sales  1,55,50,000.00 
Purchases  1,25,75,000.00 Closing Stock 4,50,000.00 
Freight & Cartage 1,26,000.00   
Gross profit   29,24,000.00          
 1,60,00,000.00  1,60,00,000.00 

Profit and Loss Account 

Bonus to staff 47,500.00 Gross profit  29,24,000.00 
Rent of premises 53,500.00 Income-tax refund 20,000.00 
Advertisement 5,000.00 Warehousing charges  15,00,000.00 
Bad Debts 75,000.00   
Interest on loans 1,63,500.00   
Depreciation 75,500.00   
Sales-tax demand paid 1,08,350.00   
Miscellaneous expenses 5,25,650.00   
Net profit of the year 33,90,000.00   
 44,44,000.00  44,44,000.00 

On scrutiny of records, the following further information and details were extracted / gathered: 

(i)  There was a survey under section 133A on the business premises on 31.3.2010 in which 
it was revealed that the value of closing stocks of 31.3.2009 was Rs.8,75,000 and a sale 
of Rs.75,000 made on 13.3.2010 was not recorded in the books. The value of closing 
stocks after considering these facts and on the basis of inventory prepared by the 
department as on 31.3.2010 worked out at Rs.12,50,000, which was accepted to be 
correct and not disputed. 
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(ii)    Income-tax refund includes amount of Rs.4,570 of interest allowed thereon. 

(iii)  Bonus to Staff includes an amount of Rs.7,500 paid in the month of December 2009, 
which was provided in the books on 31.03.2009. 

(iv)  Rent of premises includes an amount of Rs.5,500 incurred on repairs. The assessee was 
under no obligation to incur such expenses as per rent agreement. 

(v)  Advertisement expenses include an amount of Rs.2,500 paid for advertisement published 
in the souvenir issued by a political party. 

(vi)   Miscellaneous expenses include: 

 (a)  amount of Rs.15,000 paid towards penalty for non-fulfillment of delivery conditions 
of a contract of sale for the reasons beyond control, 

(b) amount of Rs.1,00,000 spent on a notified scheme meant for the uplift of the 
residents of Mid Himalayan Region,  

(c) amount of Rs.1,00,000 paid to the wife of a director, who is working as junior lawyer 
for taking an opinion on a disputed matter. The senior advocate of Supreme Court 
had charged only Rs.25,000 for the same opinion,  

(d) amount of Rs.1,00,000 paid to an Electoral Trust. 

(vii) Sales-tax demand paid includes an amount of Rs.5,300 charged as penalty for delayed 
filing of returns and Rs.12,750 towards interest for delay in deposit of tax.  

(viii) The company had made an investment of Rs.25 lacs on the construction of a warehouse 
in rural area for the purpose of storage of agricultural produce. This was made available 
for use from 15.09.2009 and the income from this activity is credited in the Profit and 
Loss account under the head “Warehousing charges”. 

(ix) Depreciation under the Income-tax Act works out at Rs.65,000. 

(x) Interest on loans include an amount of Rs.20,000 on which tax not deducted was not 
deducted. 

Compute the income chargeable to tax for assessment year 2010-2011 of Pingu Trading Pvt. 
Ltd. Support your answer with working notes.  (18 Marks)                                                                                                       
Answer 
Computation of Income of Pingu Trading Pvt. Ltd. chargeable to tax for the A.Y.2010-11 

  Particulars Rs. 
Net Profit as per profit and loss account 33,90,000 
Add: Difference in the value of stocks detected on survey under section 

133A on 31.03.2010 chargeable as income (See Note 1) 
 

_3,75,000 
  37,65,000 
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Less: Income tax refund credited in the Profit and Loss Account, out of 
which interest is to be considered separately under the head 
“Income from other sources 

 
___20,000 

  37,45,000 
Add: Expenses either not allowable or to be considered separately but 

charged in the Profit & Loss Account 
 

 Repair expenses on rented premises where assessee is under no 
obligation to incur such expenses are not allowable as per section 
30(a)(i) 

 
5,500 

 Advertisement in the souvenir of political party not allowable as per 
section 37(2B) (See Note 3) 

2,500 

 Payment made to the wife of a director examined as per section 
40A(2) and the excess payment made to be disallowed (See Note 6)  

 
75,000 

 Payment made to electoral trust (See Note 7) 1,00,000 
 Penalty levied by the sales tax department for delayed filing of 

returns not allowable as being paid for infraction of law (See Note 8) 
5,300 

 Depreciation as per books 75,500 
 Interest paid on loan without deduction of tax at source not allowable 

as per section 40(a)(ia)  
20,000 

  40,28,800 
Less: Depreciation allowable as per Income-tax Act, 1961 65,000 
  39,63,800 
Less:  Income from specified business (warehousing charges) credited to 

profit and loss account, to be considered separately  (See Note 9) 
15,00,000 

 Income from business (other than specified business) 24,63,800 
   
   
 Computation of income/loss from specified 

business  
(See Note 9)         

Rs.  

 Income from specified business 15,00,000  
 Less: Deduction under section 35AD 25,00,000  
 Loss from specified business to be carried 

forward as per section 73A 
(10,00,000)  
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Income from Other Sources  
 Interest on income-tax refund  4,570 
 Gross Total Income 24,68,370 
Less: Deduction under section 80GGB  

Contribution to political party (See Note 3)               Rs.       2,500 
Contribution to an Electoral trust (See Note 7)         Rs.  1,00,000 

 
 

1,02,500 
 Total Income 23,65,870 

Notes : 
(1)  The business premises were surveyed and differences in the figures of opening and 

closing stocks and sales were found which have not been disputed and accepted by the 
assessee. Therefore, the trading account for the year is to be re-casted to arrive at the 
correct amount of the gross profit/ net profit for the purpose of return of income to be filed 
for the previous year ended on 31.3.2010. 

RECASTED TRADING ACCOUNT 

 Rs.  Rs. 
Opening Stock   8,75,000 Sales  

(1,55,50,000 + 75,000) 
1,56,25,000 

Purchases  1,25,75,000 Closing Stock 12,50,000 

Freight  and Cartage  1,26,000   
Gross Profit 32,99,000   
 1,68,75,000  1,68,75,000 
    

The difference of gross profit of Rs.32,99,000 - 29,24,000 = Rs.3,75,000 is to be added 
as income of the business for the year.  

(2) Bonus for the previous year 2008-09 paid after the due date for filing return for that year 
would have been disallowed under section 43B for the P.Y.2008-09.  However, when the 
same has been paid in December 2009, it should be allowed as deduction in the 
P.Y.2009-10 (A.Y.2010-11).  Since it is already included in the figure of bonus to staff  
debited to profit and loss account of this year, no further adjustment is required.   

(3) The amount of Rs.2,500 paid for advertisement in the souvenir issued by a political party 
attracts disallowance under section 37(2B).  However, such expenditure falls within the 
meaning assigned to “contribute” under section 293A of the Companies Act, 1956, and is 
hence eligible for deduction under section 80GGB. 

(4)  The penalty of Rs.15,000 paid for non-fulfillment of delivery conditions of a contract for 
reasons beyond control is not for the breach of law but was paid for breach of contractual 
obligations and therefore, is an allowable expense. 
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(5)  Expenses of Rs.1,00,000 incurred on the notified scheme for the uplift of the residents of 
the Mid Himalyan Region is eligible for deduction under section 35AC. 

(6) It has been assumed that Rs.25,000 is the reasonable payment for the wife of Director, 
working as a junior lawyer, and therefore, the balance Rs.75,000 has been disallowed. 
Note - The basis for this reasoning is the fee of Rs.25,000 charged by a senior advocate 
of Supreme Court.  However, it is also possible to take a view that the payment of 
Rs.25,000 to a junior lawyer is excessive, since the amount of Rs.25,000 represents the 
fee charged by a senior advocate of the Supreme Court.   

(7) Payment to an electoral trust qualifies for deduction under section 80GGB.  However, 
since the amount has been debited to profit and loss account, the same has to be added 
back for computing business income. 

(8)  The interest of Rs.12,750 paid on the delayed deposit of sales tax is  for breach of 
contract and hence, is allowable as deduction.  However, penalty of Rs.5,300 for delay in 
filing of returns is not allowable since it is for breach of law. 

(9) Deduction under section 35AD is allowed in respect of capital expenditure incurred for 
setting up and operating warehousing facilities for storing agricultural produce. It is 
presumed that Rs.25 lakh does not include expenditure on acquisition of any land. 

 The loss from specified business under section 35AD (warehousing) should be 
segregated from the income from other businesses, since, as per section 73A(1), any 
loss computed in respect of any specified business referred to in section 35AD shall not 
be set off except against profits and gains, if any, of any other specified business.   

 In view of the provisions of section 73A(1), the loss of Rs.10 lakh from the specified business 
cannot be set-off against income from other businesses.  Such loss has to be carried forward 
to be set-off against profit from specified business in the next assessment year.   

Question 2 
(a) The Assessing Officer has served a notice proposing to levy penalty under section 

271(1)(c) of the Income-tax Act, 1961, as the variation of income assessed to income 
returned and also the tax effect was more than thirty percent.  The addition arose 
consequent to the disallowance of claim of assessee relating to certain exemption. The 
assessee wants to reply to the effect that there was no mens rea or conscious act of 
concealment on his part and that the claim made was bonafide, the levy of penalty under 
section 271(1)(c) is not valid. You are requested to help the assessee in this regard in 
drafting a suitable reply.                     (4 Marks) 

(b) Premises of Ganesh was subjected to a search under section 132 of the Act. The search 
was authorized and the warrant was signed by the Joint Commissioner of Income-tax 
having jurisdiction over the assessee. The assessee challenged the validity of search, 
since section 132(1) does not empower Joint Commissioner to authorise a search under 
the Act. Decide the correctness of the contention raised by the assessee.          (4 Marks) 

(c) LL Limited paid leave travel facility to its employees and considered exemption under 
section 10(5), based on the self-declaration furnished by the employees. The Assessing 
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Officer held that the company as employer ought to have verified the genuineness of the 
claim of exemption by verifying the details of actual expenditure incurred for availing 
leave travel facility by the employees. Accordingly, the Assessing Officer treated the 
assessee company as assessee in default. Decide the correctness of action.     (4 Marks) 

Answer 
(a) The Supreme Court, in the case of Union of India v. Dharmendra Textile Processors 

(2007) 295 ITR 244, observed that the object behind the enactment of section 271(1)(c) 
read with the Explanations is to provide a remedy for loss of revenue.  The penalty under 
that provision is a civil liability. The Supreme Court held that in cases related to 
imposition of penalty under section 271(1)(c), willful concealment is not an essential 
ingredient for attracting civil liability as is the case in the matter of prosecution under 
section 276C. 

 Therefore, while considering an appeal against an order made under section 271(1)(c), 
what is required to be examined is the record which the officer imposing penalty had 
before him and if that record can sustain the finding that there has been concealment, 
that would be sufficient to sustain the penalty.  Hence, there is no need for the revenue 
to prove that concealment was done by the assessee ‘wilfully’ in order to impose penalty 
under section 271(1)(c). 

 Hence, it will not help the assessee to raise defence on the lines that there was no mens rea. 
 However, every addition to the income returned does not warrant levy of concealment 

penalty under section 271(1)(c). The addition should be consequent to an act of 
concealment or withholding a fact or furnishing of inaccurate particulars of income.  
Where the assessee has furnished all particulars and has claimed an exemption on an 
honest belief that he is entitled to the same, merely because the exemption is not 
allowable does not warrant levy of penalty under section 271(1)(c). This has been held 
so, in a number of decisions. In CIT v. Reliance Petro Products (P) Ltd. (2010) 322 ITR 
158 (SC), it was held that merely making an incorrect claim which is not sustainable in 
law, by itself, cannot tantamount to furnishing inaccurate particulars regarding the income 
of the assessee.  In CIT v. Amar Nath (2008) 173 Taxman 395 (P & H), the High Court 
held that a bona fide claim for exemption cannot be subject to concealment penalty under 
section 271(1)(c). 

 The reply should be prepared on the above lines. 
(b) Under section 132(1), the income-tax authorities listed therein are empowered to 

authorise other income-tax authorities to conduct search and seizure operations.  The 
authorities empowered to issue authorization include such Joint Director or Joint 
Commissioner as are empowered by the CBDT to do so.  An amendment has been made 
in section 132(1), with retrospective effect from 1.10.1998, to clarify that Joint 
Commissioners and Joint Directors always had the power to issue warrant of 
authorization, whether or not specifically empowered by the CBDT to do so. 

 In view of the above, the contention raised by the assessee would not be tenable in law, 
if the warrant of authorization is issued on or before 30th September, 2009 by the Joint 
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Commissioner, even though he may not have been specifically empowered by the CBDT to do so. 
 However, with effect from 1.10.2009, a Joint Director or Joint Commissioner can issue 

warrant of authorization only if he has been specifically empowered to do so by the 
CBDT.  Therefore, if the warrant of authorization is issued on or after 1.10.2009,  and the 
Joint Commissioner has not been specifically empowered by the CBDT to do so, the 
contention of the assessee would hold good.  

(c) Section 192 casts liability on the employer to deduct tax at source from the salary paid to 
its employees.  

 In this case, the employer has paid leave travel concession / facility to its employees and 
the concession / facility is eligible for exemption subject to the conditions laid down in 
section 10(5) read with Rule 2B of the Income-tax Rules, 1962. 

 The Apex Court, in CIT v. Larsen & Toubro Ltd (2009) 313 ITR 1, held that the employer 
is not under any statutory obligation under the Income-Act, 1961, or Income-tax Rules, 
1962, to collect evidence to show that the employee had actually utilized the amount 
towards leave travel concession.  There is no such circular of the CBDT requiring the 
employer to collect and examine the evidence supporting the declaration submitted by 
the employees for the purpose of tax deduction under section 192. 

 Thus, the action of the Assessing Officer is not tenable in law. 
Question 3 
(a) Vikram, aged 70 years, resident in India, received dividend of Rs.2,00,000 from shares 

held in a company situated in Malaysia. The other incomes of the assessee in India was 
Rs. 12,00,000. The company in Malaysia deducted tax at source and no further tax is 
payable in respect of the dividend income in Malaysia. The Assessing Officer wants to 
tax the dividend income of Vikram in India since he is a resident in India. Decide the 
issue.            (3 Marks) 

 (b)   The proceedings before the Income-tax Authorities either can be attended by the 
assessee in person or through an authorized representative. Who can be treated as an 
authorized representative of the assessee?            (4 Marks) 

 (c) A Company Ltd. issued 11% Debentures and raised Rs.600 lakhs. The debentures are 
redeemable after 6 years at a premium 110%. The company wants to provide Rs.10 
lakhs for meeting the premium on redemption of debentures and claimed the same as 
revenue expenditure. Is it a permissible deduction?                  (3 Marks) 

 (d)  Balaram & Co., engaged in real estate business, acquired an old building for Rs.75 lakhs 
from Mr. X. The firm demolished the building and sold scrap materials for Rs.5 lakhs. The 
purchase consideration could not be paid immediately and therefore, it settled to pay in 
installments to Mr. X with interest @6% and the amount of interest was Rs. 4,50,000. 
The Assessing Officer treated the income from sale of scrap materials as business 
income, but whereas the claim of interest on delayed payment of purchase consideration 
claimed as revenue expenditure was disallowed. Decide the correctness of the action of 
assessee vis-a-vis the Assessing Officer.                  (4 Marks) 
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Answer 
(a) Since Mr.Vikram is a resident in India, his global income would be taxable.  Under the 

provisions of the Income-tax Act, 1961, dividend income earned by him from a foreign 
company would be taxable under the head “Income from other sources”. 

 Section 90(1) deals with double taxation relief where agreement with foreign countries or 
specified territories are entered into by the Central Government. As per section 90(2), 
where the Central Government has entered into an agreement with the Government of 
any country outside India or specified territory outside India for granting relief of tax or 
avoidance of double taxation, the provisions of the Income-tax Act, 1961, shall apply to 
the extent they are more beneficial to the assessee.   

 Therefore, if the Double Taxation Avoidance Agreement (DTAA) between India and 
Malaysia provides for exemption from income-tax in India, of dividend income from a 
Malaysian company which is subject to tax deduction at source in Malaysia, then, the 
provisions of the DTAA would prevail over the Act, since they are more beneficial to the 
assessee. In such a case, the dividend income of Mr.Vikram would not be taxable in 
India, even though he is resident in India. 

(b)  As per section 288, the proceedings before the income-tax authorities can be attended 
by an assessee in person or through an authorised representative, i.e., a person 
authorized by the assessee in writing to appear on his behalf, being -  
(i) a person who is a relative or a regular employee of the assessee; or 
(ii) any officer of a Scheduled Bank in which the assessee maintains a current account 

or has other regular dealings; or 
(iii) a legal practitioner who is entitled to practise in any civil court in India; or 
(iv) a chartered accountant within the meaning of the Chartered Accountants Act, 1949; or 
(v) any person who has passed any accountancy examination recognized in this behalf 

by the CBDT; or 
(vi) any person who has acquired such educational qualifications as prescribed by the 

CBDT; or 
(vii) any person who was actually practising as an income-tax practitioner, immediately 

before commencement of the Income-tax Act, 1961. 
(c) The issue under consideration in this case is whether premium on redemption of 

debentures can be claimed on pro-rata basis over the life of the debentures. 
 In Universal Cables Ltd. v. CIT (2000) 243 ITR 371, the Calcutta High Court held that 

premium payable on redemption of convertible secured debentures issued during the 
year has to be spread over the period of debentures.  

 In CIT v. S.M. Holding and Finance (P) Ltd. (2003) 264 ITR 370, the Bombay High Court 
held that where zero-interest convertible debentures redeemable after ten years are 
issued at a premium, such premium has to be spread over the life of the debentures.   

 The Apex Court, in Madras Industrial Investment Corporation Ltd  v. CIT (1997) 225 ITR 
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802, has held that the discount on issue of debentures has to be spread proportionately 
over the life of the debentures. Applying the same analogy, the amount payable by way 
of premium on redemption of debentures when set apart, is eligible for deduction, since 
the liability is ascertained and definite. 

 Therefore, in view of the above decisions, the company can claim deduction of Rs.10 
lakhs as revenue expenditure during the year, since it represents pro-rata amount (i.e., 
one-sixth) of the premium of Rs.60 lakhs (being 10% of Rs.600 lakhs). 

 Note – The premium on redemption of debentures should be read as 10% instead of 110%. 
(d) In this case, the assessee is engaged in real estate business in which acquisition and 

sale of immovable properties are regular in nature. When sale of scrap materials on 
demolition of building is assessed as business income, then, the payment of interest 
towards purchase price of stock-in-trade (building, in this case) is also to be treated as 
revenue in nature. 

 The Apex Court, in Kerala Roadlines v. CIT (2008) 299 ITR 343 (SC), held that when the 
amount realised on sale of scrap material of the structures standing on the lands is 
treated as business income, the interest on delayed payment of purchase price can be 
claimed as revenue expenditure. 

 Therefore, the treatment given by the Assessing Officer disallowing interest on delayed 
payment of purchase consideration is incorrect and the assessee is justified in claiming 
the interest on delayed payment of purchase consideration as revenue expenditure. 

Question 4 
(a) Discuss whether adjustment is required in the context of transfer pricing provisions where 

the transfer price adopted for an international transaction concluded on 1st November, 
2009 is Rs.50 lacs whilst the Arm's Length Price determined using appropriate method 
are Rs.48 lacs and Rs.56 lacs.                                 (4 Marks) 

(b) Gurudev Engineers Pvt. Ltd. is running an industrial undertaking whose profits are 
eligible for deduction under section 80-IA of the Income-tax Act, 1961. During the year 
ended 31.03.2010, the undertaking was engaged in eligible business referred to in 
section 80-IA(4), which however, consisted solely of executing works contract awarded 
by the State Government.  Is the assessee eligible to claim deduction under section 80-
IA(4) in respect of profits derived from this undertaking?  (4 Marks) 

(c) On 15.11.2009, Ram gave power of attorney and possession to Rahim in respect of a 
vacant land (held as stock-in-trade) acquired 10 years ago. The sale deed was executed 
in April, 2010. In which assessment year, the capital gain is chargeable to tax?  (4 Marks) 

Answer 
(a) Section 92C(2) has been amended by the Finance (No.2) Act, 2009 with effect from 1st 

October, 2009 to provide that where more than one price is determined by the most 
appropriate method, the arm's length price (ALP) shall be taken to be the arithmetical 
mean of such prices. 
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 However, if the arithmetical mean, so determined, is within five per cent of the transfer 
price, then the transfer price shall be deemed to be the arm's length price and no 
adjustment is required to be made. 

 In this case, since the international transaction was concluded on 1st November, 2009, 
the amended provisions would be applicable. 

 The arithmetical mean of the prices  = (48 + 56) / 2 = Rs.52 lacs. 
 Variation upto 5% to transfer price of 50 lacs is permitted (i.e., Rs.50 lacs + Rs.2.5 lacs 

i.e. 52.5 lacs). 
 Therefore, since the arithmetical mean of Rs.52 lacs is within 5% of transfer price (i.e., 

within Rs.52.5 lacs), no adjustment is required to be made and the transfer price of Rs.50 
lacs shall be deemed to be the arm’s length price. 

(b)  Section 80-IA(1) provides a ten year tax holiday in respect of profits and gains derived by 
an undertaking or an enterprise from an eligible business i.e., business referred to in 
sub-section (4). 

 The Explanation to the said section has been substituted by the Finance (No.2) Act, 2009 
to clarify that the tax holiday under section 80-IA would not be available in relation to a 
business referred to in sub-section (4) which is in the nature of a works contract awarded 
by any person (including the Central or State Government) and executed by the 
undertaking or enterprise referred to in section 80-IA(1). 

 Therefore, the assessee cannot claim deduction under section 80-IA(4) in respect of the 
profits derived from this undertaking for the assessment year 2010-11, since, during the 
year ended 31.3.2010, the undertaking was solely engaged in executing works contract 
awarded by the State Government. 

(c) Section 50C has been amended by the Finance (No.2) Act, 2009 to provide that 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 value adopted or assessed or assessable by an 
authority of a State Government for the purpose of payment of stamp duty in respect of 
such transfer, the value so adopted or assessed or assessable shall be deemed to be 
the full value of the consideration received or accruing as a result of such transfer for 
computing capital gain.  

 Explanation 2 has been inserted after section 50C(2) to define the term ‘assessable’ to mean 
the price which the stamp valuation authority would have, notwithstanding anything to the 
contrary contained in any other law for the time being in force, adopted or assessed, if it were 
referred to such authority for the purposes of the payment of stamp duty. 

 The term “assessable” has been added to bring transfers executed through power of 
attorney within the scope of section 50C.  

 Thus, when the power of attorney is executed by Ram and possession is given in favour 
of Rahim, the transaction is chargeable to capital gains.  The capital gains is, therefore, 
chargeable to tax in the A.Y.2010-11.   

 Note – The words “held as stock-in-trade” given in brackets in the question may be ignored. 
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Question 5 
(a)  In July 2009, Mr. Pervez employed as Marketing Manager in a Pharma company, 

received a Maruti car as gift from a distributor of the company. The value of the gifted car 
is estimated at Rs. 2,60,000. Is the value of car taxable as income? If so, under what 
head it is taxable?  

 If the gift of car was received in December, 2009, what is the tax implication? (4 Marks) 
(b) ABC(P) Ltd. made a provision of Rs.30 lakhs for doubtful debts by debit to profit and loss 

account. The Assessing Officer, while computing book profit under section 115JB, wants 
to add back the provision. Is the Assessing Officer justified in making such addition for 
computing book profit?                                                         (4 Marks) 

(c) During the year ended 31.3.2010, Geojit Marine Products Ltd. has made payment in cash 
to the tune of Rs. 60,000 on a single day to local fishermen, who regularly supply to them 
lobsters and crabs. Will such cash payments be hit by the provisions of section 40A(3) of 
the Income-tax Act, 1961?  Will your answer be different, if such cash payments are 
made to a hawker who supplies lobsters and crabs?                                           (4 Marks) 

Answer 
(a) Mr. Pervez, an employee of a Pharma company, has received a car as a gift from a 

distributor of the company. Since there is no employer-employee relationship in this case 
between the distributor and Mr. Pervez, the value of gift is not a perquisite chargeable to 
tax under the head “Salaries”.  

 Clause (vii) has been inserted in section 56(2), with effect from 1st October, 2009, to bring 
within its scope the value of any property received without consideration. For this purpose, 
“property” means immovable property being land or building or both, shares and securities, 
jewellery, archaeological collections, drawings, paintings, sculptures or any work of art.   

  Therefore, for the purpose of attracting the provisions of section 56(2)(vii) for 
chargeability under the head “Income from Other Sources”, both the following conditions 
should be satisfied – 
(1) The property should be received without consideration on or after 1.10.2009; and 
(2) It should fall within the meaning of “property” defined therein. 

 It may be noted that car is not included in the definition of property under section 
56(2)(vii).  Therefore, the provisions of section 56(2)(vii) would not apply even if the car 
is gifted in December, 2009, since the condition no.(2) above is not satisfied.   

(b) The Supreme Court has, in CIT v. HCL Comnet Systems & Services Ltd. (2008) 305 ITR 
409, observed that provision for bad and doubtful debts cannot be added back to net 
profit for determining book profit since it does not represent provision for unascertained 
liability. Such a provision is made to cover up probable diminution in the value of the 
assets i.e. a debt which is an amount receivable by the assessee. Since debtors 
represent amount receivable by the assessee, any provision for its irrecoverability cannot 
be said to be a provision for an unascertained liability, and therefore cannot be added 
back for determining book profit. 
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 In order to overcome this ruling of the Supreme Court and to reflect the correct legal intention, 
Explanation 1 after section 115JB(2)  has been amended to provide that the net profit should 
also be increased by the amount set aside as provision for diminution in the value of any 
asset, if the same has been debited to profit and loss account, for computing the book profit. 

 Therefore, the Assessing Officer is justified in adding back the provision of Rs.30 lakh for 
doubtful debts while computing book profit. 

(c) Under section 40A(3), disallowance is attracted in the computation of income in a case 
where a payment or aggregate of payments exceeding Rs.20,000 is made to a person in 
a day, otherwise than by an account payee cheque drawn on a bank or an account payee 
bank draft.  

 However, payment made otherwise than by an account payee cheque drawn on a bank 
or by an account payee bank draft exceeding Rs.20,000 does not attract the aforesaid 
disallowance in certain circumstances as prescribed under Rule 6DD of the Income-tax 
Rules, 1962. Such exceptions, inter-alia, refer to payment made to the producer for the 
purchase of fish or fish products under sub-clause (iii) of clause (e) of Rule 6DD. 

 With regard to this sub-clause, the CBDT has, vide Circular 10/2008 dated 5.12.2008,  
issued the following clarifications – 
(i) The expression ‘fish or fish products’ would include ‘other marine products such as 

crab, lobster etc.’. 
(ii) The ‘producers’ of fish or fish products would include, besides the fishermen, any 

headman of fishermen, who sorts the catch of fish brought by fishermen from the 
sea, at the sea shore itself and then sells the fish or fish products to traders, 
exporters etc.  

 In view of the above circular, cash payment of Rs.60,000 made to local fishermen for 
supply of lobsters and crabs, would not be hit by the provisions of section 40A(3). 

 However, the above exception will not be available in respect of payment for the purchase of 
fish or fish products from a person who is not proved to be a 'producer' of these goods and is 
only a trader, broker or any other middleman, by whatever name called. 

 Therefore, the disallowance under section 40A(3) would be attracted if such cash 
payment of Rs.60,000 on a single day is made to a hawker who supplies lobsters and 
crabs. 

Question 6 
(a) Examine critically in the context of provisions of the Act “can the Assessing Officer issue 

notice under section 148 to reopen the same assessment order on the same grounds for  
which the CIT had issued notice under section  263 of the Act”?       (4 Marks) 

(b) The land of Ganesh was acquired by NHAI in the year 2006 and since then the litigation 
was going on for enhancement of compensation. The issue was resolved on 11.09.09 
and the court ordered finally to make payment to Ganesh of the enhanced compensation 
and the following amounts for interest on such enhanced compensation: 
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Financial Year Amount (Rs.) 
2006-2007 1,15,000 
2007-2008 2,25,500 
2008-2009 3,75,000 
2009-2010 2,14,500 

 Explain the provisions of the Act and also work out the amount of interest and the 
assessment year in which the same shall be taxed.                (6 Marks) 

Answer 
(a) The Assessing Officer cannot issue notice under section 148 to reopen the same 

assessment order on the same grounds for which the Commissioner had issued notice 
under section 263 of the Income-tax Act, 1961, since the second proviso inserted in 
section 147 with effect from 1.4.2008 specifically provides that the Assessing Officer may 
assess or reassess an income which is chargeable to tax and has escaped assessment, 
other than the income involving matters which are the subject matter of any appeal, 
reference or revision.  Therefore, if the income relates to a matter which is the subject 
matter of revision under section 263, then the Assessing Officer cannot issue notice 
under section 148 to reopen the assessment order. 

(b) Clause (b) has been inserted in section 145A to provide that the interest received by an 
assessee on compensation or on enhanced compensation shall be deemed to be the 
income for the year in which it is received, irrespective of the method of accounting 
followed by the assessee. 

 Clause (viii) inserted in section 56(2) provides that income by way of interest received on 
compensation or on enhanced compensation referred to in clause (b) of section 145A 
shall be assessed as “Income from other sources” in the year in which it is received. 

 Clause (iv) inserted in section 57 allows a deduction of 50% of such income. It is further 
clarified  that no other deduction would be allowable under any other clause of section 57 
in respect of such income. 

 Therefore, the entire interest income of Rs.9,30,000  received by Ganesh for the different 
years would be taxable under the head “Income from other sources” in the year of receipt  
i.e., P.Y.2009-10 (A.Y. 2010-11) :- 

Particulars Rs. 
Interest on enhanced compensation taxable under section 56(2)(viii)  9,30,000 
Less:   Deduction under section 57(iv) @ 50% 4,65,000 
Interest chargeable under the head “Income from other sources”  4,65,000 

Question 7 
(a) Can reference be made to the Valuation Officer under section 55A of the Income-tax Act, 

1961 where the Assessing Officer is of the view that in the context of computation of 
capital gains, the value of the asset as on 1.4.1981 adopted by the assessee, is more 
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than the fair market value? If reference under section 55A is not permissible, is the 
Assessing Officer bound to accept the value as returned by the assessee?        (4 Marks) 

(b) Can the provisions of section 14A of the Income-tax Act, 1961 be applied for disallowing 
expenditure relating to income for which deduction is available under Chapter VIA, or the 
section can be invoked only in respect of expenditure relating to income exempt under 
the provisions of section 10?                                          (4 Marks) 

(c) Bharathi Cements Ltd., the assessee, purchases jute bags from Raj Kumar & Co. The 
latter has to supply the jute bags with the logo and address of the assessee, printed on it.  
From 01.09.2009 to 20.03.2010, the value of jute bags supplied is Rs.8,00,000, for which 
the invoice has been raised on 20.03.2010.  While effecting the payment for the same, is 
the assessee bound to deduct tax at source, assuming that the value of the printing 
component involved is Rs.60,000. You are informed that the assessee has not sold any 
material to Raj Kumar & Co. and that the latter has to manufacture the jute bags in its 
plant using raw materials purchased by it from outsiders.                          (4 Marks) 

Answer 
(a) As per section 55A, with a view to ascertaining the fair market value of a capital asset for 

the purposes of Chapter IV, the Assessing Officer may refer the valuation of the capital 
asset to a Valuation Officer - 
(a)  in a case where the value of the asset, as claimed by the assessee, is in 

accordance with the estimate made by a registered valuer, if the Assessing Officer 
is of opinion that the value so claimed is less than its fair market value; 

(b)  in any other case, if the Assessing Officer is of opinion, inter alia, that the fair 
market value of the asset exceeds the value of the asset as claimed by the 
assessee by more than such percentage of the value of the asset as so claimed or 
by more than such amount as may be prescribed in this behalf. 

 In the problem, it is stated that as per the Assessing Officer, the value of the concerned 
asset as on 1.4.1981 adopted by the assessee is more than the fair market value. In 
such a situation section 55A cannot be invoked. 

 This, however, does not mean that the Assessing Officer is bound to accept the value as 
returned by the assessee. He can make such enquiries as deemed fit, gather materials to 
show what is the correct value as on 1.4.1981 and after affording to the assessee, an 
opportunity of rebutting the evidence gathered, proceed to determine the fair market 
value as on 1.4.1981. 

(b) Chapter III, comprising sections 10 to 13B, deals with incomes which do not form part of total 
income.  As per section 14A(1), for the purposes of computing the total income under Chapter 
IV, no deduction shall be allowed in respect of expenditure incurred by the assessee in 
relation to income which does not form part of the total income under the Income-tax Act, 
1961.  Therefore, from a plain reading of section 14A, it is apparent that the intention of the 
section is to disallow expenditure in relation to income which does not form part of total 
income i.e., expenditure in relation to income exempt under section 10 to 13B.   
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 Therefore, the provisions of section 14A cannot be applied for disallowing expenditure 
relating to income for which deduction is available under Chapter VIA. 

(c) The definition of "work" under section 194C has been amended by the Finance (No.2) Act, 
2009 w.e.f. 1.10.2009 to resolve the issue as to whether outsourcing constitutes work or not.  

 Accordingly, as per the new definition, "work" shall not include manufacturing or 
supplying a product according to the requirement or specification of a customer by using 
raw material purchased from a person, other than such customer, as such a contract is a 
contract for 'sale'. 

 The problem clearly states that Raj Kumar & Co. have to manufacture the jute bags using 
raw materials purchased from outsiders and that the assessee has not sold any material 
to them.  Therefore, in this case, it is a contract for sale. Hence, the provisions of section 
194C would not be attracted. 

Question 8 
(a) Examine the correctness of the following statements as per provisions contained in the 

Wealth-tax Act, 1957: 
(i)  The building and land appurtenant thereto held on valuation date always do not 

form part of net wealth.                    (4 Marks) 
(ii) Every officer of the company shall be treated as principal officer in respect of 

proceedings under the Wealth-tax Act, 1957.          (2 Marks) 
 (b) Dee (P) Ltd. has a farm house situated at 30 kilometers from the local limits of Jaipur 

Municipal Corporation. It also has a guest house at a distance of 40 kilometers from the 
local limits of Bangalore Municipal Corporation. Decide whether farm house and guest 
house are chargeable to wealth-tax.                   (2 Marks) 

 (c) Mr. Parikh pledged his jewellery with a financier and borrowed Rs.50 lakhs. He acquired 
shares in limited companies out of the borrowed amount. 

 The value of assets as on 31.03.2010 is given below: 
1. Market value of jewellery pledged with the financier Rs. 80,00,000 
2. The market price of shares on the valuation date Rs. 28,00,000 

 The loan outstanding on the valuation date was Rs.48 lakhs. Compute the net wealth of 
Mr. Parikh as on 31.03.2010.   (2 Marks) 

Answer 
(a) (i) The statement is correct. 
  As per section 2(ea)(i), an asset includes any building or land appurtenant thereto 

(house), whether used for residential or commercial purposes or for the purpose of 
maintaining a guest house or otherwise and includes a farm house situated within 
twenty-five kilometers from the local limits of any municipality or a Cantonment 
Board, but does not include: 
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(a) A house meant exclusively for residential purposes and which is allotted by a 
company to an employee or an officer or a director who is in whole-time 
employment, having a gross annual salary of less than Rs.5 lacs. 

(b)  Any house for residential or commercial purposes which forms part of stock-in-trade. 
(c)  Any house which the assessee may occupy for the purpose of any business or 

profession carried on by him. 
(d) Any residential property that has been let out for a minimum period of 300 

days in the previous year. 
(e)  Any property in the nature of commercial establishments or complexes. 
Hence, the property mentioned in (a) to (e) above and a farm house, situated beyond 25 
kms from the local limits of a municipality or cantonment board, do not form part of net 
wealth.  All other land and building held on valuation date form part of net wealth. 

(ii)  The statement is not correct. 
As per section 2(o) of the Wealth-tax Act, 1957, “principal officer” used with 
reference to a company, means the secretary, manager, managing agent or 
managing director of the company, and includes any person connected with the 
management of the affairs of the company upon whom the Assessing Officer has 
served a notice of his intention of treating him as the principal officer thereof. 

 Therefore, a person connected with the management of the affairs of the company 
shall be treated as principal officer only if the Assessing Officer has served a notice 
of his intention of treating him as the principal officer thereof. 

(b) A farm house within 25 kilometers from the local limits of a municipal corporation is chargeable 
to wealth-tax.  In this case, the farm house is situated beyond 25 kilometers from the local limits 
of Jaipur Municipal Corporation and therefore, it is not chargeable to wealth-tax. 

 A guest house, regardless of the distance, is always chargeable to wealth-tax.  Hence, 
the guest house is liable to wealth-tax. 

(c)     Computation of net wealth of Mr. Parikh as on valuation date 31st March, 2010 
Particulars Rs. 

The market value of jewellery on the valuation date is chargeable to wealth-tax. 80,00,000 
Shares are not chargeable to wealth tax as the definition of asset in 
section 2(ea) does not include shares 

 
           Nil 

 80,00,000 
Less:  Debts  
The loan outstanding was taken for purchase of shares, which is not an 
asset under section 2(ea). Therefore, such loan is not eligible for 
deduction as per section 2(m)  

Nil 

Net wealth chargeable to tax 80,00,000 
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