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I'}IIT I

BASIC ffOWLEDGE OF TAXATIOil

Learnlag ObJectlvee: At the end of this unit , students will understand the followi

aspects of business taxation:

. Meaning of tax

. Need for iery of tax

. L€vy of income Tax

r Basic Concepts of Income tax law

1. 1 ltttroductloD r

A tax is a 1egal collection by the Government. The Government enjoys its power to

levy taxes from constitution of India. The powers of taxation of the Government both the

Central and the State Govemment are regulated through the constitution of India.. Article

265 ofour constitution reads as "No tax shall be levied or collected except by authority of

Law". Hence a tax is a legal collection. schedule VII of the constitution contains the

matters on which the central Government and the State Govemment can make laws.

Division ofresources between Centre and the State as enumerated in schedule VII under

list I, II & IIl are-

o Sehedule VII (List-1l: it contains the matters in re spect of which only the Centrai

Government has the power of legislation like the powers of lely of Taxes on Income

in the form of Income Tax , Taxes on services in the form of Service Tax,(Entry 92C

of union list) etc. Hence State Government has not power to lew taxes on matters

contained in the union list.

o Schedule VII {Ltst-IIf: It contains the matters in respect ol which only the State

Government has the power of legislation like the power of lery of state value added

tax, agricuitural Income tax etc.

. Schedule VII {Llst-Itlf: It contains the matters in respect of which both the Central

arrd the State Governments have the power of legislation.

Taxes form a major source of revenue for any Government' In Indial tax system
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both Direct and Indirect taxes are levied as a source of Putrlic Revenue to meet various

Public expenditures of tJ:e Govemment. The main sources of direct and indirect taxes in

India are Income tax, sales taxes, excise duty, custom duty and of late service tax.

For proper and smooth levy and collection of taxes, the Government of India lays

down rules governing the levy of taxes. The set of rules so laid down are referred to as an

'Act'. Hence, there are various acts written, each for a specific purpose, The Income tax

Act, 1961 is written as the law of Income tax levy in India, The Central sales tax Act 1956

has been written to 1ay down rules for fixing levy of tax on sale of goods and so on.

1.2 Meanhg of Tar :

A tax is a compulsory contribution to the Government for which no direct benelit

is generally offered to the tax layer. The bases for levy of taxes are Income, goods and

services. Therefore, a tax can be defined as a lery by the government on a product,

income or activity. When a tax is levied by the Government on income of a person, the tax

is called a direct tax, like income tax etc. but when a tax is levied by the government on

goods and services, it is called an Indirect tax like sales tax, service tax, excise duty,

custom duty etc.

1.3 lleed for lerSr of tax :
Public expenditures of the Government like expenditures on defence,

infrastructures, education, health, intemal security etc. are met primarily from revenues

derived from lerSl of taxes both direct and indirect. So Public Revenues like taxes are the

means for meeting Oovernmental expendit[res on various Public welfare activities.

1.4 Lcvyr of lncomc Ter:
Incorne tax is levied and collected by the central govemment. Incorne tax is a

direct ta:< levied on the total income of the previous year of every person at the rate/rates
prescribed by the Central Act (Income Tax Act) for the relevant Assessment Year.

This basis of charge is fixed by section 4 of t}re income tax Act 1961 .Under Incorne Tax

law the year in which Income is earned is known as ?revious Year' and the next year

in which such income is taxed is known as 'Assessment Year'. For example Income

earned in the previous year 2OO7-08 shall be taxed in the next year known as assessment

year 20O8-O9.

lncome tax Act csntains 298 sections distributed under XIV Scheduies. These

undergo changes every year as brought by the Finance Act passed by the Parliament.

Finance Bill ,2008 { as passed by the Pariiament } shall contain amendments made in

lncome tax Act,l962.Therefore there are amendments in Income Tax laws every year as

brought by the relevant Finance Act . Every year the Finance Minister of the Government

of India presents the Union Budget to the Parliament which contains detailed tax proposals,

Fiscal Folicies of the Govemment. ln order to implement the budget tax proposals, thg

Finance minister introduces the Finance biil in the Pariiament and when the Finance bill



is passed by the Parliament and gets the assent of the President of lndia, it becomes the

Finance Act.

The department of Income tax functions under the direct control and super vision

of the Central Board of Direct Taxes (CBDT) under the Ministry of Finance of the

Government of India. The CBDT is empoweredto make rules for carrying out the purposes

of the act. The rules framed by CBDT from time to time for administration of the Income

Tax law are collectively called the Income Tax rules. Thus, Income Tax rules are necessary

to be studied aiong with the Income Tax Act for proper determination of Income tax

liability of a person.

Apart from Income tax 1961 act and Income tax rules, 1962, circulars and

notification are issued from time to time by CBDT for guidance of the Income tax oflicers

and/or the tax payer. The Income tax department is bound by the circulars and has to

follow and implement the circulars/notilications issued by CBDT. But these circulars are

not binding on the tax payer i.e. he can use benelicial circulars for determination of his

tax liability.

Last but not the least, decisionsgiven by the judiciary on disputed issues between

th€ tax payer and LT. department are very important source of applicable Income tax

laws. As we know the Supreme Court of India is the Apex court ofthe country and hence

the law laid down by Supreme Court becomes the law of the land.On the other hand, the

decisions given by various High Courts will apply in the respective states in which such

High courts hold jurisdiction. Hence Judicial Pronouncements by various Courts in India

are also an important source of Income tax law.

I.5 Basic Coacepts of Incoue Tax Law :

The basis of charge of income tax as laid down in section 4 of the Income Tax Act,

1962 brings out the fo owing main characteristics of Income tax.

(lllncome tax is an annual tax unlike sales tax which is computed on a monthly/quarterly

basis.

{lI} Income tax is levied on 'total income' of a person. The word 'lncome' has been

defined in section 2{45) of the I.T. Act. The definition of Income begins with the word

"Income includes........." Therefore, the definition of Income given in LT. Act is an inclusive

definition and not and exhaustive one. Such a definition of Income does not restrict the

scope of income but leaves enough room for more inclusionswithin the meaning of the

term income for levy of tax as per the general and natural meaning of the term income.

The inclusive definition of income as given in section 2{45} includes among others.

(a) Profit and gains

(b) Dividends

(c) Capital gains v/s 45.

(d) Any wining from lotteries.
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{IlI} Income refers to revenue receipts. Capital receipts are normally not included withi:r

the scope of Income and are not taxable. But, the Income tax act has specially included

certain types of capital receipts within the definition of Income. For example section 2(45)

which defines Income includes Capital gains chargeable u/s 45 as Income like profit on

sale of land is taxable as 'Capital gains' under the I.T. Act, even though a sale of land is

not a revenue receipt.

{tVf For the purpose of determination of total income which is chargeable to tax in

accordance wifh section 4, the receipts must be divided into 5 heeds as defined in section

14 of the Act. As per section 14, income of a person is computed under the following live

heads :

(i) Salaries.

(ii) Income from house property.

(iii) Profit gains ofbusiness or profession.

(iv) Capitai Gains.

(v) Income from other sources. The aggregate income under the above five heads

is termed as 'Gross total income'.

(Vf Income mea.ns net receipts and not the gross receipts. Therefore, from gross receipts

expenditure incurred in connection with earning such receipts are normally

deducted. The admissible expenditures which can be deducted while computing

income under each 'head of income 'as aforesaid is prescribed under the income

tax act.

(VIf Income earned in a previous year is chargeable to tax in the immediately next

financial year. The previous year begins on 1"'April of every year and ends on 31"' March

ofthe next year. The income earned during this period of 12 months is offered for tax and

assessment to the Income tax department by filing a return of income in the immediately

following financial year referred to as the "Assessment yea/'. For instance income of

previous year 2007-08 is assessed during 2O08-09. Therefore, 2008-09 is called the

assessment year for the assessment of income ofprevious year 2007-08. In short, previous

year is the tncome year'and assessment year is the 'Tax year'. Here, it is important to

note that in case of a newly setup business or profession or a source of income newly

coming into existence, the first previous year will be the period commencing from the

date of setting up of business/profession or as the case may be the date on which the

source of Income newly comes into existence and ending on the immediately foliowing

31." March. For exarrtple if a business is newly setup on ftJuiy 2007, the first previous

year will be a period of 9 months (1-7 -O7 to 3l-3-08) relevant to assessment year

2008-09 (1.4.08-31.3.09) .Further, the rule that income of the previous year is assessable

as the income of the immediately following assessment year has certain exceptions'

Important exceptions are :

6



?l
IL

{a) lncome of a non resident from shipping business.

(b) Income of persons leaving India either permanently or for a long period of time.

(c) Income of a discontinued business.

(d) Income of bodies formed for short duration.

In the above cases, income of the previous year may be taxed as the i.ncome of the

assessment year immediately proceeding the normal assessment year. For example X

and Y jointly setup a Tood mela'at festival time say on 3.4.2007 and the food mela will

run for say 2 months only i.e.(from 3.4.2007-31.5.07). so normally the income shall be

taxable in the assessment year 2008-O9 being the year immediately succeeding to the

previous year 2OO7 -O8 (period from 3-4.07-3L5.O7) but since the business venture is for

a short duration of two months, and is not regularly carriedon; in such a case income tax

officer has the power to tax the business income from food mela'in the year 2OO7 -O8

itself instead of normal Assessment year 2008-09.

IWIII Income tax is levied on every person. Person as defined v/s 2(31) means an

individual, a Hindu undivided family (HUF), a Firm (Partnership firm), a company, a local

authority, an association of persons(AOP) or Body of Individuals(BOl) and an artilicial
juridical person. Ali these persons are separately assessable for income tax under the I.T.

Act, 1961. The definition of the rrrord person is very important because the computation
of income and determination rates of tax depends upon the status of the person i.e.

whether the person is an individual or a firm or a company or any other entity as defined

in section 2(3f ) of the I.T. Act. There are different rates of tax for individuals firms,
companies etc" For example all Partnership firms irrespective of their Income is taxed at
a flat rate of. tax@ 30% plus surcharge and Educational cess as applicable. on the other
hand an Individual is taxed on Income Slabs and tax' rates as prescribed after allowing

basic exemption limit which is 110000/-( Rs180000/- for women assesses and Rs.

225OOO / - for Senior citizens ) for Ass. Year 20O8-2009.

{IXf ?otal Income is computed under various heeds of income as defined in section 14

after deducting there from the aliowable expenditures /deductions of the respective heeds,

adjusting for clubbed incorne and setting off of losses to arrive at Gross total Income and
finally allowing there from deductions as prescribed u/s 80 to arrive at Total taxable
income. Now on the total income, tax is levied as per the provisions the income tax Act.

'(X! Income subject to special tax rate/rates are speciiied in the Income tax Act itself.
For example short term capital gains from shares/ securities is chargeable @15% plus
surcharge and Education cess by virtue of the provisions of section 1 1 1A which specifies

this rate.( Rate as applicable for Assessment year 2009-2010 )Again long Term Capital
Gain (LTCG) is normally taxed @2oolo plus surcharge and Education Cess by virtue of the
provisions of sectionl 12 which specified this rate for LTCG. The remaining income after
excluding incomes lvhich are taxed at special rates prescribed in Income tax Act are
charged at normal rates given by the relevant Finance Act. For example for the current

7
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ass€ssmentyear 2008-09, the rates as given by the Finance Act, 2O08 shall be applicable.

The income tax on het income' is calculated in the above manner ald is leduced by tax

rebates as admissible under Incorne tax law.

IXI! Sections 5 provide the scope of total income in terms of residential status of the

assessee. The residential status of a person has to be determined to ascertain which

income shall form part of his total income.

The residentiat status of an individual based on tJle duration for which he is present

in India may be

(a) A resident and ordinarily resident.

. (b) A resident but not ordinarily resident.

(c) A non-resident.

The residential status of a H.U.F Firm, AOP, Companies and local authorities or

and artificial juridical person can be either resident or non resident. The taxability of a

particular receipt would depend upon not only the narure of income and the place of its

accrual or receipt but aiso upon tJ.e assessees residential status. Residential status

provisions are contained in section 6.

Hence incidence of tax on any person depends upon his residential status. For

example income earned outside India will not be taxable in the hands of a non-resident if
income is not received in India but will be taxable in the case of a resident arrd ordinary

resident

lXtr|There are certain income which are wholiy exempt from income tax e.g. dividend

income in the hands of shareholders, agricultural income etc. This income will not form

part ofgross total income and hence are to be excluded. Also certain incomes are partially

exempt from tax like HRA, in case of a salaried employee. So, such partially exempt

incomes are excluded to the extent and in the manner specified in the Act. Section 10

enumerates income not included in total income. Such income is known as 'Exempted

incomes'. Again section 10A, 10AA, l0B, 10BA deals with exemption in respect of income

of industrial units in YT"Z, SEZ, 100 % EOU and undertakings engaged in export of

certain articles or ttrings. Section I 1 to 13 provides exemption in respect of income derived

from properly held under trust wholly for charitable or religious purposesSection l3A

exempts certain incomes derived by a political party.

Suggested Questlons :

U Explain the meaning of tax?

2l What is the need for lerying of tax?

3) Write how division of resources has been done in the Scheduie VIII.

4l " Income tax is levied on total income of a person.' Explain.

5) Define 'Person'under income tax law. Expiain the tax laws appiicable to

different ' Persons.'
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I'I{IT II

COMPUTING THE TAXABLE INCOMS

2. I Concept of Income:

The ioncept of income is central to the Inccme-tax Act as it is the income that is
taxed by it. Anything, which can be defined as income is taxable unless specifically

exempted from tax, The Government of lndia lays down rules governing the lely of taxes.

The set of rules so laid down are referred to as an 'Act'. The Income tax Act, 1961 came

into force on 1"'April 1962, which lays down the provisions for determining the "Tax" that
a "person" pays on the "Totai Income".

Income tax is levied and collected by the Centra.l Government. The department of income

tax functions under the direct control and supervision of the Central Board of Direct

Taxes [CBDT], which is governed by the Ministry of Finance of t]re Government of India.
The foilowing are the main objectives for levying of Income-tax:

{il Source of revelues : It is an important source of .revenue for the Central
Government. It is levied and coliected by the Central Government but it is allocated among

the State Government and various Union Territories on the basis of the recommendations

of the Finance Commission.

{ilf Capacity to pay : Income-tax is an important tooi in the hands of the Government
in achieving the social goal. It is collected on the principle of Capacity to pay'. The persons

having high incomes have to pay more income-tax whereas the persons having low income

have to pay comparatively less income-tax.

{iiif Source of capital : There is several tax saving schemes. The assessees can save

income-tax or reduce their tax -liability by investing their income in the saving schemes

9



. incorporated and introduced by the government for the purpose. By investing his funds

these schemes, the assessee saves on one hand and reduces his tax-liabilify on the other'

These savings lead a way towards capital formation in the country.

2.2 Heade of Income :

Income-tax is a tax on all incomes received by, or accruing or arising to, a person

during a previous year. For computing the total income, incomes from various sources

are computed under five different heads of income. Here it is important to note that if

there are two or more sources of income falling under a particular head of income, the

income is to be computed separately for each Source and then aggregated under that

head. The various heads of income as mentioned in Sec.14 are:

(i) Safary inciuding allowances, value of perquisites, profits in lieu of salary and

pension.(Sec.l5 to 17) i
(it Income from House Property- whether residential or non residential, let out or

self-occupied. lSec.22 to 271

(iii) Profrts and Gains of Business or Profession.(Sec. 28 to 44 D)

{iv) Capital Gains.(Sec. 45 to 55 A)

$ Income from other sources including inter€st on securities and other interest

incomes, lotteries crossword puzzles, betting, races including horse races, games,

gifts, from unrelated persons exceeding the specifled limit.(Sec' 56 to 59)

(Il Prlnctples cladfylag the coacePt of lncome :

Itl Caeh or Kiad :

Income may be received in cash or in kind. When in kind valuation is made as per

rules prescribed, or in the absence of which vaiuation is at the market price. For example:

Mr X a lawyer receives a car in lieu of sert/ices provided by him to his client. In this case

the "value of car" wili be "income" in the hands of Mr X.

litf Basts of Iucome :

,, Income is taxed whether actually received or accrued, i.e. sometimes the assessee i

is liable to pay tax on income which has not actually received but wherein the right to

receive has accrued.

(lli| Relmbursement:

Reimbursement of oflicial expenses is not income. Reimbursement of personal

expenses is however "income".

For example :

(a) Mr Verma, an employee, received Rs 10,000 from the employer company for

expenditure incurred by him on behalf of the company.

This is not considered as 'income" in the hands of Mr Verma because money

l0



received for ofiicial expenses is not income,

(b) Mr Das, an employee, receives Rs 12,000 as reimbursement of the renovation of

his house.

This being a personal expense of Mr Das, reimbursed by the employer, will be
oincome' in the hands of Mr. Das and will be taxed as a perquisite.

{lvl Tax deducted as Source (TDS} r

If a person receives an amount on which tax has been deducted at source i,e. tax

is paid by the payor on behalf of the recipient (payee) the income of the recipient has to be

grossed up to inciude the tax paid amount.

(vl Awards:

Award to a sportsman: In the case of a sportsman, who is a professiona-I, the

award received will be in the nature ofbenefit in exercise ofhis profession and therefore

will be liable to tax.

lvt) Burden to prorre as taxable and exerapt:
In all cases where a receipt is sought to be taxed, the burden to prove the same as

taxable lies with the depadment. Similarly, where the receipt is in the nature of income,

the burden to prove it as exempt under any provision of the Act lies with the assessee.

(II) Determlnation of Gross Total Income :

It is the aggregate of incomes under various heads of income as aforesaid calculated

after set-offofunabsorbed depreciation/losses, carried forward from earlier years. Section

32, 32A, 35 and 70 to 80, provides for set off and carry forward ofcertain losses/allowalces.

Important provisions relating to setoff and carry forward shail be covered under chapter

'set off and carry forward of losses' later in the study material.

{III} Total Income :

Total Taxable income is computed after deducting permissible deductions contained

in sections 80A to 80U ( Chapter Vi-A of the ACT ) from the Gross Tota,l Income .Here it
is necessary to mention that by virtue of provisions of Section 11 14 and Sectionl 12 if
the gross total income of an assessee includes short-term capital gains from transfer of

equity shares/units ofan equity oriented mutual fund subject to Securities Transaction

Tax or any long-term capital gains, then no deduction shall be allowed against such

capital gains,

Illustration 1: Computatioa of Taxable Income for Asscssment Year 2(X)9- 1O

Mr. Ram has following incomes for Previous Year 2008-09(Assessment Year. 2009-10):

(a) Gross Salary (as per Form16 sa1ary certifrcate).

(b) House properqr (self-occupied).

11

Rs. 1,80,000
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(c) Short-term capital gain on sale of shares

(Subject to Securities Transaction Tax)

(d) Long-term capital gain on sale of shares

(Subject to Securities Transaction Tax)

{e) Other Souices

U) uanl,- rnterest

(ii) Dividend on shares in companies

(iii) lnrerest on Govt. Securities

{ivi Interest on debentures

Long - term capital gain on sale of shares

Less: Exernpt u/s 10 (38)

Income from other scurces

[(i] * rii] + {iii) + (iv} I

Less: Dividend on shares in companies

[exempt u/s i0(34]

Gross Total lncome

Deduction u/s 80 C

Contribution to recognised P.F.

Deposit in P.P.F.

L.I.C. Premiurn

Total Income

Tax payabie on short-term capital gain

Rs.8,O00

Rs. 9,O0O

Rs. 6000

Rs. i 1,000

Rs.32,000

Rs.'e t,OOO

Mr. Ram also makes the following investments during the year- Contribution

tc Recognised Frovident Fund Rs. 10,360, Deposit in PFF A/c Rs. 10,O0O and Payment o{

LIC Frernium of Rs.5,000. Compute his taxable income and tax payable.

Solution : eomputatloa of Tar<able locome

{a} Saiary as per Salary Certificate

(hl Incorne from house property

Self - occupied flat

Annual value

{c) Shori-teffi capital gairr on sale of shares

Rs. 1,80,000

Nil

{,t)

(")

Rs 61,000

Rs 61.000

Rs 34,000

Rs 9,000

Rs 1O,36O

Rs 10,000

Rs 5.000

NiL

Rs 32;00O

Rs 25000

Rs 237OOO

Rs 25.360

Rs 21 1640



{IV} Income Tax Rates :

(1) For individuals, HUFs, AOPs, BOIs, etc.

{21 For Companies

Rs 480O

Rs 2964

Rs7764

Nil

Rs. 155

Rs 78

Rs 7997

Table 1

' Table 2

@15 % on Rs 32,000 (See Note )

Tax Payable on balance income of

Rs 1,79,640 (211640- 32,000)

Add : Surcharge (See Note )

Add: Education Cess @ 2% (See Note )

Add: Secondaly & Higher Education Cess @ 1%

(S€e Note )

Total tax, Surcharge and Education Cess Payable

I[otes :

{i} short-term capital gains from transfer of equity shares/units ofan equity-oriented

mutual fund, subjected to Securities Transaction Tax shall be taxable at a flat rate

I 5o/o u/s 1I lA.

(ii) Long-term capital gains from transfer of equitlr shares/units of an equity-oriented

mutual fund , subjected to securities Transaction Tax, shall be fully exempt

u/s I0 (3s).

(iii) Dividends by domestic compaaies subject to additional income tax is exempt

u/s l0 (34I.

{iv) An inclividual or a HUF will be allowed a deduction uls 80 c up to Rsl lakh with

respect to savings in specified schemes like Life Insurance Premium, Contribution

to Provident Funds, Purchase of infrastmcture bonds, Repayment. of principal

amount of housing loans, investment in time-deposits (of minimum 5 years) with

banks under notified scheme, 5 years Post Offrce Time Deposits etc'

(,1r) Surcharge is payable @ 10 % if tctal income exceeds Rs 10,0O,O0O.So, no Surctrarge

in above problem since total Income is Rs.Z11640/- only

{vi} Education cess @ 2% and secondary & Higher Education cess @ 1 o/o on amount

of income-tax and surcharge are also payable

t3) Short-term capital gains from t{ansfer of equrty 1So/d 10o/oforA.Y.2008-09) shares

or units of an equity-oriented mutual fund on or after 1.10.2004 subjected to

Securities Transaction Tax {Sec. 1 I I A}

I
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(41 Long-term Capital gams. 2Oo/o

(5) Special Tax Rate for specified incomes.{Sec 1 1SAto l f SBBC)

In case of individuals, HUFs, AOP and BOls,(including non-residents), surcharge

shall be payable @107o if total income exceeds Rs. 10,00,O00.

Surcharge shall be payable by Iirms and domestic companies @10% and by foreign

companies @2.5%, only if total income exceeds Rs.1 crore

Education Cess @2o/o and Secondary & Higher Education Cess @17o on the amount

of income-tax and surcharge are also payable.

Table 1: Ratee of Tax for Indlvldual, HUF, A.O.P., B.O.L for Payment of Tax for
Assessmeat Year 2OO9- 1O.

Income Tax

Taxable Income

{Rsl

Resldent se[lor
Citizens

Resident Women

Below 65 years

Other individuals,

HUF, AOP, BOI,

etc.

Upto 1,50,000 Nil Nil Nil

1,50,000 to

1,80,000

Nil Nil I0o/o

1,80,000 to

2,25,000

l\ri lOVo Rs3,000 + 10%

2,25,OO7 to

3,00,oo0

].Oo/o Rs4,500 + 10% Rs 7,500 + 10%

3,00,001 to

5,00,000

Rs 7,500 + 20% Rs 12,000 + 20% Rs 15,000 + 20%

Exceeding 5,00,00C Rs 47,500 + 30% Rs 52,000 + 30% Rs 55,000 + 30%

(i) Taxable Income excludes long-term capital gains, which are taxable at specified

rates as per section 112, and short-term capital gains taxable at specified rates as per

Section 1 1 1A.

(iil Education Cess @2o/o and Secondary & Higher Education Cess @ 1 % shall be

leviable on the amount of income-tax and surcharge.
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(4) Long-term Capital gains. 2Oo/o

(5) Special Tax Rate for specified incomes.(SeclL 5Ato115BBC)

In case of individuals, HUFs, AOP and BOls,(including non-residents), surcharge

shall be payable @10% if total income exceeds Rs. 10,O0,000.

Surcharge shall be payable by firrns and domestic companies @10% and by foreign

companies @2.5olo, only if total income exceeds Rs.1 crore

&Iucation Cess @ 2% and Secondary & Higher Education Cess @17o on the amount

of income-tax and surcharge are also payable.

Table 1: Rates of Tax for Indlvldual, HUF, A.O.P., B.O.L for Payment of Tax for
Assessmettt Year 2OO9-1O.

Income Tax

Taxable lacome

lRsl

Re3ld6nt senlor

Cltizens

Resldent Women

Below 65 years

Other individuals,

HUF, AOP, BOI,

€tc.

Upto 1,50,00O Nit Nil Nil

1,50,000 to

1,80,000

Nii Nil IOo/o

1,8O,O00 to

2,25,000

. Nil 1,Oo/o Rs3,O00 + l0%

2,25,OO1 to

3,00,ooo

IOo/o Rs4,50O + 1O7o Rs 7,500 + 1O%

3,00,001 to
5,00,000

Rs 7,500 + 20% Rs 12,000 + 20% Rs 15,00O + 20%

Exceeding 5,00,000 Rs 47,500 + 30% Rs 52,00O + 30% Rs 55,000 + 30%

(i) Taxable Income excludes long-term capital gains, which are taxable at specified

rates as per section 112, and short-term capital gains taxable at specified rates as per

Section 1 1 1,4..

(n) Education Cess @2o/o and Secondary & Higher Education Cess @ 1 % shali be

leviable on the amount of income-tax and surcharge.
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@15 
oto on Rs 32 000 (See Note )

Tax Payable 0n balance income of

Rs 1,79,640 ( 211640- 32,OOO)

Add : Surcharge { See Note }

Add: Education Cess @ 2% (See Note )

Add: Secondary & Higher Education Cess @ l%

(See Note )

Totai tax, Surcharge and Education Cess Payable

Rs 4800

Bc_2e6*

Rs 7764

Nil

Rs. 155

Rs 78

Rs 7997

l{otes r

(i) Short-term capital gains frorn transfer ofequity shares/units ofan equity-oriented

mutual fund, subjected to Securities Transaction Tax shall be taxable at a flat rate

15% u/s il iA.

(ii) Long-term capital gains from transier of equity shares/units of an equity-oriented

n:utual fund , subjected to Securities Transaction Tax, shall be fully exempt

u/s I0 (38).

[iii] Dividends by domestic companies sulrject to additionai income tax is exempt

u/s 10 (34).

(ivi An inclividual or a HUF rvill be allowed a deduction u/s 8o c up to Rsl lakh wit]1

respect to savings in specified schemes like Life Insurance Premium, Contribution

to Provident Fun<ls, Purchase of infrastructure bonds, Repayment of principal

amount of housing loans, investment in dme-deposits (of minimum 5 years) with

banks under notified scheme, 5 years Post Off,rce Time Deposits etc.

{v) Surcharge is payable @ 10 % if totai income exceed.s Rs 10,0O,O00.So, no Surcharge

in above problem since total Income is Rs.211640/- only

{vi} Educalion Cess@2ok and Secondary & }iigher EducaGon Cess @ 1 o/o or} ?rrount

of income-tax and surcharge are also payable.

{lV} Income Tax Rates :

(1) For individua.ls, HUFs, AOPs, Btlls, etc.

(2) For Comp;rnies

(31 Sholt-term capital gains from transfer of equity l5%(l0YoforA-Y-2O08-O9) shares

or units of an equity-oriented mutual fund on or after f.i0.2004 subjected to

Securities Transaction Tax [Sec. 1 11 A)

Tatrle 1

Table 2
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Table 2: Rates ofTax for Companles for A.Y. 2OO9-1O,

TypeofCompany I l/LY.2oO9-1o
A. Domestic Company I I

(whether public or private) I I

Long-term Capital Gain | | ZOV"

Short -term Capita-l Gain u/s | | f SV"

other tncomes I I so"r"

B. Foreign Company I I

Long- term Capitai Gain | | ,or.
Shon-term Capital Gain | | 15%

I 114

u/s l11A

Income from royalty or

Fees for technical services from

Government or an lndian

Concern

-in pursuance of an agreement I I l0%

made after 31.5.2005 I I

other Incomes I loo*

Illustration 2 : What will be the assessment year and what period will be treated as

previous year if MR. Dev commences his business on?

(i) l"t January, 2007

(ii) 15'h July 2006

and (iii) 22"d October 2006

Solutiou : In each case, his assessment year will be 20O7-O8 and the period of previous

year will commence from the date commence from the date of commencement of business

and will end on 31-3-2007. Therefore the following period will comprise of the previous

year in each case :

ti) 1*rJanuary, 2OAi to 3ls March 2007.

(ii) 15th July, 2006 to 3l"t.March, 2007.

(ni) 22"d October, 20O6 to 31st March, 2007.
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trUustratio[ 3 : Ascertain the previous year for the assessment year 2007-08 in the

following cases :

(i) Varun maintains his accounts on the basis of linanciai year.

(ii) Karan, a lawyer keeps his income and expenditure account on the basis of calendar
year.

(iii) Neelu bought a house on 29b July, 2OO6 and let it out at a monthly rent-Rs 8000
per month.

, (iv) Puneet joined seivice in lndian Army on 1., September 2OO6 at Rs 12,OO0 per

month.

(r') Neha joined as manager in a private company for the firs time on 15h December 2O06.

sdlutlon r

(i) From 1-4-2006 to 31-3-2007

(ii) From 1-4-2006 to 31-3-2O07.

(iii) Frori29-7-2OA6 to 31-3-2007.

(rq From l-9-2006 to 31-3-2007.

(u) From 15-12-2006 to 31-3-2007.

Suggested Question :

l) What is the previous year? What are the exceptions to the rule that income of the

previous year is chargeable to tax in the immediately following assessment year?

2l Write short notes on the following:

(a) Assessee

(bl Assessment year

( c) Average rate of income tax

td) Total income

3) "Every financial year is a previous 5zear as well as an assessment year." Explain.

4l "Income tax is a tax on income and not on receipts." Examine this statement and

give the features of income.

5) Write the essential characteristics of the term 'lncome'.

6) Ascertain the period of previous year for the assessment year 2O07-08 under the

foliowing circumstances :

(i) Raj started his profession on Diwali 2006.

(ii) Ashok was appointed as a lecturer in commerce on 13h July 2O06.

(iii) Mr. Kishore maintains his accounts on calendar basis.

(iv) Nikhil spent Rs 3, 50,000 on his sister's marriage on lOh March 2OO7. He

could only explain the source of Rs 3,30,000 before the I.T.O. for which
previous year, Rs 2O,0OO would be his deemed income.
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UIIITIII

SALIIRY

Learalng ObJective* :At the end of this unit, students will understand the followi

aspects of Salary.

o Chargeability.

. Tax treatment of Provident Fund.

r Allowances.

r Reieipts exempt from income tax.

o Gratuity.

r Speciai allowances.

. Perquisites.

3.lChargeabiliff:

Presence of 'employer-employee'relationship is necessary for tax on income under

the head 'salaries'. In the absence of such employer employee relationship income is

taxable under some other head as in the case ofpartner ofa f1rm, Chartered accountants,

Cost Accountants, Advocates LIC agents, commission agents etc. Provisions relating to

Computation of Salaries are contained in Chapter tV (Part -A ) of the Income tax Act.

iAs per Section 15 ofthe Income Tax Act, Salary'is chargeable to income-tax on due basis

or pa1,ment basis, whichever is earlier. Any arrears of salary paid in the previous year, if
not taxed in earlier previous year, sha-lI be charged to tax in the year of payment. The

term 'Salary'includes {i} wages, (ii) annuity or pension, (iii} any gratuity over and above

the exemption limit, {iv) any fee, commission, (v} any advance of salary, (vi) amount

contributed by thre employer towards the recognised provident fund in excess of 12%o of

salary and interest on balance in R.P.F. in excess of 9.5o/o, (vii) the value of any perquisites

and benefits to the employee provided by the employer, (viii) any amount of profit in lieu

of sa1ary, (ix) Payment received by an employee in respect of any period of leave not

availed of by him, (x) transferred balance in a R.P.F. to the extent it is taxable under Rule

11(4) of Part A of Fourth Schedule of the Income-tax Act,1961, and (xi) Central

Government's account under notiiied pension scheme uls SOCCD.Further , Salary paid

by a foreign Government to its employees serving in India is taxable under the head

'Salary'.

{tl Advatrce Salary: Advanced Salary is taxable in the year in which itis received.

So, it is not included in the income of recipient again when it becomes due.



Iul

(riil
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Anears of Salary : is taxable in the year in which it is received, provided it is

not been taxed in earlier year/years on due basis.

Eonue : Bonus is taxable in the year in which it is received.

Pensiol : Pension received by the employee is also taxable and is taxed under

the head- Salary. However, Pension received by a widow after the death of her

husband is taxable under the head income from Other Sources ard not treated

as Salary income since the recipient is not the Employee.

Profits ln lieu of salary :

. Any compensation due to or received by an employee from his employer or

former employer at or in connection with the termination of his employment

or modification of the terms and conditions relating thereto'

. Any paJ,.rnent(other than 'Receipts Exempt from Tax'under section 10) due

to or received by an employee from his employer or former employer or

from a provident or other fund to the extent it does not consist of

contributions by the assessee or interest on such contributions or any sum/

bonus received under a Kenyan Insurance Policy.

. Any amount whether in lump sum or otherwise, due to or received by an

assessee from his employer, either before his joining employment or after

cessation of employment.

lvl

3.2 Tax Treatmeat ofProvldent Fuad :

Statutory Recognlsed Unreeognised

1. Empioyer's

Contribution

Exempt Exempt upto 12%

of salary. Excess

taxable as salary

Exempt

2.Interest credited

on Employer's

contribution

Exempt Exempt upto rate

of 9.5olo p.a.

Exempt

3. Employee's

Contribution

Eligible for deduction

u/s 8OC

Eligible for

deduction u/s 80C

Not eligibie for

deduction u/s 80C

4. Lump sum

payment receive<

at t}le time of

retirement or

termination of

service, etc.

Exempt Exempt (except

when Treated as

unrecognised

fund from the

beginning)

Employer's

contribution and

thereon taxable as

'salary'. Interest on

employee's

contribution taxable

under other sources
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Note- Public Provident Fund (PPg, contributions up to Rs 70000/- by any assessee salaried
and others also are eligible for deduction u/s 80C and interest thereon is fully
exempt/s 1O

3.3 Allowances :

An allowance is normally taxable under the head salaries since allowances are
paid during service by the employer to ttre employee in presence of a employer employee

relationship. It is taxabie on due/accrued basis whether it is paid in addition to the salary

or in lieu thereof. However, certain allowances have been exempted subject to certain
conditions. Section 10 deals with exempted allowances. Dearness Allowance/Additional
Dearness Allowance is fully taxabie as salaries:

r City Compensatory Allowance: CCA is taxable as it is a an aliowance granted to

met expenses wholly, necessarily and exciusively incurred in the performance of
special duties unless such allowance is related to the place of his posting or
residence. Certain aliowances prescribed under Rule 2BB, granted to the employee

either to meet his personal expenses at the place whether the duties of his office of

employment are performed by him or at the place where he ordinarily resides, or

to compensate him for increased cost of living are aiso exempt. Certain receipts

from employers exempt from income tax are contained in Section 10 of the Act

. House Rent Allowance: HRA is exempt up to limits prescribed in section l0 (l3A)
read with rule 2,4 However HRA received by an employee residing in his own house

or in a house for which no rent is paid by him (e.g. residing with parents) is taxable.

. Entertalnment Allowancei Entertainment allowance is fully taxable, but a
deduction is aiiowed in certain cases.

r Allowances in the nature of Tiffin Allowance, Meal Allowance, Refreshment
Allowance, Dinner Ailowance, Health Allowance, Medical Allowance, Telephone

Allowance, Holiday Allowance, Education Allowance, and Servant Allowance are

fully taxable.

. Conveyance Allowance: It is exempt to the extent it is paid and utiiised for meeting

expenditure on travel for office work.

3.4 Receipts E*empt from Income Tax :

tI) Tax Paid oa Perquisites : Any tax paid by the employer, at his option, on any
income by way of perquisites, on behalf of an empioyee, shall be exempt [Sec.l0 (iOCC)]

(IIl Leave Encashment/Leave Salary : Leave Encashment is exempt from income-tax

subject to certain conditions contained in section 10 {10AA}

(III| Retrenchment Compeasatlon :Any compensation received by a workman at the

time of retrenchment or closure or transfer of undertaking (including change of
management resulting ia interruption of service or modification in the terms of service) is
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exempt from tax subject to limits and ifi the manner contained in {sec.10(10El}} Besides,

relief can also be claimed in respect of taxable portion ofretrenchment compensation u/
s 89(1). Refer Relief on Satary Paid in Arrears or on Advance, Gratuity, Pension, etc'

lWf Paynent oo Voluatary Retlremeat :Any paJ&ent, subject to a maximum of Rs' 5

lakhs, ieceived or receivable by an employee of a public s€ctor company or any other

company or any authority established under a central, state or Provincial Act, or a local

authority, or a co-operative society or A University (including an institution declared to be

a lJniversit5r or an Indian Institute of Technologr or any State Government or the Central

Government or a notilied institute having importance througbout India or in any State or

States or a notilied Institute of Management at the time of his voluntary retifement or

termination of services in accordance with any scheme or any scheme of voluntary

separation in case of a public sector company is exempt from tax. {Sec. 10(10 C)}

lv| commuted Perslon 3As per Section 10(10A) any payment in commutation of pension

received by Government or semi-government employees, under the civil Pension

(commutation) Rules, or any other such scheme, is fully exempt. Payment in commutation

ofpension received by any other employee (i.e. private sectoi employees) is exempt to the

extent it does not exceed-

(a) In case the employee receives any gratuity, the commuted value of 1/3F of the

pension which he is normally entitled to receive, and

{b) In arry other case the commuted value of % of such pension.

3.5 Grrtuity:
Gratuity is exempt as under: {Sec. 10 (1O)}

(a) Death-cum-retirement gratuity received by the employees of centfal Govt/state

Govt. and local aut}orities is exempt without any limit.

{b) Grahrity received under the Payment of Gratuity Act,1972, is exempt to the extent

it does not exceed 15 days wages for every completed year of service calculated

on last drawn wages, subject to a maximum of Rs. 3, 50,000.

(c) Any other gratulty is exempt to ttre extent it do€s not exceed one half month's

salary for each year of completed service, calculated on the basis of average salary

for ten funmediately preceding months, subject to a maximum of Rs' 3, 50,000'

The ceiling of Rs. 3.5 lakhs applies to the aggregate of gratuity.received from one

or more employers in the same or different years'

3.6 Spcctd Aliowenccr :

section l0 (14 ) ( i l ( ii ) read with Rule 2BB of income ta:c nrles deals wittr the

Taxability or otherq'ise of a number of allowances granted to employees during service .

Some of such allowances are as under t.lle followings:

0) Foltonring special allowances or benefits [not being a perquisite as defined u/s
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i7(2)1, specially granted to meet expenses wholly in perforrnance of duties, are exempt to

the extent such expenses are:actua11y incurred for that purpose.

(a) Travelling allowances on tour or on transfer, including any sum pajd for

packing and transportation of personal effects on trarsfer.

(b) Daily allowances on tour or for the period ofjoumey on transfer.

(c) Con-veyance allowance for performance of official duties, provided that free

conveyance is not provided by the employer.

(d) Any allourances granted to meet the expenditure incurred on a helper where

such helper is engaged for the performance of oflicial duties.

(e) Any allowances granted for encouraging t}re academic research and training

pursuits, in educational and research institutiofl.

($ Uniform allowance for purchase or maintenance of uniform for wear during

the performance of the official duties.

(il) Following allowances granted to any employee to meet his personal expenses or to

compensate him for the increased cost of living at the place of his offrce or employment or

where he ordinary resides (not including any allowance granted to an employee to

compensate him for performing duties of a special nature relating to his olfice or

employment), are exempt.

Nature of Allowance

(1)

Place

(2t

Maximum Amount

(3)

1. Any Special Compensatory

allowalce in the nature

of [Special Compensatory

(H0lyAreaslAllowancel

or High Altitude Allowances

or Uncongenial Climate

Allowance or Avalanche

Allowanc

2.Any Special Compensa-

tory Allowance in the

nature of Border Area

Allowance or remote Area

l. Specified places of Manipur,

Arunachal Pradesh, Sikkim,

Uttar Pradesh, Himachal

Pradesh and Jammu &

Kashmir.

IL Siachen area of Jammu &

Kashmir.

IIl. All Places located at the

height Of 1,000 meters or

more above the sea level,

other than places specified

at (i) and (II) above.

I. Specified places in

Andaman and Nicobsr,

Lakshadweep, Himachal

Pradesh, Mizoram, J&K,

[Rs. 8OO p.m]

[Rs. 7,OOO p.m]

[Rs. 3OO p.m,l

[Rs. l3o0p.m]
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Nature of Ailowance
(1)

Place

(21

Maximum Amount

{3}

Allowance or Difficult

Area Allowance or

Disturbed Area Allowance

3-Children Education

Allowances

4. Any allowance granted

to an employee to meet

the hostel expenditure

on his child-

5. T.ransport allowance

granted to an employee to
meet his expenditure for the
purpose of commuting
between the place of his
residence and the place of

his duty.

6. Transport allosrance

to an employee, who is blind
or ortho-paedically handica-
-pped with disability of lower
extremities to meet his exp-
enditure for the purpose of
commuting between the
place of his residence and

the place of his duty.

U.P. and Sikkim

II. Continential Shelf of India
and the Exclusive Economic

Zone of India.

IIl. Specified places in
Arunachal Pradesh,

Nagaland, South Andaman,

Mizoram, Tripura, J&K and
Himacha.l Pradesh.

IV. Specified places in
Mizoram, Tripura,Manipur,
Himachal Pradesh, J&K.

V. Jog Falls in Shimoga

District of Kranataka.

Vl. Specified Places in
Himachal Pradesh, Assam

And Meghalaya

Whole of India

Whole of India

whole of India

Whole of India

lRs. 1, 100p.ml

1050p.m1lRs.

[Rs. 750p.m]

{Rs.300p.ml

iRs.200p.ml

[Rs. 100 p.m.]

per child for a maxirnum

two children

[Rs. 100 p.m.]

per child for a. maximum

of two children.

Rs.800p.m.

1600p.m.



3.7 Payment from Gcveranent Provldelt Fund :

Any payment from the Govemment Provident Fund (GPF) or Contributory provident

Fund {CPF} is exempt from tax. [Sec. 10(t i]l

3.8 Payment from Recogaised Provident Fund :

Any accumulated balance due and becoming payable to an employee from a
recognised provident fund is exempt from tax, if-

ti) He has been in continuous service for at least live yea-rs; or

(iil His service has been terminated due to his ill-health or due to contraction or

discontinuation of his employer's business or any other cause beyond his
control; or

(iii) On cessation of his employment his accumulated balance is transferred to
another recognised provident fund.

3.1O Perquisites :

Perquisite is a gain arising out of employment in addition to regular pay. Value of
Perquisites taxable under the Act is determined in accordance with the Valuation Rules
prescribed under Rule 3 of Income Tax Rules, 1962. A list of some common perquisites
given to employees but taxable in the hands of the employees is -

ti) Value of rent free accommodation provided to the assessee by his employer,

(ii) Value of any accommodation provided to the assessee by his employer, at a
concessional rent;

(ii! Value of any amenity or benefit granted free of cost or at a concessional rate
to the following categories of employees:

o A director in the employer Company;

. An employee being the beneficial owner of the least 20% ofthe ordinary shares

in the employer company; and

. Any other employee whose income under the head ,salaries' 
exclusive of all

non-monetar1r benefits or amenities exceeds Rs 50,O00 Some of the perquisites

taxable under this category are

o Provision of free or concessional educational facililies,

e Reimbursement of medical Expenditure,

r Expenditure on foreign travel and stay during medical treatment,

. Supply of gas, electricity and water,

. Sale ofan asset to the employee at concessional price.(including sale of shares

in the employer company )

23



. ,, Value of any other Fringe benefit or amenity as may be prescribed, excluding

fringe benefits subject to Fringe ben€fit tax in the hands of employer such as

Household Servants, lnterest free l,oans to employees Etc.

3.11 PergEbltes aot taxable:

The following shall, however, not constitute as perquisite:

ti) Value of medical treatment provided to an employee or his family mernber in a

hospital maintained by his employer.

(n) Reimbursement of expenditure incurred on medical treatment of an employee

or his family medber in a Government approved hospital flike CHS or CGHSJ'

(iii) Premium paid by an employer to keep in effect in insurance on the health of

an employee under a scheme approved by the Central Government or the

Insurance Regulatory and Development Authority for the purposes of section

36(ib);

{M Medical insurance premium paid by an employer for the health of an ernployee

or his family member under a scheme approved by the central Gort. or the

Insurarce Regulatory and Development Authority u/s 8OD(i'e MEDICLAIM);

(v) Provision of motor car or any other conveyance for personal use by the employee.

(vi) Provision of transport facilities.

(vii) Travelling, stay etc. on a holiday, free meals, recreation/club facilities etc.

Illustration l: Mr Rohit joins employment with HLL Ltd. As on Ol lOl l06 on a monthly

salary of Rs1o,o00. The salary is due on the 1"of nextmonth. on l5/05/O6 his salqryis

increased to Rs 15,000. calculate the taxable salary for the previous year 2oo6-07 and

previous year 2005-06.

Solutlon :

(t For previous year 20O5-06: Salary due for two months (January & February)-

taxable salary for the previous year is Rs 20,000. salary for the month of March 2006 will

become due in April 2OO6 and shall be taxable in the previous ye ar 2OA6-O7 '

(ir) For previous year 2QO6-O7: Saiary due is for 12 months (March o6 to February

o7l- taxable salary for t].e previous.year is Rs 167, 50O. Salary for the month of March

2OO7 wllTbecome due in Aprii 2oa7 and shall be taxable in the previous year 2AA7 -O8.

March 2006 : Rs 1O,00O

Aprit 2OO6 : Rs 10,0O0

May 2006

June 06 to

February 07

Rs 12,500

Rs 1. 35,0OO

1.67.500
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Illustratlon 2 : Mr. Joshi provides the following particulars of his salary incoine for the

previous year 20A6-07 .

' Rs.

(i) Salary 1, O8,O00

(ii) Bonus paid 12,000

(iii) Furnished fiat provided by the company for which it paid

per annum rent 78,000

(iv) Accommodated provided in hotel for two months for which

employer paid rent 3O,OOO

(v) Furniture at cost 50,000

(vi) Rent recovered from employee 5,000

Determine grosS salary for the assessment 2007-2008

Solution: Computation of gross salary for the Assessment Year 2007-2008

Particulars

Salary

Bonus

Furnished accommodation ;

(a) Flat

(i) 20olo of salary = 1,20,000 X20 X 10 ,or

i00 '!.2

(ii) Lease rent = 78,O00 X 10 - 65,000

I2

Whichever is less is to be taken as the value of the ila

(iii) Add vatue of furniture = 50,000 X l0 X 10

100 12

Rs

20,000

4.167

21,t67

Rs

1,08,000

12,000

(b) Value of hotel accommodation:

24o/o of salary = 1,20,O00 X29 X 2 = 4,8OO

100 12

(c) Rent paid = 30,O0O

Whichever is less is to be taken

Rent recovered from employee

iross salary

4.800

28.967

5.00o

23,967

23.967

1r43.967

25



Suggested Questiors :

1) What do you understand by perquisites? Mention diffeient t14pes of perquisites.

2) Define the term "salary" under lncome Tax Act. Explain following points in

context of it.

(a) Employer out of salary by the employer.

(b) Deduction out of salary by the employer.

3) Section I7(2) of the Income Tax Act arrays a number of benefits arising from

ernployment which are not in the nature of monetary income but they are assessed

as a salar5z income.

Explain briefly the types of these benefits and conditions under which they are

taxed as salary Income.

4) Mr Xjoins service vrith the Indian Railways on0l /0212O05. He receives the following

emoluments :

Basic Pay Rs 25,000 p.m.

DA 65% of the Baslc Pay (20 % enters)

Commission Rs 1,50O p.m.

The Central Government Contributes Rs 2,825 per month to a pension fund of X,

referred to U/S 8O CCD. Mr X makes a similar contribution. Calculate the total

income of Mr X for the previous year 2006-07.
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UNIT TV

PROFIT AND GAINS OF BUSINESS OR PROFE.SSION

Learnlag Objectlves :At the end of this unit, students will understand the following

aspects of profit and gains of Business or profession.

. Meaning of Business and Profession

. Chargeability

. Computation of income from Profit or Gains of Business or Profession

. Computation of Depreciation Allowance

. Expenditures not deductible

. Set off and Carq' Forward of Business Loss

4.1 Meanlng ofBusiness and Professlon: ,

lncome earned from business or profession is taxed under the head 'Profit and gains from

business or profession. While calculating the profit and gains, various expenses are

deducted from it. In brief, the Income chargeable to tax is the difference of gross receipts

and expenses incurred to earn that Income. Profit and gains of a speculation business

should be kept distinct from other business. In other words Income from specuiative

business like trading in shares should not be mixed with non speculative business income

like income from trade in Textiles. 'Business has been defined to include any trade,

commefce or manufacture or any adventure or concem in the nature of trade, commerce

or manufacture {Sec.2 (i3}}. The defrnition is not exhaustive but inclusive and is very

wide in scope. Business connotes some real, substantive and systematic or organised

course ofactivity or conduct with a set purpose. 'However, a single and isolated transaction
may also constitute 'business', as being an adventure in the nature of trade, provided the

transaction bears a clear indication of trade'

'Profession' involves the idea of an occupation requiring either purely intellectual skill
like profession of a doctor, Engineer or a Lawyer, or in any manual skill, as in painting,
art or surgery, skill controlled by the intellectual skill of the operator. ?rofession' for all
purposes includes location'.

4.2 Chargeabillty :

As per Section 28 the following incomes shall be chargeable under this head:
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(i) Prolits and gains of any business or profession carried.on by the assessee at

any time during previous year.

(ii) Any compensation or other payment due to or received by any person specified

in section 28 (ii )

(iii) lncome derived by a trade, professional or simiiar association from specific

services performed for its members.

(i") Profits on sale of a license granted under the Import ( control ) order,1955

made under the Imports & exports ( control ) Act ,1947, Cash Assistance received

or receivable against exports, and Duty drawback of customers or excise,

received or receivable against exports.( Section 28 ( i ) (ii ) (iii )

(v) The value of any benefit or perquisite, whether convertible into money or not,

arising from business or in exercise cf a profession.

{vi} Any interest, salary, bonus, commission or remuneration due to or received by

a partner of a firm from the firm to the extent it iS a-llowed to be deducted from

the firm's income. Any interest, salary, etc., which is not allowed to be deducted

u/s 40(b), the income of the partners shall be adjusted to the extent of the

aaount so disaliowed. Any interest, salary, etc., tvhich is not aliowed to be

deCucted in the assessment of a firm, in terms of section 185, such amount

sha11 not be taxable u/s 28(v).

tvii) Any sum received or receivable for not carrying out any activity in relation to

any business, or not to share any know-how, patent, copyright, trade-mark,

licence, franchise etc.

(viii) Any sum (including bonus) received under a Keyman Insurance Policy referred

to uls 10{1OD )

4.3: Computatlon of lacome from Profrt or Galns of buslaess or profession :

Section 29 states that the income referred to in section 28 shall be computed in

accordance with the provisions contained in section 30 to 43 D. Further the provisions of

Section 44 to 44 D also to be understood properly as these sections contain certain

special provisions in connection with the computation of business income. Allowances

and deductions provided under section 3O to 43 D are not exhaustive as it isvery difficult

for the law maker to mention all allorvable expenses incidental to carrying of a particular

business or profession.

(If kpenees expressly alloved as deduction -Following expenses incurred are admissible

as deductions while computing income from business or profession

1. Rent, rates, taxes, repairs {not including any expenditure of capital nature} and

insurance of buildings. ( Section 30 )

2. Repairs {not including any expenditure of capital nature) and insurance of
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machinery, plant and furniture. ( Section 31 )

3. Depreciation is allowed on

(i) Buildings, machinery, planL or furniture, being tangible assets.

{ii) Know-how, patents, copyrights, trade marks, licences, franchises or any

other business or commerciai rights of similar nature, being intangible

assets, acquired on or after 1.4.1998.

in order to ciaim depreciation, an assessee has to fulfii the following conditions:

. The asset should be owned by the assessee. Where, however, an assessee carries

on business or profession in a building not owned by him but taken on lease ,he is

entitled to depreciation in respect of the capital expenditure incurred by him after

31.3.197O on the construction ofany structure or any work relating to the building

by way of improvement, extension or even renovation of the building. Depreciation

is available even in respect of fractional ownership of an asset

o The asset in respect of which depreciation is claimed must have been used for the

purpose of business

. Upto Ass Year 2AO1-2O02 clarm of depreciation was optional i.e an assessee may

not claim depreciation on assets used for his business but from the Assessment

year 2002-2003 ,depreciation under seclion 32 (2 ) will be available whether or not

the assessee has claimed the deduction for depreciation . In other words Claim of
depreciation is mandatory from AssessmentYear 2OO2-20O3

o Aclual cost of an asset is to be computed as per section 43 (1 )

(IIl Computation of Depreciation Nlowance :

Depieciation is allowed :

(i) On actual cost of assets in case of an undertaking engaged in generation or
generation and distribution of power at rate/lates prescribed in Appendix IA of the i.T.

rules .However such undertaking has the option to claim depreciation at rates prescribed

in Appendix 1 of the I.T Rules by exercising rhe option before the due date of fiiing of I.T

Returns. In other words Straight line method of depreciation is allowed to such
undertakings.

(ir) Except the above, in all other cases depreciation is allowed on written down value

of a block of assets,. at rates prescribed in Appendix I of ttre I.T. Rules.

Block of assets' means a group of assets falling within a class of assets in respect

of which sane rate of depreciation is prescribed. The term class of assets refers to:

A l Tangible assets, being Building, Machinery, Plant or Furniture

B r Intalgible assets, being know-how, patents, copyrights, trademarks etc.

Block ofassets based on above class of assets having same rate of depreciation are
to



to be prepared for computation of depreciation in each block as per rates given in

Appendix I of the I.T Rules.

To ascertain the amount of depreciation we should find out the following:

r Written down value (WDV ) of block of assets as per Section 43 (6 )

o Rate of Depreciation given in I.T Rules (Appendix I)- However rate of depreciation

is taken @ 5oo/o of the prescribed rate if the asset is put to use for less than 180

days in the year of acquisition.

As per Rule of depreciation the product of the aforesaid two is the amount

of depreciation. For example if WDV of a block of assets (say machinery , rate

of depreciation,l5%) is Rs.41850O for the previous yeat 2OO7'2o0S,depreciation

will be Rs.62775 ( i.e 15% of Rs 418500 ) for the said previous year and hence

the depreciated value of this block on 1.4.2008 will be Rs.355725 (i'e

Rs 418500- 62775)

However, In cases where (a ) WDV ofa block of assets is reduced to zero though

the block is not empty and (b)if the blockof assetsis empty or ceases to existonthe last

day of the previous year ( though the wDV is not zero ) , there shall not be any depreciation

a-llowance for that previous year i.e the aforesaid rule will not apply.

An additional depreciation is allowed @ 20% of actual cost of any new machinery

or plant (other than ships and aircraft) acquired and insta-1led after 31.3.2005 by an

assessee engaged in the business of manufacture or production of any article of thing.

where an asset or asset falling within a block of assets, as the case may be, is acquired

during ttre previous year al1d used for less than 180 days in that previous year, the

depreciation ailowable in respect of such assets shall be restricted to 5O% of the amount

allowable.

{III) Treatment ofUaabsorbed depreciatlon :

unabsorbed depreciation shail be lirst set off against the profits and gains of any

business/profession carried on by the assessee and then against income under any other

head, for that assessment year (other than income chargeable under the head Salaries).

The balance of unabsorbed depreciation, if any, shall be carried forward to the next

assessment years to be set offagainst the profits and gains from any business/ profession

by virtue of provisions of section 32 ( 2 ) .No time limit is prescribed for carry forward of

Unabsorbed depreciation.

1. Expenditure on scientilic research related to the business of assessee is

deductibie in accordance with the provisions of Section 35..

2. Expenditure incurred before 1.4.1998 on acquisition of patent rights or

copyrights, used for the business, allowed in 14 equal instalments starting

from the year it was incurred. ( Section 35 A )
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4.

5.

L

6.

7.

Expenditure incurred before 1.4.1998 on acquiring know-how for the business,

allowed in 6 equal instalments. Whether the know-how is developed in a
laboratory, university or institution, deduction is allowed in 3 equal

instalments. ( Section 35AB )

Any capital expenditure incurred and actually paid by an assessee on the

acquisilion of any right to operate telecommunication services by obtaining

licence will be allowed as a deduction in equal instalments over the period

starting frorn the year in which paJment of licence fee is made or the year in

wfich business commences where licence fee has been paid before

commencement and ending with the year in which the licence comes to an

end.( Section 35ABB )

Amortisation of certain preliminary expenses, such as expenditure for

preparation ofproject report, feasibility report market survey, etc., legal charges

for drafting and printing charges of memorandum and Articles, registration

expenses, public issue expenses, etc. incurred before commencement of

business or in connection with extension of an [industrial] undertaking or

setting up of an [industrial] unit. Expenditure incurred after 3 i .3. i998, shall

be deducted up to a maximum of 5% of the cost of project or the capital

employed, in 5 equal instalments over {ive successive years. ( Section 35 D }

Expenditure incurred upto 31.3.1998 would be allowable up to a maximum of

2.5"k of the cost of project or the capital employed, in loequal instalments

over ten successive years.

One-fifth (1/r) of expenditure incurred on amalgamation or demerger, by an

Indian company shall be deductible in each of five successive years beginning

with the year in which amaigamation or demerger takes piace. (Section 35 DD)

One-fifth (1/r) of amount paid to an employee in connection with his voluntary

retirement under a scheme of voluntary retirement, shall be deductible in
each of five successive years beginning with the year in which the amount is
paid. ( Section 35DDA )

Amount of Insurance premium paid for stocks or stores used for business is

allowed as deduction (Section 36 (1 ) (i )

Insurance premium paid for the health of employees by any mode other than
cash under the scheme framed by G.l.C. and approved by the Central Govt. or

by any other insurer and approved by the IRDA. ( Section 36 (1 ) (ib )

Payments of bonus or commission to employee s, irrespective of the limit under
the Payment of Bonus Act provided the same is not payable to him as profit or
dividend .The expenditure is allowed on actual payment basis in the year of
Payment ( Section 36 (1 ) { ii )
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1 1. Interest paid on capital borrowed for the purpose cf business or profession is

allowed as a deduction. If interest is paid on borrowing for acquisition of a

capitai asset,then interest from the date of borrowing till the date on which

such asset is lirst put to use, shall not be deductibie as business expense

u/s36(1 )(iii)
12. Amount of bad debt actually written off as irrecoverable in the accounts not

including provision for bad and doubtful debts. ( Section 36 (i ) ( vii )

13. Amount paid by way of Banking Cash Transaction tax during a previous year.

14. Securities transaction tax paid in respect oftransactions in securities, income

from which is include under the tusiness' head for that year.

15. Commodities transaclion tax paid in respect of tfansactions in commodities

income from which is include the 'business' head for that year.

16. Entertainment expenditure can be claimed u/s 37(1), in full without any iimit

restriction, provided the expenditure is not of capita-l or personal nature'

17. Payment of Remuneration, sa1ary, etc' and interest on capital to partners are

allowed as business expenses in the hands of the Partnership Firm in

accordance with the provisions of section 40 (b)

(a) Payment of interest to any partner by a firm, which is authodsed by arld ls

in accordance with the terms of partnership deed, subject to a maximum

' rate of 12o/o P.a.

{b) Payn:ent of salary, bonus, commission or remuneration paid by a Iirm, to a

working partner in accordance with the terms of partnership deed, subject

to specified limits given in section 40 ( b )

(IV| Geaeral Deductions (Section 37 {1f} :

Any expenditure ( not being expenditure of the nature described in section 30 to

36 and not being in the nature ofcapital expenditure or personal expenses of the assessee

) expended wholly and exclusively for business purpose or for profession shall be allowed

as expenses while computing the income under t}le head 'Prolit or Gains of business or

Profession . However the law specihcally provides that an expenditure which is incurred

for any purpose which is prohibited by law or which is an offence shall not be deemed to

be an expense for business purpose and no deduction for such an expense will be allowed

in computing the income of business or profession.

section 37 (1) is a residuary section and hence any expense incurred incidental to

carrying of the business or profession shall be allowed as deduction in compudng income

if the above conditions laid dolqn in ttre Act in section 37 (1) is satisfied. Therefore, the

foliowing expenses shall be allowed without any monetary limit or conditions if incurred

in continuance of business although not specifically mentioned in the Act:
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. Travelling expenditure

o Entertainment exPenditure

Advertisements and Publicity . However the Act has expressly disallowed

advertisements in any souvenir, brochure, pamphlet or the like published by a political

party. Therefore, normal advertisement expenses shall be allowed without any moneta.ry

limit. Here it is important to know that big advertisement expenditures benefiting a business

for a number of years in future shall not be aliowed in full in one accounLing year but

such expenses are to be spread over future accounting years also depending on number

of years to which the expense will benefit the business'

. Expenditure on presentation articles

.l,egalexpensesincurredinconnectionwithbusiness.Civildefence

expenses are allowed, however legal expenses on criminal prosecutions

are heid to be not allowable being an expense prohibited by 1aw'

r Professional Tax

r Salaries and wages to staff

o Sales Promotion expenses

. Routine business expenses on telephone charges' Printing and

stationery, Staff welfare, conveyance etc'

In short, test for allow ability mentioned in section 37 (1) is to be conlirmed before

claiming an expense as a a-llowable expense in computing the business income'

4,4 Expendlture ot Deductible :

Section4o,40Aand43BshallalwaysprevailoveranyotherprovisionsofthisAcl

in the matter of allow ability of an expense in computing business income'

{Il Expenses deductible on actual paymerrts only rAny sum payable by way of tax'

duty, cess or fee, by whatever name called, or contribution to provident fund'

superannuation fund, gratuity fund or any other fund for the welfare of the employees, or

bonus or commission to employees, or interest on loan or borrowing from public financial

institutions, or a state financial corporation or a state industrial investment corporation,

or interest on loan or advances from a scheduied bank, or amount payabie in lieu ofleave

at the credit of an employee ( i.e, leave encashment) shall be allowed as deduction, provided

thesumispaidbeforetheduedateoffilingthereturnandtheproofofpaymentis
furnished along with the return. (Section 438):

1. Any interest, royalty, fees for technical services or other sums chargeable under

this Act, which is payable outside India, or in lndia to non-resident or a foreign compa-ny

on which tax has not been deducted or, alter deduction, not deposited into the Govt'

treasury within the prescribed time. (Section +0 (a) (i ) )



However, where in respect of any such sum, tax is deducted or paid in any
subsequent year, , such sum be deductible in the previous year in which the tax is so

paid.

2. Any interest, commission or brokerage, rent, royalty, fees for professional or
technical services payable to a resideflt, or payments to a resident contractor or
sub-contractor on which tax has not been di:ducted or after deduction not deposited:

a. where the tax was de<iuctible and I On o. before the due date for filing
was so deducted during the last I ofreturn
montl of the of of the previous year I

b. in any other case I On o, before the iast date of the

I previous year

However, where in respect of any such sum, tax is deducted in any subsequent
year, or is deducted during the relevant previous year but paid after the date specified

above, such sum be deductibie in the previous year in which the tax is deposited. (section

a0(a){ia})

3. Any sum paid on account of securities transaction tax.

4. Any sum paid on account of fringe benefit tax.

5. Any tax calculated on the basis of profits or gains of the business or profession.

6. Any sum paid on account of weather-tax

7. Any payment of salaries payable outside India or to a non-resident on which tax is

not paid or deducted at source.

8. Any payment to a provident fund or other fund established for the benefit of
employees of the assessee, unless proper affangements of TDS on any taxable
payment out of such fund, have been made.

9. Any tax actually paid by an employer on any income by way of perquisites, on

behalf of an employee.

10. Any payment of salary, bonus, commission or remuneration ( by whatever name

called) by firm-

a. to a non-working partner; or

b. to a working partrrer, $/hich is not authorised by or is not in accordance

with the terms of partnership deed : or

c. to a working partner, in excess of the specified limits.

1 1. Any payment of interest to any partner by a firm Which is not authorised by or is
not in accordance with the terms of partnership deed or the interest is in excess

of the amount calculated @ 12 o/o p.a
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12. Any expenditure in respect of which payment [or agggegate of payments] made to

a person [in a day], otherwise than by way of an account payee cheque or an

account payee bank draft, exceeds Rs. 20,0O0, except when payment(s) is/are

made under circumstances speci{ied in rule 6DD of I.T Rules (Section 40A (3 )).

Therefore, all allowable business expenses exceeding Rs' 20000 aie to be paid in

the mode referred to above to claim such expenses while computing business

income, otherwise the valid allowable expenses covered in section 30 to.37 shall.

not be entitled for claim as deduction in computing Lhe business or profession

income by virfue of the overriding provisions of section 40 (A ) (3 )' As for example

payment of Advertisements bill of Rs. 50000 in cash to the Advertising Agent is a

valid business expense and is allowable u/s 37 (1) but since the payment is made

in cash ofa sum exceeding 20000, the whole expenditure is disallowed by virtue of

section 40 (A ) (3 ) in cornputing business income and the expenses of Rs 500o0 is

never claimed in computing business income. This section is very harsh and non

compliance ofthe section shall result in disallowance of expenses which is otherwise

valid allowable business expense'under the provisions of the Act.

13. Where tJle assessee incurs any expenditure , in respect of which payment has

been made or is to be made to certain specifled Pcfaons, and the assessing ollicer

is of the opinion that such expenditure is excessive or unreasonable having regard

to the fair market value of the goods , services or facilities for which the payment

is made or the legitimate needs of the business or profession or the benefit derived

by or accruing to him there from, so much of the expenditure as is so considered

by him to be excessive or unreasonabie shall not be allowed as a deduction in

computing the total income ( section 40A ( 2 ) Specifred persons are mentioned in

the Act in clause (b ) of above section 40A { 2 }

14. Any provision for the payment of gratuity to the employees on their retirement or

termination of thei:' service for any reason is not deductible. However any provision

for pa5rment of contributlon to an approved gratuity fund or payment of gratuity is

deductible.

4.5 Speclal provlsioar for computlng lrro{lts and galns of civll contracts u/s 44AD :

In case ofan assessee engaged in business of civii construction or supply of labour

for civii construction work whose gross receipts do not exceed Rs. 4Qlakhs, income from

the said business will be estimated at the rate of 87o of gross receipts. No deduction

under Business, head shall be allowed in such circumstances but in case of a firm

salary and interest paid to.its partners shall be deductible as per section 40[b] after

computing the deemed profit u/s 44AD. Further it is provided in section 44AD that if an

assessee declares income at a lower rate than 8olo he is alior,ved to do so but in that case

he shall be required to maintain the necessary acoounts (u/s aaAA) and get the accounts

compulsorily audited (u.s 44AB) as discussed later in the chapter.
35

I



Sirnilar provisions are contained for Truck orvner's u/s 44AE and Retail business u/s
44AF which however are optional to the assessee i.e the assessee may or may not opt for
the presumptive scheme contained in the above sections 44AD,44AE arrd 44AF.

4.6 Set Off aad Carry Forward of,Busiaess Loss :

If there is a loss in any business, it can be set off against prollts of any other
business in tire sanre year. The loss, if any, still remaining can be set off against income

under any other head (other than income under the head'salaries) in the same year.

However, loss in a speculation business can be adjusted only against profit of another

speculation business. Losses not adjusted in the same year can be carried forward to

subsequent years for set off.

4.7Method ofAccountlng :

Profit or gains of business or profession shall be computed only on either cash

system or mercantile system of accounting regularly followed by the assessee. The tax-
payeis shali also fol1ow accounting standards as may be notilied by the Central Govt.

from time to time for various businesses. (Section 145 ( 1 ) ( 2 ).) The following two

Accounting Standards shall have to be followed for Income Tax purposes:

Accountlng Standard. I relatlng to dlsclosre of accountlng policles

Accounting Standard II relating to disclosure of prior period and extraordinary
items and changes in Accounting Policies

{If The matn features of the above trro accountlng standards contalned h section
14512f are :

t. All signilicant accounting policies adopted in the preparatron and presentation of
Iinancial statements to b'e disclosed.

2. Any change in an accounting policy having a materiat effect, its impact and the
adjustments resulting there ftom to be disclosed.

3. Accounting policies shouid represent a true and fair view of the state of affairs of
the business/profession. The considerations for selection and application ofaccounting
policies are prudence, substance over from and materially.

4. If any of the furidamental accounting assumptions retailing to Going Concern,

Consistency and Accrual, is not followed, the fact shall be disclosed.

5. Any change in an accounting estimate which has a material effect state of affairs of
the business has to be properly disclosed and also to be quantified.

lIIf \Iatuatloa ofopealag aad closlag stock (Sectlon 145A| :

The opening and closing stock shall be valued in accordance with the method of
accounting regularly employed by the assessee and adjusted to include tJ:e amount
of any tax, dut5r, cess or fee actually paid or incurred by the assessee as on the date of
valuation.
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4.8 Maintenance ofEooks ofAccounts ofbusiness or Profession :

(l) Specified Professions : Every person carrying on profession of law, medicine,
engineering, architecture, technical consultancy, interior decoration, authorised
representative, film artist, Company Secretarjr or information technolory whose gross

receipt from such profession exceeds Rs. 1,50,000 in any of the three years immediately
preceding the previous year, or likeiy to exceed Rs. i,50,000 during the previous year , is

required to maintain books of accounts speciiied in rule 6F of I.T Rules . Rule 6F mentions
the following account books:

(i) Cash book

(ii) Journal if the accounts are maintained accounting to the mercantile systerrr of
accounting,

Ledger

Carbon copies of bills and receipts serially numbered, where sum exceeds Rs. 25

Original bills and receipts in respect of expenditure incurred by the person or,

where such bi1ls and receipts are not issued and the expenditure incurred do not
exceed Rs. 50, payment vouchers prepared and signed by the person. In case

where the cash book is maintained by the person and contains adequate
particulars in respect of the expenditure incurred by him he is not required to
prepare payment vouchers

(vi) Medicat Professionals has to keep a Daily case register in Form No 3C

{vii} Medical Prolessionals are also required to maintain an inventory as on the first
and the last day of the previous year, of the stock of drugs, medicines and other
consumabl.e accessories used for the purpose of his medical profession.

Books of account and docunrents should be kept for at least six years from the end

of the relevant assessment year. By the above professionals

(Ul ilotr speclfied professlonal and buglnessme! tsuch Persons who are carrying on
the business or.profession and their income exceeds or likely to exceed Rs. 1,20,000 or
the tota-l sales, turnover or gross receipt exceeds or is likely to exceed Rs. 1O,00,000 in
any one of the three immediately preceding years or during the previous year, as the case
may be, are compulsorily required to maintain such account books as may enable the
Assessing Oilicer to cbmpute his total income in accordance u'ith the provisions of the Act
cBDT has not prescribed any specific books ofaccounts or documeats for non specified

professionals or businessmen Therefore ,such books /documents has to be maintained
as will enable the A.o to compute the total income like ; (i) cash Book and Bank Book, (ii)
Journal, (iii) Ledgers, (v) Cash memos, (vi) Payment Vouchers, (vii) Any other account
books or documents in continuance of their business.

An assessee who is cover.ed under Secticin 44AD (business ofcivil constn:ction or
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supply ofiabour for civil construction), Section 44AE (business ofplying, leasing or hiring

trucks) or Section 44AE {retail trade in any goods or merchandise0 or Section 44BB

(business of exploration, etc. of minerai oils) or Section 44BBB (foreign companies engaged

in the business of civil construction, etc., or in certain turnkey power projects) and the

assessee claims that his income is lower than the deemed income computed under the

respective sections, then the assessee is compulsorily required to maintain the aforesaid

books of account. Here, it is important to mention that a Company is required u/s 209 of

the Company's Act to compulsorily maintain Books of Accounts as prescribed in Company's

Act, 1956. But for determination of the Income Tax liability of a company, the Assessing

Offrcer can insist on books /documents which are otherwise not prescribed in company's Act.

A person who do not fall under any of t}re above categories are advised to maintain

at least the main books of account - a cash book and a ledger so as to avoid unnecessary

disputes and arbitrary estimates in assessment proceedings u/s 144 by the Assessing

officers (A.O 'S ). Under section 145 {3 ) of the I.T Act an A.O has the power to reject the

account books which are unreliable ,fa1se ,incomplete or incorrect and may make an

assessment in the manner provided in section 144.

The book of account and documents should be kept for at least 6 years from the

end of the relevant assessment year.

{IIIf Compulsoty Audlt of Accouats :

Every Person - (a ) carrying on business shall if his total sales , turnover or gross

receipts as the case may be exceeds Rs..40 lacs in any previous year or (b ) carrying on

a profession if his gross receipts exceeds Rs. 101acs in any previous year or (c ) carrying

on business of civil contractors, truck operators and retail trades declaring their income

at an amount less than the amount computed under section 44AD,44A8, arid 44AF, as

the case may be, sha1l also, get their accounts audited under this section'

Persons deriving income under section 448 OR 44BBA are exempted from the purview of

compulsory Tax Audit u/s 44AB.

The audit report by a Chartered Accountant u/s 44A.8, along with a statement of

particulars should in the prescribed from, as under:

Category Audit Report

Form

Statement of

of Particulars form

Where accounts have been audited

under any other larv

3CD

Where accounts have been audited

under I. T. Act

3CB 3CD
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Audit of accounts is also necessa']r for claiming deductions u/s g0-IA, go-lAB, g0IB,
80IC oR 80-IDfrom business income. The audit should be got completed and the audit
report furnished before the due date for filing return, i.e. by the [3o septemberl of the
Assessment Year. Besides, in case the return is fited late, a copy of the audit report and
proof of filing it before the due date must be furnished along with the refurn.

Failure to get the accounts audited or to furnish audit report, in time attracts
penalty u/s 2718 up to t/r 7o of turnover or gross receipts or Rs. 1, 00,O0O, whichever is
less.

Suggestcd Questlons ;

l) There are certain expenditures which are specially disallowed while computing
business income in the case of all assesses. Discuss.

2) what are the admissible deductions in computing the taxable income from
"Business or profession" head. Discuss?

3) Can the following expenses be claimed as due basis? If so under what
circumstances?

(a) Saies tax

(b) Contribution by employer to pF

(c) Bonus or commission to employees.

4) what are the charging provisions u/s 2g under the head "profits and Gains of
Business br Profession."
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UNITV

INCOME FROM HOUSE PROPERfY

LearnlngObJectlves:Attheendofthisunit,studentswillunderstandthefollowing
aspects of Income from House Property:

r Chargeability

r Meaning of Ovrner of House Property

r Determination of Annual Value

. Determlration of net asset value

o Annual value of Self-Occupied Property

. Deductions from House Property

5.1 ChargeabilitY :

Any rental income from a residential or commercial property that is owned by a

p"r"on i" lir.bl" to be taxed under this head The income under the head house property

is not based upon the actual income from the property but upon the notional income or

theAnnualvalueofthepropertydeterminedaspertheprovisionsoftheAct'sothetesl
for taxability is notional income and not the real income from the house property

The annual value of a house property is taxable as income in the hands of the

owner of the property. The term House property consists of any building or land

uppll*"rru"a thereto oi *f,ictt the assessee is the owner' The appurtenart lands may be

intheformofaPlaygroundorcompoundformingpartofthebuilding''Houseproperty'
also includes flats, shops, office sface, factory sheds' and agricultural iand and farm

houses.

Where composite rent is received for property as well as services and amenities

like furniture aid fixtures, water and electricity etc., only the original value ofsuch property

is taxabie under the head..Income from House Property,'. Profit arising from services and

amenities are chargeable to tax under the head "Profit or Gain from Business and

Profession,or..IncomefromotherSources"asmaybeapplicable.Thefollowingincomes

areexcludedfromthechargeoflncometaxunderthishead:i'Annualvalueofhouse
property used for business purPoses' 
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i. Annual value ofhouse property used for business purposes.

ii. Income of rent received from vacant land.

iii. Income from house property in the immediate vicinity of agricuttural land
and used as a store house, dwelling house €tc. by the cultivators.

5,2 Mcanlag of Osner of Hous€ Property :

Income from house property is taxable in the hands of its legal owner in whose

name the property stands. 'Owner'for this purpose means a person who can exercise the
rights of the owner not on behalf of the ownir but in his own right.[R.B. Jodha Mal Kuthia
vs. CIT (1971) 82 ITR 570 (SC).

However, the following incomes from house property shall be deemed to be belonging

to assessee even if he may not be the legal owner of the property:

(iI Income from property transferred by an individual without adequate
consideration, to his/her spouse (otherwise than in an agreernent to live apa_rt),

or to a minor child, not being a married daughter.

(ii) Inconie from an importable estate held by the individual.

(iit Income from a house or part thereof a.llotted or leased by the co-operative

society, company or association of persons to the member.

(iv) Income from property in possession of a person in part performance ofacontact
of the nahtre referred to in Section 53A of Transfer of Property Act

(u) Income from property in which rights acquired by a person under clause (f) of

. Section 269UA, bywayof sale or exchange or under alonglease extending 12

years or more in the aggregate inciuding the term for which the lease may be

extended.

$.3 DeterminaHos of Annual Value :

Section 23 deals with the computation of annual value for charging income under
the head house property.

The annual value of any property is the sum which the property might reasonabiy
be expected to fetch if the property is let from year to year, In d€termining reasonable rent
factors such as actual rent paid by the tenant, tenant's obligation undertaken by the
owner, owners' obligations undertaken by the tenant, location of the property, annual
rateable value of the property fxed by municipalities, rents of similar properties in the
neighbourhood and rent which the property is likely to fetch having regard to demand
and supply afe to be considered or where the property or any part thereof is let out, the

annual vajue of such property or part shall be the reasonable rent for that property or
. part or the actual rent received or receivable, whichever is higher. In determining the
amount received or receivable, amount of unrealised rent shall not be included The amount
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ofunrealised rent shall be equal to the amount ofrent payable but not paid by a tenant of

the assessee and so proved to be lost and irrecoverable.

Where a property ( or part thereof) is let-out and was vacant during the whole or

any part ofthe year, and if due to such vacancy the rent received or receivable is less than

the reasonable rent for that property (or part) , ttren its annual value shall be the'amount

so recei.ved or receivable.

5.4 Determlnation of Net Annual V6lue INAVI :

From gross annua-l value determined as per section 23 , tbe iocal taxes such as

municipal tax, water and sewage tax, fire tax, and education cess levied by a local authority

are deductible while computing the annual value of the year in which such taxes are

actually paid by the owner.[Sec.23(1] First Provisionl

5.5 Annual Value ofSelf-Occupied Property :

At present, a preferentiai treatment is given to one self occupied property which is

not let out as under -

Where the property consists of one house or a part of a house in the occupation of

the owner for his own residence, and is not actually let during any part of the previous

year and no other benefit there from is derived by the owner, the annual value of such a

house or a part of the house shall be tal<en to be nil. [Sec.23(2){a} and Sec.23(3)]

Where the assessee is the owner of more than one such house used for the purposes of

his own residence the annual value in respect ofone of such houses which the assessee

may specify in this behalf shall be taken to be nil provided the other conditions are

satisfi ed. ISec. 23(4](a)l

However, annual value ofother houses (other than the one specified), shall be calculated

as if these were let-out.

Illustration 1: R owns a house property in Delhi. From the particulars given below compute

the income from house property for the assessment yeal 2008-09.

Rs.

Municipal Value

Fair rent

Standard rent

Actual rent (per month)

Municipal taxes

Municipal taxes paid during the year

Expenses on repairs

Insurance piemium

2,00,000

2,52,OOO

2,40,000

23,000

207o of municipal value

5O% of tax levied

20,o00

5,000
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Solution: Gross annual r-alue shall be higher of the foltowing two:

Rs RS

(a)

(b)

Expected rent

I Municipal value ( Rs 2,00,000), Fair rent
( 2,52,OOO} whichever is higher, but

limited to standard rent (2,40,000)

Actual rent received/ receivable

(23,000 x 12)

Gross annuai value

Less: Municipa.t ta-xes paid

[.50% of (2o % of Rs 2,00,000)]

Less : Deductions u/s 24

Statutory deduction @ 30%

Income from house property

(c)

2,40,OOO

2,76,OO4

76,800

2,76,OO4

20,000

2,56,000

179200

5.6 Deductlons from focome from Property [Sec.24l :

(i) A sum equal to 30% of the net annual value of the property is ailowed as deduction

in case of house property other than self occupied properties.

(ii) Interest payable in India on borrowed capital, where the property has been acquired,

constructed, repaired, renovated or reconstructed with such borrowed capital, is a.liowable

(without any limit) as a deduction { on accrual basis). Furthermore, interest payable for

the period prior to the previous year in which such property has been acquired or

constructed shall be deducted in five equal annual instalments commencing from the

previous year in which the house was acquired or constructed.

Br-rt, in case of Self occupied house property a maximum deduction of Rs 30,000

by way of interest on borrowed capital for acquiring, constructing, repairing, renewing or

reconstructing the property is available in respect of such proper.ties- ln case of self-

occupied property acquired or constructed lvith capital borrowed on or a-fter L.4.1999

and the acquisition or construction of the house property is made within 3 years from the

end of ihe financial year in rvhich capital was borrowed the maximum deduction for

interest shall be Rs 1,50,000.

5,7 Other Important Provisions for computltrg house property lncome:

(i) As per section 258 any arrears of rent, which has not been ta:red u/s 23, received

in a subsequent year, shall be taxable as income from house property in the year of
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receipt, after allowing a deduction of 30% of such amount to$/aids repairs and collection

charge s.

(ii) As per section 26, where house. property is owned by two or more persons and

their respective shares are delinite, such persons shall not, in respect of such property,

be assessed as an association ofpersons, but their share in income from the property will

be computed according to Sections 22 to 25 and taxes in their hands respectively.

(iii) Income from subletting of the house property is taxable, under the head 'Income

from other sources' and not under this head, as the person, who sublets the property is

not its owner but only a tenant.

5.8 Rules for cosrputing House Property Income :

(i) Deterrnine the gross annual value of the property.- Section 22 & 23

(ii) Deduct municipal tax paid by the assessee, during the year to arrive at the net

annual value.

(iii) From the net adjusted annual value make permissible deductions under Section

24 fcr repairs and interest.

{iv) The balance is the income from house property.

Suggestbd Questioas :

1) What is tJre concept of deemed ownership of the house property for the purpose

of computing income from House Property?

2\ What is annual value and how is it determined?

3) Deline annual value and state the deduction allowed from annua-l value to arrive

at income from house property.

4l Can there be loss under the head house property? Discuss.

l
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UNITVI

CAPITALGAINS

6.lBasig of Charge (Sec 45 (Ul :

Any profits cr gains arising from the transfer of a capital assets effected during the

previous year is chargeable to income-tax under the head Capital gains' and shall be

dccmed to be thc income of that previous year in which the tra;Isfer takes place unless

such capital gains is exempt u/s 54,548, 54D,548C,54F ,54G,54CA. The essentiai

conditions for taxing capital gains are Lhe followings:

(i) There must be a capital asset.

(ii) Such capital asset must have been transferred.

However, section 45 (1) (A ) provides that where there is a profit or gain from

insurance claim due to damage or destruction of propert]' ,there will be capital gain,

although no asset has been transferled in such a case.

Meaniag of CapitEl Asset :

'Capltal Asset' means property of any kind held by an assessee including property

of his business or profession, but excludes non-capital assets. [Sec.2(14)]

Non capita.l assets are-
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(i) Stock-in-trade, consumable stores or raw materials held for the purpose of business

or profession.

(ii) Personal effects viz. wearing apparel, furniture, motor vehicles, etc held for personal

use of the assessee or his family. As a result, any gains arising on sale of personal car or

any other personal effect is not taxable. Jewellery will not be treat€d as personal effects,

though held for personal use. Jewellery, shall therefore, be capital asset for capital gain

tax purpose. Silver utensils are however held to be personal effect

(iii)Agricultural land in India but excluding agricultural land situated within the

iurisdiction of a municipality or a cantonment board having population of 10OOO or more

or agricultural land situated within I kiiometres from local limits of such municipality or

cantonment board

(iv) Special Bearer Bonds, 1991

(v) 6.50lo Gold Bonds, 1977 or7% Gold Bonds, i980 or National defence Bonds, 1980.

(vi) Goid Deposit Bonds Issued under the Gold Deposit Scheme, 1999.

6.2 Certaia Transactions included in deliaition ofTraosfer :

As per Section 2(47), 'transfer' includes :

(i) Sale or exchange of the asset.

tii) Relinquishment of the asset.

(iiil Dxtinguishment of any rights in the asset.

(iv) pompulsory acquisilion of the asset under any law.

(") Conversion ofthe asset into stock-in-trade ofa business carried on by the owner

of t.l-e asset.

("i) Maturity of redemption ofazero coupon bond issued by an infrastructure capital

company /fund or a public sector company on or after 1.6.2005 and notified by

the Central Government, in respect of which no payment or benefit is received

or receivable before maturity/ redemption.

(vii) Handing over the possession of an immovable property in part performance of a

contract for the transfer of that property.

(viii) Transactions involving transfer of membership of a group housing society,

company, etc, which have the effect of transferring or enabling enjoyment of any

immovable property or any rights tJ-erein?

(i*) Distribution of assets on the dissolution of a firm, body of individuals or

associations of persons.

(x) Transfer of a capital asset by a partner or member to the lirm or AOP, whe{her

by way of capital contribution or otherwise.



(rn) Transfer under a gift or an irrevocable trust of sha,res, debentures or warrants

allotted by a company directiy or indirectiy to its employees under Empioyees'

Stock Option Plan or Scheme of the company as per central Government

guidelines.

6.3 Certain transactions not included in transfer :

Certain transfers as contained in section 47 are not regarded as transfer for Capital

gain tax purpose and so on transfer of such assets capital gain tax is not attracted

Some of the transactions which are not regarded as 'transfer'u/s 47 and are,

therefore, exempt from capital gains tax are -

(i) Any transfer on account oftotal or partial partition of H.U.F. or under gift or will or

an irrevocable trust.

(ii) Any transfer of a capital asset (not as stock -in-trade) by a company to its wholly

owned subsidiary company or vice-versa provided the transferee company is an

Indian company.

(iii) Any transfer of shares in an Indian company by a foreign company to another

foreign company in pursuance of scheme of amalgamation between the two foreign

companies

(iv) Any transfer of shares in an Indian company, by a demerged foreign company to

the resulting foreign company.

(4A) Any transfer of a capital asset by the predecessor co-operative bank to the

successor co-operative bank in a business reorganisation.

(48) Any transfer by a shareholder of shares held in the predecessor bark in
consideration of allotment of shares in the successor co-operative bank, in

a business reorganisation.

(v) Any transfer of bonds or Global Depository Receipts referred to in Section 1 15AC

made outside India by a non-resident to another non-resident-

(vi) Any transfer of a capital asset by a banking company to banking institution, in a

scheme of amalgamation sanctioned and brought into force by the Central Govemment.

(vii) Any transle-r of capital assets under a scheme of demerger to the resulting company

which I an Indian company.

(viii) Any transfer of shares in the amalgamating company in consideration of allotment

of shares in the amalgamated Indian company,

(ix) Any transfer or issue of shares, under a scheme of demerger, by the resulting

company to the shareholders of the demerged company, if the transfer or issue is

made in consideration of demerger of the undertaking"

[x] Any transfer of works of art, archaeological, scientific or art collection books,

+t
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manuscript, drawings, etc to the Government, a University, National Museum, etc

to the Gallery, National Archives or any other nolihed museum or institulion.

(xi) Any conversion of bonds or debentures, debenture stock or deposit certihcates, o{

a comp€rny into shares or debentures of that company'

(xii) Transfer of securities under the stock lending scheme approved by SEBI or RBI.

(xiii) Transfer of a capital asset in a revelse mortgage transaction under the notified

scheme.

6.4 Capital Gain - Year of Taxabllity :

capital gains form part of the ta-rable income of the previous year in which the

transfer giving rise to the gains takes place. Thus, the capital gain shal1 be chargeable in

the year in which the sale, exchange, reiinquishmen!, etc, takes place. where the transfer

is by way of allowing possession of an immovable propertlr in part performance of an

agreement to sell, capital gain shalt be deemed to have arisen in the year in which such

possession is handed over. If the transferee already holds the possession of the property

under sale, before entering into the agreement to sell, the year of taxability of capital

gains is the year in which the agreement is entered into

In case of destruction or damage of a capital asset in fire, flood, riot etc' arrd

rece ipt of any money or asset as insurance claim, the capital gain sha-ll be chargeable to

tax in the year such money or asset is received[Sec.45(1A]l'

In case of transfer by way of conversion of a capital asset into stock-in-trade of a

business, the capital gains are deemed to arise in the year in which such stock-in-trade

is sold or otherwise transferreri[Sec.45(2)1.

In cases of compulsory acquisilion of a capital asset, the amount of compensation

or consideration or any part thereof, originally awarded is charged to tax in the year it is

received. Any additional compensation shail be taxable in the year of its receipt. Where

the amount of consideration/ compensation or the enhanced consideration/ compensation

is subsequently reduced by any court order, the capital gain shall be recomputed with

reference to such reduced considerationf compensation[Sec 45(5]l'

6.5Types of CaPital Galas :

Based on the period of holding of a capital asset prior to its transfer, a capital

asset may be a short term capital asset or a long term capital asset and accordingly gains

arising on transfer of a capital asset may be a short term or a long term capital gain

(i)ShortTerm:Gainsontransferofcapitalassetsheldbytheassesseefornotmore

than 36 months [12 months in case of a share held in a company or any ottrer

security listed in a recognised stock exchange in India, or a unit of the UTI or

mutualfundspecilredu/s10(23D)orazerocouponbond]immediatdpreceding
the date of its transfer.
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(iil Long Termr The capital gains on transfer of capital assets held by the assessee

for more than 36 months [12 months in case of shares held in a company or any

other listed security or a unit of the UTI or ola specified mulual fund or a zero

coupon bond. j

Here it is important to understand the meaning of the term period of holding -

Period of holding a capital asset is the duration from the date of its acquisition to

the date of its transfer. However, the period of holding shall exclude or include

certain other periods in cases and under circumstances given in section 49.

(i) In case of a capital asset that becomes the property of the assessee in the

, circumstances mentioned u/s 49(1), the period for which the asset was held by

the previous owner shall be included for ascertaining the nature of capital gain -
short term or long term

{iil In case ofa share or any other security, subscribed to under a rights issue, the

' period shall be reckoned from the date of its allotment.

, (iii) In case of a capital asset, being the right to subscribe to a share or any other

I security, which is renounced in favour of any other person, the period shall be

reckoned from the date such right is offered by the issuing company.

(iv) In case of security or sweat equity shares allotted or transferred by the employer

free of cost or at concessional rate to his employees{including former employees),
' popularly ca.lled as Employees Stock Option Plan (ESOP), the period shall be

r€ckoned from t].e date of their a-ilotment or transfer.

6.6 Mode of Computatiou (Sec 481 :

(i) Ascertain the full value ol consideration. received or accruing as a result of the

transfer.

(ii) Deduct from the full value of consideration

. Transfer expenditure like brokerage, legal expenses, etc.

. Cost of acquisition of the capital asset/indexed cost of acquisition in case of long-
t rerm capital asset, and

c Cost of improvement to the capital asset/'indexed' cost of improvement in case of

' long-term capital asset.

(iii) The balarrce left-over is the gross capita.l gain/loss.

(vi) Deduct the amount of permissible exemptions u/ss 54, 548, 54D, 548C, 54 G,

54GA and 54H, etc-

(v) The balance is the net capital gain/loss, chargeable to tax.

6,6.1 Falr Value ofConsideratloa ln case ofland and / or Bultdtng:

Where the full value of consideration deciared in respect of transfer of arry land
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and / or building, held as a capital asset and not as stock - in -trade, is less than the

value adopted or assessed by the State stamp valuation authority in respect of such

transfer, the value so adopted or assessed shall be deemed to be the full value of

consideration, and capital gains computed accordingly.

Where the assessee claims that t}le value adopted or assessed for stamp duty

purposes exceeds the fair market value, and he has not disputed the same in any appeal

or revision or reference before any court, the Assessing Offrcer may refer the valuation of

the relevant asset to Valuation officer. Then the Assessing ollicer shall take the value

determined by the Valuation officer or the value adopted for stamp duty purposes,

whichever is iess [Sec.50C].

6.6.2Transfer Expclsea :

Transfer expenses include brokerage paid for arranglng the deal, legal expenses

incurred for preparing conveyance deed and other documents, cost of inserting

advertisement in newspapers for sale of the asset and commission paid to auctioneer. It

is necessary that the expenditure should have been incurred wholly and exclusively in

connection with the transfer.

6.6.3 Cost of Acqulsitlol :

Cost of acquisition is the amount for which the capital assetwas originally purchased

by the assessee [Sec.55(2](b)j. Cost of acquisition of an asset is the sum total of amount

spent for acquiring the asset .Where the asset is purchased, the cost ol exchange for

another asset, the cost of acquisition is the fair market value of that other asset as on the

date of exchange.

Any expenditure incurred in connection with such purchase, exchange or other

transaction e.g. brokerage paid, regiskation charges and legal expenses, is added to

price or value of consideration for the acquisition of the asset. Interest paid on moneys

borrowed for purchasing the asset is also part of its cost of acquisition.

Where capital asset became the property of t}le assessee before 1.4.1981, he has

an option to adopt the fair market value of the asset as on 1.4.1981, as its cost of acquisition.

6.6.4Cost of acqulsltion ofPtevious Owner :

Where the asset was not origina.lly purchased by the assessee but it passed on to

him under any of the circumstances mentioned in section 49, the cost of acquisition in

the hands of the assessee shali be the cost for which the previous owner acquired it like

in case of -

(i) Distribution of assets on total or partition of an H.U.F.

(ii) Transfer under a gift or will or by succession, inheritance or devolution.

(iii) Under a transfer to a revocable or an irrevocable trust,

(iv) Under a transfer referred to in Section a7(iv),(v), (vi), {via), (vica), (vicb} or (viia).
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6,6,5Cost of Improvenetrt :

Cost of improvement means all capital expenditure incurred in making additions

or alterations to the capital asset, by the assessee( or the previous owner).Betterment

charges levied by municipal authorities also constitute cost of improvement, However,

only the capital expenditure incurred on or aJter f .4.1981, is to be considered and that

incurred before 1.4.1981 is to be ignored.

6,6.6 Indexed Cost of Acquisitlon/Improvement : .

For computing long-term capital gains, lndexed Cost of Acquisition' and 'Indexed

Cost of Improvement' are required to be deducted from the full vaiue of consideration of a

capital asset. Both these costs are thus required to be indexed with respect to the Cost

lnflation Index pertaining to the year of transfer. In case of bond and debentures, except

capitat indexed bonds issued by the Government, the cost of acquisition and cost of

improvement shall not be indexed.

Accordingly, 'lndexed cost of Acquisition' and 'lndexed Cost of Improvement' shall

be computed as under :

Indexed cost of Acquisition

= Cost of Acquisition X Cost Inflation Index for the vear of transfer

Cost Inflation index for the year of acquisition or 1981, whichever is later

Indexed cost of Improvement

= Cost of Improvement X Cost lnflation Index for the vear of transfer

Cost Inflation Index for the year of Improvement

It may further be noted that where additions/alterations to a capital asset had

taken place over a number of years, then indexed cost of improvement, for each year in

which there was an addition/alteration, sha-ll be worked out separately and then aggregated

to arrive at the "lotal indexed Cost of Improvement', in respect of that asset.

6.6.7 Cost Inllatioa lodex ;

- The Government has notified the following Cost Inflation Index :

S.No. Fioancial

Year

C.I.I S.No, Financial

Year

C,I.I

I 1981-82 100 15 1995-96 281

2 1982-83 109 i6 1996-97 305

3 1983-84 116 77 1997 -9A
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S.No. Finauclal

Year

c.l.r S.ISo. Flnancial

Year

C.I.I

4 1984-85 125 18 19S8-99 351

i985-86 i33 19 1999-2000 389

6 t986-47 140 20 2000-2001 406

7 1987,88 150 21 2001-2402 426

I 1988-89 161 22 2002-2003 447

9 r989-90 172 23 2AO3-2004 463

10 19SO-91 782 2004-2005 480

11 1991-92 I99 25 2005-2006 497

1) 1992-93 223 26 2006-2007 519

't.j 1993-94 244 27 2007-08 551

I4 t994-95 259

6.7 Rates ofTan on Capltal Gains :

Section 111A deals with tax calculation on short term capital gains. The main

provisions are Short term Capital Gains are included in the gross total income of the

assessee and aJter allowing permissible deductions, the total income is subject to tax at

the rates in force for the r<ilevant Assossment year. However, short -term capital gains

from transfer of equity shares/units of an equity-oriented mutual fund, subjected to

Securities Transaction Tax, shall be taxable at a flat rate of 15% [10% for A'Y'

2008-081. Also, deductions shall not be allowable against such short-term capital gains.

Section 112 deals with tax calculations on long term capital gains-

Long term Capital Gains are subject to a flat rate of tax@ 2070 .However, in respect

of long-term capital gains arising from transfer of listed securities, units of mutual funds

/ UTI, or zero coupon bonds, tax shall be payable @2O 
ok of capital gain computed after

allowing indexation benefit or @ TOoh of the capital gain computed without giving the

benefit of indexation, whichever is less.

6,8 Baslc Erempuon Available agalnst short-term capltal Gains from shares etc :

In the case of a resident individual or a resident Hindu undivided famiiy, the basic

exemption limit of Rs 1,50,000 [Rs 1,10,000forA'Y' 2008-09] (Rs 1,80,000 [Rs 1,45'O00

for A.Y. 2008-O9l for women assesses below 65 years and Rs 2,25,000 [Rs 1'95'000 for

A.Y. 2O08-0Sl for senior citizens shall be allowed against total income as reduced by the

amount of short-term capitai gains, and the balance , if any , shall be allowed against
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such short-term capital gains. That is, where the tota-l income as reduced by the short-

term capital gains is below the exemption limit then the amount of short-term capital

gains chargeable to tax shall be reduced by the amount by which the total income so

' reduced fa-1ls short of the exemption limit.

6.9.1Basic Exemption Avallable agalnst Long-term Capital Gains taxabte at llat ratt :

In the case of a resident individual or a resident Hindu undivided family, the basic

exemption limit of Rs 1,50,000[ Rs 1,0,000 lorA.Y.200B-09] (Rs 1,80,000{Rs 1,45,000 for

A.Y. 2008-091 for women assessees below 65 years and Rs 2,25,000 [Rs 1,95,000 for A.Y.

2008-091 for senior citizens shall first be allowed against total income as reduced by the

amount of long-term capital gains, and the balance, if any, shall be allowed against such

long-term capital gains. That is, where the total income as reduced by the long-term

capital gains. That is, where the total income as reduced by the long-term capital gains, is

below the exemption limit then the amount of long term capital gains chargeable to tax

shall be reduced by the amount by which the total income so reduced falls short of t}le
'exemption limit.

6.9,2Exemptions ofLTCG on sate ofequlty shares /units of atr equity otiented Fund

[Section 1o(38f ] :

Long term capital gains from equity shares or units of an equity-oriented mutual

fund, transferred on or after L 10.2004 and chargeable to Securilies Transaction Tax,

shall be fully exempt.

6.9.3 Provisions for Set offaod Carry Forward of Capitai Loss :

(i) If there is loss under any head it can be set be off against income from long:1srn

capital gain arid the balance of long -term capitai gain , if aly , shall be subject to tax @

2Oo/". For example, if there is a business ioss of Rs50,000 and there is long-term capital

gain of Rs 90,000, then after setting off loss of Rs 5O,000 against long-term capital gain

only Rs 4O,000 will remain under the head'Capital Gains' to be included in the total

income.

(ii) Any short-term capital loss can be set off against any capital gain {both long-term

and short-term) and against no other income. Any long-term capitai loss can be set off

only against long-term capital gain and against no other income.[Sec.70 and 71(3]].Any

short-term capital loss can be carried forward to the next eight assessment years and set

off against 'capital ga:ns'(short term or long term) in those years. Any long-term capital

loss can be carried forward to the next eight assessment years and set off only against

long-term capital gain in those years.

6.1O E:remptlotrs from capltal galns tax :

Section 54, 548, 54D, 54EC, 54F, 54G, 54H Grants exemption of capital gains

The main provisions in this regard are -
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(i) Any long-term capital gains arising on the transfer of a residential house ( including

self-occupied house), to an individual or HUF, will.be exempt from tax if the assessee has

within a period of One year before or two years after the date of such transfer purchased

or within a period of three years constructed , a residential house. The exemption is

availabie in the manner and to the extent specified in section 54 of the I'T Act'

(ii) Any long-term capital gain {arising on transfers that take place on or after 1.4.2000)

shall be exempt in accordance with the provisions of section 54Ec if the whole of the

amount of such capital gain is invested in long-term specified assets i.e. bonds issued by

National Highway Authority of India INHAI) or by the Rural Electrification corporation

Ltd, within a period of six months from the date of transfer w.e.f L.4.2OO7, the amount of

investment in long-term specified assets by an assessee during a financial year, shall not

exceed Rs 50 lakhs.

(iii) Any long-term capital gain arising to an individual or an HUF, from the transfer of

any asset, other than a residential house, shatl be exempt in accordance with the provisions

of section 54F if the whoie of the net consideration is utilised within a period of one year

before or two years after the date of transfer for purchase, or within 3 years in construction,

of a residential house.

If, however, only parl of net consideration is so utilized, the amount of exemption

shall be equal to :

Capital Gains X Cost of New Residential House

Amount of Net Consideration

6.11.lCapital Gains on Self generated assets :

(i) capital gains arising from the transfer of goodwill are taxable. It may be noted t-hat

transfer of goodwiil by a partner to the ltrm or by a member to the AoP/Bol or vice versa,

is also taxable. For this purpose, cost of acquisition of self-generated goodwill is nil and

that of goodwill purchased from another person is the price paid to that person.

(ii) In computing the capital gain arising on tratrsfer of a trade mark or brand name

associate with a business, its cost of acquisition shail be deemed to be nil where it is self-

generated, or the price paid for its acquisition where it is acquired ftom a previous owner

(iii) ln computing the capital gains arising on transfer of right to manufacture, produce

or process any article or thing or right to carry on any business, the cost of acquisition of

such asset, where it had been purchased from a previous owner, shall be purchase price

paid, and in other case (i.e. where the asset is self-generatbd it shall be nil'

6.11.2Capital Gains on Transfer ofDePreciable Assets :

Section 50 deals with manner of computation of capital gains on depreciable assets.

The important provisions are -

Depreciable assets used in the business are also capital assets and, therefore,
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transfer of any such asset would attract capital gain, Important points on capital gains on

depreciable assets are:

(i) Capital gain/loss on transfer ofa depreciable asset is always 'short-term' irrespective

of the period of holding.

(ii) For computation of capital gain, the cost of acquisition/improvement of the asset

need not be ascertained. The capital gain is computed with reference to the written

down value of the entire block of assets to which the asset under transfer pertains.

Illustratloal:

Mr.A purchased a plot of land during 1979-80 for Rs 8 lakhs. He incurred fencing

expenses Rs 50,000 during 1980-81. He constructed a residential house on the plot at a

cost of Rs 3,22,OOO during 1989-90 and another Rs 2 lakhs during 1992-93. The fair

market value of the plot as on 1.4.1981 is estimated at Rs 1O la-khs.

Mr. X seils the house during 2007-O8 for Rs 75 lakhs, incurring transfer expenses

of Rs 75,000. Compute the taxable capital gains for A.Y. 2008-09.

Solutioa: Computation of Long-Term Capltal Gains

Full vaiue of consideration for

the house

Rs Rs

75,O0,000

Less: Transfer Expenses 7s,000

Net consideration 74,25,AOO

Less: Indexed cost of acquisition

(See note 1)

55,10,000

Less:Indexed cost of Improvement

(See note 4)

15,25,693 70,35,693

Taxable l,ong-term Capital Gains 3,89,307

l{otes :

(l) Indexed Cost ofAcquisition ofHouse is

Cost ofAcquisition {See note 2)X CII for the vear of transfer(i.e 2007-O8l

CII for the year 1981-82 (i.e.100) (See note 3)

= Rs 10.00.000 X 551 = Rs 55,10,000

100

{21 Where the capital asset was purchased before 1.4.1981 and its Fair Market Value



(3)

(4)

{FMV} as on 1.4.1981 is higher than the actual cost of acquisition, the Cost of

Acquisition may be deemed to be the F.M.V. as on 1.4.1981 i.e. Rs l0lakhs .

The Cost Inflation Index shali be taken for the year in which the asset was acquired

by the assessee or for 1981-82 , whichever is later.

(a)lndexed Cost of Improvement (i980-81) = Nil {See note 5)

(b) Indexed Cost of Improvement ( i 989-90)

bosl of Improvement {1989-90} X Cil for.the vear of transfer fi.e 2007-08)

CII for the year in which the improvement took piace (i-e. 1989-90)

= Rs 3. 22,00O X 551 = Rs 10,31,523
1na

(c) Indexed Cost of Improvement (1992-93)

Cost of Improvement {1992-93) X CIi for the year of transf-er (i.e 2007-08)

Cll for the year in which the improvement took place (i.e. 1992-93)

= Rs 2.0O,000 X 551 = Rs 4,94,170
co.'1

Total Indexed Cost of Improvement = [ {a} + {b} =(c)] = Rs 15,25,693

(5) The cost of improvement incurred before 1.4.1981 sha.li be ignored and only that

incurred on or after 1.4.i981 shall be taken into consideration.

Suggested Questioo :

i) What are the incomes included under the head 'Capita,l gains'? Discuss tJ:e

deductions allowable under this head.

2l What is 'Cost of acquisition' of a capital asset? How is the cost of acquisition

deterrnined under different conditions?

3) Discuss the exempLions regarcl.ing capital gains.

4) What are to be deducted u/s 48 from the fuil value of the consideration to

compute chargeable capital gains?

5) Mr. X transfers jewellery on Ol / lL /A6. The full value consideration ofjewellery

transferred was Rs 10.50 lakhs and the expenses on transfer aaount to Rs

50,000. His indexed cost ofacquisition is Rs 3 lakhs. He purchases a residential

house on 15 /06l07 for Rs 8 lal<hs. Compute the amount of exemption u/s 54F.
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UNITVTI

IITCOME T'ROM OTHSR SOI'RCES

IIND

SPTOFFAI{D CARRY FORWARD OF LOSSES

Learning ObJectives: At the end of this unit, students will understard tire following

aspects of Income from other sources and Set off and Carry Forward of losses.

r Income from other sources

. Chargeability

o Deductions Allowable

r Meaning of set off and Carry Forward of Losses '

7.1 Income from othet sourees :

Income from other sources is the fifth and last head amongst the five heads of

income,, Section 56 to 59 of the income Tax Act 1961 dea.l with this head. As per section

56(1) any incorne which falls within the meaning of the definition of income uf s 2(241buf

does not specifically fa,ll under the other four heads namely -salary, house property,

business and profession or capital gains, then such income shall be taxable under the

head income from "other sources". Hence, income of every kind which is not to be excluded

from the total income under this Aci shall be chargeable to income tax under the head

"Incorne from other sources.' If it is not chargeable to income tax under any of the heads

specified in section 14, item A to E. In other words, following conditions must be specified

before an income can be taxed under the head "lncome from other sources.'

(i) There must be an income.

tn) Such income is not exempt under provisions of this Act.

(iii) Such income is not chargeable to tax under any of the lirst four heads-

7,2 Chargeability :.

Incomes chargeable to tax under this head may be divided under two sub-heads:

'specihc incomes" and "other incomes". The followings are "specific incomes" to be taxable

under this head :

(l Dividendc : A share of prolit received by a sharehoider out of the profits of the
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company, proportionate to his sharehoiding is termed as "dividends.? But the iegislature

in defining dividend has added certain other receipts which otherwise may not have been

called dividends. According to Sec.2(22J of the Income-ta:r Act, receipts which are deemed

to be dividends are described as following:

r Distribution of accumulated pro{its, entailing the release of cr:mpany assets.

. Distribution can be physical or constructive.

. Renunciation of Rights shares, covered by accumulated profits.

e Shares distributed as dividend must be valued at Market Value.

' . Distribution ofBonus Share to Preference Shareholders.

(IIf Any ll/innings l This includes winning lottelies, crossword puzzles, races, including

horse races, card games and other games of any sort or from gambling or betting of any

lorm or natu re whatsoever.

{III} Iacome ftom Letting of Machlnery, Plant or Furniture 'Machinery, plant or furniture

are commercia.l assets. Any lease thereof is to be regarded as a business transaction,

yielding a business income.

(IV) Iacome under Inseparable Letting of Plant and Machinery along with Buildiug :

The income from letting of a building is chargeable to tax under the head "income from

house property." But where machinery, plant or furniture belonging to the assessee is let

along with building and letting of building is inseparable from the letting of the said

machinery, plant or furniture, the rental income from such letting rnay be chargeable to

tax under "other sources."

{V) Interest on.Securitles [Sec 56(2] {id)l:It means interest: (i) Interest on any security of

Central or State Government, (ii) Interest on debentures, (iii) Interest on other security for

money, issued by tocal authority, company or a corporation established by a central,

state or provincial act. lnterest on securities becomes due on dates specihed on the

securities and not at any periodic interva.ls and also depends on the holding period by the

assessee.

(VIf Income from the activi$l of owning and maintaining race horses where an assessee

maintains horses for the purpose of running them in races, then the income from such

race animals from running in races, will be taxable in the hands of the assessee under

the head income from "Other Sources."

(VtIf Personal Glfts : Any gift of money, exceeding Rs 50,000 in the aggregate, received

from unrelated on or after Aprili, 2006 wili be taxable under the head "income from other

sources." Only gift of money is subject to tax. Cift in kind is riot taxable.

Gift of money received is not taxable in the following cases :

(i) Gift of money received by an individual from any relative;

(ii) Gift of money received on the occasiol of the marriage of the individual;



(iii) Gift of money received under a r,'ill or by inheritance;

(iv) Gtft of money received in contemplation of death of the donor;

(v) Gift of money received from any fund or university or other educational instituiion.

The following are other incomes not specifically chargeable under other sources:

r Director's fees and director's commission for underwriting shares of a new compaly.

r lncome derived by sub-lettrng a house by a tenant.

. The salaries of a Member of Parliament.

o Examiners fee received by a lecturer from a university.

. Interest r.rn loans, bank deposit or current account, and interest payable under a
decree.

o Interest received on excess payment of advance tax (under Sec. 234E}) or interest
received on delayed refunds (u/s 243 and 2441.

o Interest under National Deposit Scheme is taxable (u/s s6) in the year of accrual.

T.3Deductions allowable (Section 57| :

0) In case of income from the hiring of machine, plant and furniture along with the
buildings-

. Amount spent on the current repairs of the builtiing.

n Premium of the insurance against risk of damages and destruction of the premises.

. Depreciation allowable according to Income Tax rules.

(II) In case of income from family pension, a deduction of 331/3%of suchorRs 15,000
whichever is less.

(III) Any other expenditure lay out or expended wholly and exclusively lor making or
earning such income.

(IV) Any allowance or expense in connection with income from horse races , spent in
the activity of owning and maintaining such horses.

Also, section 58 specilies certain expenses not allowable in computing the income
under the head -lncome from other sources

7.4 Metbod of Accounting :

Income chargeable under this head depends upon tJre method of accounting
regularly employed by the assessee. Thus if the

(i) Books are kept on mercantile system or if the books are not kept by the assessee,

then the income is taxed on due basis and expenditure is deducted also on due
basis.

(ii) If the books are kept on cash system then the income is taxed on receipt basis and
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the expenditure i.ncurred is also allowed as a deduction on cash basis'

Illustratiou 1:

Mrs. Verma submits the follOwing particulars of her investments. Determine her

income from interest on securities for the assessment year 2OO7 -Oa '

(i) R-s 78,O00 , 9Yo less tax non-listed debentures of ACC Ltd'

(ii)Rs89,0o0,12%securitiesofPunjabGovernment.Interestonboththecases
above is payable on 1$ October every year. On l"'October 2006, she borrowed Rs

60,000atIoo/op.a.topurcha$eRs50,0o0,9.57osecuritiesofU'P'Government(
duedateofinterestislstMarcheveryyear).Interestdueon1".March2007is
received on 1d april 20o7. Interest on loan taken on 1$ October 2006 has been

paid in the Previous Year 2OO7'OA.

Solutlon ; Computation of income from interest on securities for the assessment yeaJ

2007-07.
Pc

7,O20

10,680

4,750

22,450

3.O00

19.450

?.5 Meaning ofSet offand Carry Forward oflosses :

Incomes under the various heads as discussed in preceding chapters are computed

as per applicable provisions of the Act and are then aggregated. lf there is a loss under a

head, it can be adjusted against other incomes in accordance with the provisions of the

act relating to set-off and carry forward.

speciJic provisions have been made in the Income tax Act, 1961 for the set-of{ and

carry forward of losses. set-offmeans adjustment of losses against the profits from another

source/head of income in the same assessment year. If losses cannot be set-off in the

same year due to inadequacy of eligible profits, then such losses are aliowed to be carried

forward to next assessment yeal for adjustment against the eligible prolits of that year'

Further, for availing carry forrr,'ard for any business ioss or capital loss, the assessee is

r€quired to iile a return of income u/s 139(3), before the due date. section 32, 35 and 70

to 8O, provide for set off and carry forward of losses/allowences. All iosses are not allowed
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(i) Rs 78,OOO, 97o iess tax non-iisted debentures

(ii) Rs 89,000, 12 o/o securities of Punjab Govt.

(iii) Rs 5O,O00, 9.5% securities of U'P. Govt'

Gross Interest

l,ess: Interest on loan taken 60,000 X 10 X 6
100 12

Income from interest on securities



to be ca:-ry forward. The following losses are only a1lowed to be carried forward and set off
in the subsequent assessment year.

(i) House property loss

(ii) Business loss (Non speculative)

tiii) Speculation loss

(iv) Capital loss (Short term or long term)

(") Loss on account of owning and maintaining race horses.

7.5.1 General :

{i} Loss from any source of income (except capital gains) can be set off against the

income from any other source under the same head in the same assessment year.

tii) Any short-term capital loss can be set-off against any capital gain (both long-teim
and short-term) in the same assessment year. Any long-term capital loss can be

set off only against long-term capitai gain in the sarne assessment year.

(iii) Loss under any head ofincorne except capital loss can be set off against the income

from any other head including capital gains {whether long-term or short-term} in
the same assessment year .But , business loss shail not be set-off against Sa-lar5i

Income.

7.5.2 Capital Loss :

(i) Capital loss (both short-term and long-term) can be set off against capital gains

only and against no other income.

(i0 Any short-term capital loss can be carried forward to the next eight assessment

years and set offagainst 'capital gains{short term or long term) in those years. Any
long-term capital loss can be carried forward to the next following eight assessment

years and set off only against long-term capital gain in those years.

7.5.3 Loes fron House Propetty :

(i) fury loss under the head "lncome from house property'' wiil be set off against the
income under other heads.

(i1) W.e.f A.Y. f 999-2000 , any loss under the head 'Income from house property',

which cannot be and is not whollv set off against income under 9ny other head,

may be carried forward for eight years to be set off against income from house
property in those years.

7.5;tS Bushess Losses/Allowaacee :

(i) Any business loss sha.ll not be set off against 'sa!ary'income.

{n} Business losses (other than speculation loss} to the extent it is not adjusted against
other incomes in the same year may be carried forward for eight years and set-off
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against business income {from any business) for those years.

(iii) Unabsorbed scientific research expenditure can be carried forward and set off

against income in subsequent years without any limit, till it is {inally set off-

(iv) Unabsorbed scienti{ic research expendihrre can be carried forward and set off in

subsequent years (without any limit).

(v) Loss in the speculation business can be set off against the income from any other

speculation business but in case there is no other income from speculation

business, the loss can be carried forward for being set off in four subsequent

assessment years against income lrom speculation business.

(vi) Where a sole-property concern or a firm is succeeded by a company u/s 47 (xii)

or (xiv)The unabsorbed loss or depreciation of the predecessor firm or sole

proprietor, shali be deemed as the loss or depreciation of the successor company

an allowed to be set off and carried forward, as per tJre provisions discussed above.

7.6 Mode of Set-off to be allowed against Taxable Income :

No particular mode of set-off has been prescribed by the income-tax 1aw- In absence

ol any particular mode of set-off, the assessee is entitled to claim a set-off which is most

beneficial to him.

(i) Intra-head Set-off is mandatory: Loss of one source has to be set-off against the

profits of another source subject to the exception prescribed in this like partial

set-off is not permissible. Intra-head set-offhas to be done in full. Partial set-off is

not permissible.

(ii) Inter-head Adjustment (Sec.71): If after setting- olf the loss from one source against

the income of another source, falling under the same head, the net result is still a

loss, the loss under one head of income may be set off against the income of

another head in the same previous year.

Exceptions to rule of aggregation under inter-head adjustment :

(i) Speculation loss cannot be set-off against the income of any other head, e.g. salaries,

house property, capital gains and other sources.

(ii) Business ioss cannot be set-off against the income assessable under the head

"salaries". It is operative from the assessment year 2005-20O6 and subsequent

years.

(iii) Capita-l loss, short -term loss or long-term, cannot be set-off against the income of

any other head.

(iv) Loss from the activity of owning and maintaining race horses cannot be set-off

against the income ofgny other head.

(v) Losses from gambling activity, e.g. loss from winning oflotteries, crossword puzzle,

card games, betting on race horses etc canllot be set-off against the income of any

otirer head. 
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Illustratlon 2: set olfand carry forrard ofcapital loss and loss from house ploPerty :

Mr. A has the following income/loss during A.Y. 2008-09. compute his taxable income:

(a) Long-tenir capital loss

(b) Net profit from business

(c) Net loss from a let out properry

(d) Net loss from self-occupied residential

properry

(e) Business loss carried forward from A.Y.

2001-02

Solution :

laf Proflts and Gains ofBuslaess or Professioa

Net Business Profit

{bl Capital Gains

l,ong-term capital loss Rs 20,000 carried

Forward to next year for being set off against

'Long-term capital gains' (Note 1)

( c) House Property

(i) Net loss from let-out house property

(Note 2)

(ii) Net loss frorn self-occupied residential

Property {Note 2)

Aggregate of Income

Less: Carried forward business loss

For A.Y. 2001-02 (Note 3)

Gross/Taxable Income

Rs 20,00O

Rs 50,00O

Rs 3,O00

Rs 7,O0O

Rs r.d,ooo

Rs 50,00O

(Rs 3,000)

( Rs 7.000) { Rs 10,O0O)

Rs 40,000

Rs 10.O00

Rs 30.000

Notes :

(i) From A.Y' 2o03-o4,long-term capital loss can be set off against long-term capita.i
gains only. Long-term capital loss ofRs 20,0o0 (which is not set off) can be carried
forward up to eight following assessment years of being set off against long-term
capital gains' only.

(it l,oss arising from any house property whether let-out or self--occupied can be set
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off against incorne from any head, in the salne year. Such loss which cannot be set

off may be carried forward to subsequent eight years.

(iii) Business loss carried from A.Y.2001-02 can be set off against business income

(from any business) up to eight subsequent yeat's i.e up to A.Y.2009-10'

Illustration 3 : For the previous yeat 2OQ6-A7 Mr. Das has a loss from manufacturing

business of Rs 45,ooo and an income from salary of Rs 93,o00. He contends that since

his salary income is less than the minimum exemption slab. lt would be more beneficial

for him to be able to carry forward the business loss to the next year rather tha11 set it off

against the salary income, Advise Mr. Das as to the correct viewpoint'

solutlon : As per the ruies, if there is 'eligible income' against which loss can be set off,

then it is not the option of the assessee whether to set off or not. However as per the

provisions ofsection 71 loss from business cannot be set off against income from salary,

thus in this case Mr. Das',s gross total income for the previous year 2oo6-a7 is Rs 93,00O

and a loss of 45,0O0 wili be aliowed to be carried forward to the next 8 years to be set off

in those years against income only from the head tsusiness and profession''

Suqgested Questiotrs :

l) Discuss how the foliowing heads are chargeable under Income tax :

(i) Dividends

(ii) Owning and maintaining race horses

2l How letting of Plant alld Machinery along with Building is chargeable to income

tax?

3) Discuss the deductions allowable under 'Other sources of Income-'

4l What do you understand by set off a-nd carry forward of losses?

5) Explain the procedure of set off and carry forward of loss in case of

(i) Capital loss

and (ii) Loss from House ProPertY?
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UIITIT VIII

TAXATION OF COMPAITIIES

Leatnlng ObJectlve: : At the end of this unit, students will understand the following

aspects regarding taxation cf companies:

. Kinds of Companies

o Residence of Company

. Computation of Total Income

. Assessment of Companies

r Rate of Tax

. Minimum Alternative Tax

8,1 Kinds of Companles :

A Company is a separate legal entity under the companies act, 1956. Under the

Income tax Act 1961, the definition of Person includes a Company and hence a company

is assessed to tax independently. Assessment of company means and includes the

computation of its total income and calculation of its tax liability. For the purpose of
taxation, companies are broadly classified as under:

(l) Domestic Company

(ll) Foreign Company

(Il Compaay:

As per section 2(17\, a company means:

(i) any Indian company, or

(ii) any body corporate incorporated by or under the laws of a countrlr outside lndia,

or (iii) aly institution, association or body which was assessed as a company for the

assessment year under the Income-tax Act,l922 or was asses$ed under this

Act as a company for any assessment year commencing on or before I-4-L97O,

or (iv) any institution, associ.ation or body , whether incorporated or not and whether
Indian or Non-lndian, which is declared by a general or special order ofCBDT
to be a company.
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{IIf Indlan company [Secttoa 2(26[:'Indian Company' means a company formed a

registered under the Companies Act, 1956 and includes-

(i}acomparryformedandregisteredunderanylawrelatingtocompaniesformerly

inforceinanypartoflndia(otherthantheStateofJammuarrdKashmirand
the union territories);

(ii) a corporation established by or under a centra,l , state or Provincial Act;

(ii4 any institution, association or body which is declared by the Board to be a

company;

(iv) in the case of the state ofJammu and Kashmir, a company formed and registered

under any law for tJre time being in force in that State; 
.

(v) in the case of any of the Union territories of Dadra and Nagar Haveli' Goa

DamanandDiu,andPondicherry,acompanyformedandregisteredunder

any law for the time being in force in that Union territory'

Provided that the registered or, as the case may be, principal office of the company,

corporation, institution, association or body, in a1l cases is in India'

(IIIf Domestic ComPany lsectl ot 2l22All t

A domestic company means an Indian company or any other company which in

respect of its income, liable to tax under the Income-tax Act, has made the prescribed

alrangements for the declaration and payrnent within India, of the dividends (including

dividends on preference shares) payable out of such income.

(IVlForeign Company [Sectioa 2l23Al] :

Foreign company mea.fls a company which is not a domestic company'

{Vl Private Company [Sec 3 (itil of Compaaies Act, 1956] :

Private company means a company which has a minimum paid -up capitai of Rs

1,00,000 or such higher paid -up capital as may be prescribed and which by articles :

(i) Restricts the right to transfer its shares , if any ;

(il) Limits the number of its members to 5O; and

(iii) Prohibits any invitation or acceptance

8, 2 Resldence of a Company [Section 6(31] :

A company is said to be a resident in India during the reievant previous year if : (a)

it is an Indian company , or (b) if it is no an Indian company then, the control and the

mlnagement of its affairs is situated wholly in India.

The company is said to be non-resident in lndia if it is not an Indian company and

some part of the control and management of its affairs is situated outside india.

8.2.1 Computatiotl of Total Income i

The total income of a company is also computed in the manner in which income of

66



any other assessee is computed. The first step in this direction is to ascertain Gross Total
Income. Income computed under four heads (salary head is not applicable), is aggregated.

while aggregating the income, section 60 and 61 shall be applicable. Further effect to set-
off of losses and adjustment for brought forward losses will also be done. From Gross
total Income so computed deductions available under chapter VIA (SECTION 80A to 80U)

should be allowed. Such deductions allowable to a company assessee includes 80G,
8OGGA, 8OGGB, 8O-IA, 8O.IB,8O-IC, SOJJA,SOJJAA

8.2.2 Assessment of Compaaies :

0) The principal officer of the company is required to the lile the retum of total income

of the company upto 301b September of the assessment year. A Company is assessed like
any other assessed. But, its liability differs from ot-her assesses on the following points:

(i) There is no exemption limit in the case of a company. It has to pay tax on its
total income. No part or portion of its iricome is exempt from tax. Thus even if
a company's total lncome is Rs- 10, it shall pay tax on it.

(ii) It has to pay tax at a flat rate on its total iniome. There is no Slab system of
ievying tax in the case of a company assessee.

(iii) A Company is classified into three categories:

o Domestic company in which public are substantially interested. Such companies

are calied widely held domestic companies

r Domestic companies in which public are not substantially interested. Such

companies are ca-lled closely -held domestic company

r Foreign compaaies

{IIl Principal Officer [Sec. 2{35f1:

"Principal Officer" means:

{i} The secretary, treasurer, manager or agent of the company; or

(ii) Any person connected with the management or administration of the company

upon whom the assessing Olficer has served a notice of his intention of treating hirn as

the Principal Officer thereof.

8,3 Rate ofTax :

The rates of tax appiicable to companies for the Assessment year 2O08-2009 are

as under -

A. Domestic cornpany (Both Public and Prlvate Companyf I

. Long term capital Gains 2Oo/o

r Short term capital Gains u/s111A 10o/o

3oa/o. Other Incomes 
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B. Forelgo ComPanY

. Long term capital Gain

. Short term capital Gain u/s 111A

. Income frorn Royalty or fees for technical

services from Government or Indian Concern'

(In pursuance of an agreement made after 31 '5'2005)

. Other Incomes

2Oo/o

100h

10%

40%

Note:SurchargeonamountoflncomeTaxisleviedonallcompaniesiftotalincomeofthe

company exceeds Rs I crore but the rate of surchalge on Domestic Company is 10o/' and

onForeigrrcompanyis2.sTo'AisoEducalionCess@3%isleviedonallcompaniesonthe

anount of income tax and surcharge calculated as per above rate

8.4 Mlnlmum Alteroative Tax {MATI :

SincetheP&Laccountofthecompaniesismadeasperprovisionsoft]reCompanies

Act ant the tax is calculated as per provisions of the Income tax Act therefore there were

companies which were declaring dividend because they had book profits but since they

had no chargeable income under t]le I.T. Act they were not paying any Tax, such companies

were ca.lled Zero Tax Companies. The variance in prolits as computed under the Companies

Act and the Income Tax Act was mainly because of the difference in the rates of depreciation

undert}retwoActS,ByfollowingthelowerratesofdepreciationundertheCompaniesAct

the company could declare higher profits to the sharehoiders and by charging higher

depreciation as per Income Tax Act the company could declare lower income'

Tocurbthispracticesection1SJAforMATwasinductedintheActapplicableup

toassess'nentyear2000-o1'SecllSJAwasreplacedwithSecllSJBfromassessment
year 2OO\-O2.This section has been amended by Finance Act 2006'

8.4.lProvisionsofMATforpaymerrtoftaxbyceqtaitrcompanies[Section115JB]

Itl Tax payable for aay assessmert year cannot be less tbau loo/o ofbook prolit :

Where in the case of a company, the income-tax payable on the total income as

computedunderthelncome-taxAct,islessthanl0%ofitsbookprofit'suchbookprofit
shallbedeemedtobethetotalincomeoftheassesseeandthetaxpayablebytheassessee

on such total income (book profit) shall be the amount of the income-tax at th'e rate of

10%. Surcharge and Education cess as applicable shaii be added to the tax determined

as above as per section 115J8 to find net MAT liability'

RateoftaxinclusiveofsurchargearrdEducationCessforassessmentyear2o08.2009

shall be as under :



A, If book profit does not exceed Rs 1 crore

I.T Surcharge EC SHEC Total

Domestic Company- 10 0 o.2 0.1 10.30

Foreigrr Company- 10 0 o.2 o.1 10.30

B. If Book ptofit exceeds Rsl crore

Domestlc compary 10 I oc, o.1i i 1.33

Foreign Company 10 0.25 0.205 0.1025 10.555

The foliowing points should be kept in mind for computing Book Profit for MAT Tax :

(i) Profit and loss of the company to be prepared as per provisions of the Companies

Act. Every company shall for the purposes of this section, prepare its profit and loss

account for the relevant previous year in accordalce with the provisions of Parts II and II1

of schedule VI to the Companies Act, 1956. While preparing the annual accounts including

profit and loss account : (i) the accounting policies of the company ; (ii) the accounting

standards followed by the company for preparing such accounts including profit and loss

account ; (iii) the method and rates adopted for calculating.the depreciation by the company;

shall be the same as have been adopted for the purpose of preparing such accounts

including profit and loss account as laid before the company at its general meeting in

accordance with on the provisions of section 2 i0 of the Companies Act, 1956.

(ii) Computation of bool;-profits [Dxplanation to 115JB (1) and 2]:The net profit as

shown in the profit and loss account (prepared as per Part II and III of Schedule VI) for the

reievant previous year, shall be increased or reduced by the specified adjustments

(iii) The company shall furnish a report from a chartered accountant in Form N<l 29 B

that the Book profits have been computed as per the applicable provisions of MAT along

wiih the return of Income.

(iv) Income accrued or arisen after March 31, 2005 from any business/ services in the

hands of an entrepreneur/developer in tax special economic zone will not be subject to

MAT

8.4.2 Tax Credlt for MAT :

Since MAT is a deemed tax based on book profit of a company, Section l iSJAA

provides that -
Where a comparly has paid MAT u/s 115J8 for assessment yeat 2O06-2OO7 or

any subsequent year , it shali be allowed a tax credit to be set-off against tax payabie at

normal rates { as per normal provisions of the act excluding Section 115JE} } in any of the
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seven subsequent assessment years as per section l15JAA.

Illustratlonl:

X Ltd an Indian Company submits the following particulars for the year ended

3r.3.2008

Business Income (after debiting the following) Rs 420000

a. Depreciation Rs 240000

b. Interest on pubiic deposits paid Rs 350O0

Compute Income tax liability of the company for assessment year 2OO8-2OO9

considering the following further information-

a. Allowable Depreciation as per Income tax rules Rs 310000

b. Book Profit ofthe company u/s 115J8 amounted to Rs 1400000

Sotutton: Computation of total lncome (as per normal provisions)

l. Business Income :

Net Profit asper P/L a/c 420000

Add: Depreciation as per Books 24OO00

660000

i,ess: Depreciation allowable as per LT Rules 310000

Total Income 350000

Tax on Total Income

Tax@ 30o/o on Rs 350000

Tax under MAT

Book Prolits

Tax@ lOo/o

Tax payable by the company

(Higher of Normal tax or MAT)

105000

r400000

140000

140000

l{ote - Applicable surcharge and E. cess to be added to final tax liability of Rs 140000

8.5 Speciafprovisions relating to tax on distributed prolits of domestic comparies :

{Il Tax on distributed prolits of domestic compaaies [Sectlon 115-O] :

A Domestic Company shall, in addition to the income-tax chafgeable in respect of
its total income, shall also be liable to pay additional income-tax on any amount declared,
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I

distributed or paid by such company by way of dividend (whether interim or otherwise)

on or after 1-4-2OO3, whether out of current or accumulated profits. Such additional

income-tax shall be payable @ 15% plus applicable surcharge and education cess of the

amount so declared, distributed or paid as dividends This additional tax shali be payable

even if no income-tax is payable by such company on its total income. The provisions of

section 1 15-O are not applicable to a Foreign company i.e a Foreign Company is not liable

to dividend tax. The effective rate ofdividend tax including surcharge and Education cess

for the assessment year 2OO8-2AO9 comes to 16.995 ( 15+ 1.5 + 0.495 )

For the purpose of section 115-0 the expression dividend shail have the same

meaning as given to dividend under section 2 (221 of lhe Act but it shal1 not include sub-

ciause (e) of section 2 {22)

Similar provisions on income distributed to Unit holders by Mutuai Funds are

contained in section 1 15R, 1 155, and I 15T of t}re income Tax Act.

(IIl Tax on dlstributed prollts not atlowed as dedtctlon :

The company or the shareholder shali not be allowed any deduction in respect of

the amount which has been charged to tax or the tax thereon under any provisions ofthe
Income-tax Act.

{III} Interest payable for non-payment of tarr by the domestlc companies [Section
1lsPl :

The tax shall be deposited within 14 days from the date ofdeclaration, distribution,
or payment of dividend whichever is earliest.

Where the principal officer of a domestic company and the company fail to pay the

whole or arry part of the tax on the distributed profits referred to in section 1f5-O (1)

within the time, he or it sha-ll be liable to pay simple interest@ l7o for every month or part
thereof on the amount of such tax lor the period beginning on the date immediately alter
last date on which such tax wps payable and ending with the ate on which the tax is paid

actually.

(IV) When companies deemed to be ln default [Sectton 115Q]:

If the principal offrcer of a domestic company and the company does not pay tax on

distributed profits in accordance with the provisions of section 1 15-O, then he or it shall
be deemed to be an assessee in defautt in respect of the amount of tax payable by him or
it and all the provisions of the Income-tax Act for the collection an recovery of income-tax
shall apply.

8.6 Other Provislons - Effect of s€c 1 15JB l2f :

Every assessee, being a company shall for the purposes of this section, prepare its
profit and loss account for t}te relevant previous year in accordance with the provisions of
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Part II and III of Scheduie VI to the Companies Act, 1956. Provided that while preparing

the'annual accounts including profit and loss account:

(t) The accounting policies;

(ii) The accounting standards followed for preparing such accounts including profrt

and loss account;

(iit The method €rrd rates adopted for ca-lculating the depreciation; shall be the

sarne as have been adopted for the purpose of preparing such accounts

including profit and loss account and laid before the company at its annual

general meeting in accordance with the provisions of section 2i0 of the

companies Act, 1956.

8.? Unabsorbed Depreclatlol or Losscs shlch caa be carried forsard [Sec 115 JE(31] :

Although, the assessee is liable to pay tax @ 10% ( plus surcharge as applicabte) of

the book profits if its total income computed.as per Income lax act is less but it is entitled

to determine unabsorbed depreciation u/s 32(2), business less u/s 72{1), speculations

loss u/s 73 and capital loss u/s 74 and loss u/s 74 A and shall be aliowed to ca.rry

forward such unabsorbed depreciation or losses to the subsequent year (s) for claiming

set off as per the normal provisions of Income Tax Act.

Suggested Question :

I) What do you understand by company? What are the kinds of companies under

the Income tax Act?

2) Discuss the reasons for levying of MAT?

3) Write short notes on : (i) Principal Oliicer (ii) Assessment of compa.nies

4) Discuss Residence of a company'.

5) How is total income of a company computed?

T
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