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1.0 OBJECTIVES

After studying this unit you should be able to :
@ explain the income tax administration in India,

, @ define specific termswhich are relevant for the study of the subject.

1.1 INTRODUCTION

Income tax is one of the direct taxes levied by the Central Government. It is
considered direct asitis payable in the Assessment Y ear, directly by the Individual,

Hindu Undivided Family, Firmsand Corporate Bodieson theincome earned during
the previous year(Accounting/Financial Year). Therefore, any student of income tax
must know tKe meaning of the termsincome, previous year, assessment year, total
income and who are the persons liable to income tax in India. In this unit we have
traced the history of incometax in Indiaand we have also defined all these terms as
per the provisions of the Income Tax Act as amended up to date.

1.2 BROAD MECHANISM OF INCOME TAX IN INDIA

The First War of Independencein 1857 was a major financial burden to the English
Government which brought it into great financial difficulties. Thus compelled by
financial necessities the British Government enacted the Income Tax Act, 1886. The
financial crunch resulting from the First World War brought to focus the inadequacies
of thesaid Act. After extensive investigation, the Act of 1922'was enacted and was
effective for about four decades.

These intervening years saw India gain independence and the new Indian
Government felt that the Income Tax Act needed a-thorough overhaul. The Law
Commission submitted a draft bill in 1958. A committee appointed under the
Chairmanship of Mahabir Tagi in 1958, also known as the Direct Taxes
Administration Committee, to look into the direct tax structure submitted a draft,

Finaly, the old Indian Income Tax Act, 1922 was completely recast in 1961 «nd a
new [ncome Tax Act came into force with effect from 1.4.1962.

The administration of the Income Tax Act, 1962 is done by the Centrs! Board of
PHrect Taxes (CBDT), which works under the supervision of the Ministry of Finance.
The CBDT ischarged with the duty of framing rules for the administration of the

[ncome Tax-Act. These rules, known asthe Income Fax Rules, 1962, contain various
foyms and miscellaneous details. The process of framhing/rules isavery elaborateone,

it involves notifyingtherulefirst for publicdeliberation, and then for adoptios:. They
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are also placed on the tables of the House for inforation. These Rulesare changed
asand when the situation warrants.

The CBDT also issues from time to time, various circularsfor the direction of the
officials of the Income Tax Department and for Information of tax payers. it is,
therefore, necessary for a student of income tax to keep himself uptodate with the
latest provision. The best way to do thisisto regularly read varioustax journals and
other tax publications.

The Finance Act . o )
You may be aware that the Finance Minister of the Government of India presents

an estimate of income and expenditure for the coming financial year to the Parliament

generally on the last day of February every year. The document'is po[)_ularly known
as 'budget’. It isan important event of the country as it gives the public an idea of

thedirection the Government isgoing to follow in the ensuing year. In order to give

Iegfd shape to various tax proposals, a bill isalso moved which is known as Finanee
Bill. It contains various provisions as regards direct and indirect taxes. Once the

Finance Act is passed, it becomesalaw ac§ordi ng to which various taxesare charged.
It is the Finance Act that contains the rate structure of income tax which would be
applicable in that year.

It is therefore, necessary that any student of income tax should not only study the
Income Tax Act-but also the Income Tax Rules and the latest Finance Act. All these

have to be studied simultaneously.

Scheme of Income Tax—An Overview
Every entity whose income (computed in accordance with the Income Tax Act and

the Income Tax Rules etc.) is more than the tax free limit as prescribed by the
relevant Finance Act, is required to pay tax. The Finance Act of 1990 raised the

exemption limit from Rs. 18,000 to Rs. 22,000.

Recognising thediversity, and the need for standardisation of the sources of income,
the Income Tax Act has identified five heads of income. They are salaries, income

from house property, profits and gainsfrom businessor profession, capital gainsand
income from other sources. Prior to the Assessment Year 1989-90 “income from

interest on securities” was a separate head of income. From the Assessment Y ear

1989-90 onwards such income is taxable either under the head " Profits and gains of
business or profession™ or 'Income from other sources depending on whether the

securitiesare held asstock-in-trade or asan investment. The methods of computation
of income under these heads are providéd in the Act.

The income tax read along with the Income Tax Rules and the Finance Act provides
for dl the possible situations that are likely to arise in the administration of income
tax law.

/The IncomeTax Act, 1961 extendsto the entire country including the State of Jammu
and Kashmir, Pondicherry, Dadra Nagar, Haveli, Goa, Daman and Diu and Sikkim.

It comprises of more than 400 sections, numbered from 1 through 298, and twelve
Schedules of which five schedules, numbering sixth, eighth, ninth and twelfth have

been omitted. All these Sections and Schedules form the core of the unit and will
be mentioned in the course.

1.3 CONCEPT OF INCOME

Since income tax is levied on the "'income™ of an entity, it isimportant to know
whatisincome and how it iscomputed. In thissection wewill deal with the definition

of income and some basic principles related to it. The procedure of computing total
income will be dealt with in detail in some consequent sections.

1.3.1 Definition of Income
The term “Incomg” is defined in section 2(24) of the Income Tax Act, 1961.
However, since " Income™ has avery brgad scope, it isnot possibleto attribute some

. Characteristics to the term and define it exhaustively. Therefore, even the Income

Tax Act, 1961, givesan inclusive definition of theterm. It specifieswhat isincluded
in the term "'Income".



section 2(24) of the Act defines ™ Income™ to include the following items :

1) Profitsand Gains — Thisis one of the mgor sources of income and will be
discussed in detail.

2) Dividends — The definition of dividend has been given in Sec. 2(22) which
expands the meaning of the term.

3) Voluntary Contributions received tgya trust created whally or partly for
charitablé or religious purposes or By an institution established whally or partly
for such purposes, or by ascientific research association or sportsassociation. If

the contribution is made with the specificinstruction that it shall form a part of
corpus of the trust or the ingtitution, it shall not be treated asincome.

4) Thevaued perquisite or profit in lieu of salary. These have been defined in
Sec. 17 and will be dealt with while discussing income from 'salaries.

5) Any specia allowance or benefit, other than perquisiteincluded in (4) above
specificaly granted to the assessee to meet expenses wholly, necessarily and
exclusivelyfor the performance of the dutiesof an officeor employment of profit.

6) Any allowancesgranted to the assessee either to meet his personal expenses at
the place where the duties of his office or employment of profit are ordinarily

erformed by him or at aplacewherelie ordinarily residesbr to compensate him
?or the increased cost of living.

7) Thevalue of any benefit or perquisite obtained from a company either by a
director or by a person who has substantial interest in the company or by a
relative of such director or person.

8) The value o any benefit or perquisite, whether convertible into money or not
which is obtained by a beneficiary or a trustee from a trust will be treated as
taxableincomein the hands o the beneficiary or the trustee, asthe case may be.

9) Anycompensation or other payment madeto the person managing theaffairsd
acompany in coiinection with the termination of his office and income derived
by a trade, professional or similar association for specific services rendered or

done to its members and chargeable profit under Section 59.

10) Tlievalue of any benefit or perquisite whether convertible into money or not,
arising from business or the exercise o a profession under Section 28 (iv).

11) Capital gains arisit. ., from the transfer of a capital asset.

12) The profits and gains of any business of insurance carried on by a mutua
insurance company or by a co operative society computed in accordance with
Section 44,

13) Any sum chargeable to income tax as profits and gainsof businessor profession

or asrecovery o losses, expenses or trading liability in respect of which the
assessee had been granted a deduction in a previous year or deemed profits.
14) Profit on sale d a licence granted under the Imports (Control) Orders, 1955.

15) Any cash assistance received or receivable by any person againgt exports under
any scheme o the Central Government.

16) Any duty of customsor exciserepaid or repayableto any person against exports.
against exports.

17) Any winningsfrom lotteries, crossword puzzles, racesincluding horse races, cartl
gamesand other gamesaf any sort and betting of any form or nature whatsoever.

18) Any sum received by the assessee from his employeesas contributionsto any

Prov,ident fund or superannuation fund set Up under the Employees State
nsurance Act or any other fund for the welfare d such employees.

It isimportant to note that the items described under (13) above are supposed to be
casual In nature and therefore an amount of Rs. 5, thereof is not taxed at all.

132 Badic Principles
As had been mentioned at the very outset, the Act does not define the concept of
income but merely states what amounts are to beincluded in theterm'Income’. The

word income has been given avery wide meaning. Therefore, in theabsenced any
such guidelines, thelncome Tax Department and the tax payers have to depend upon

the various judgements of the High Courts and the Supreme Couirt.

All receiptsare not income.'Only those receipts haveto be treated asincome which
'satisfy the tests laid down by various High Courts and Supreme Court.

Basic Concepts-I
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1 word ‘Income’ connotes a periodical manetary receipt coming in from
) Egﬁnlte source with some sort gf regularity. The s%urce r?eed not be a some

continuously productive one, but must be one whose object is the production of
income.

2) Incomeisaperiodica yidd measurablein termsof monely or money's worth and
arisesout of-use of'real or personal property i.e. the income may be received in
cash or kind. Thusthe receiptsin kind, which.can be measured in termsof money
shall be taxable as inwme.

3) Periodicityor regularity or at least expected regularity are important el ements of
income. Regularity does not imply that a single receipt is not income.

4) Incomeincludes moniesthat have become due though not received.

5) A receiptwhichis‘ineome’ will continueto beso evenif it isexempted from tax.

6) Income means real income. Fictiona or technical income cannot be termed
income for the purposes of the Income Tax Act, 1961.

7). Income must come from outside. Pocket money received by a student from his
father cannot be termed income.

8) Legdity or otherwise of income or source of inwme does not dictate whether a
receipt can be termed income. Y ou are required to pay tax on illegally earned
incomeas well. This however, does not grant immunity from prosecution.

1.4 DEFINITION OF PERSON

Theterm ' Person’’ isdefined in Section2(31) of the Act. It isan inclusivedefinition
implying list of entitieswhich can betreated &sa'*person.” The term person includes

the following :
1; an individual,

2) aHindu UndividedFamily,

-3) a Company,, .

4% a Firm,

5) an Association of Personsor a body of individuals whether incorporated or not,
6) alLocd Authority, and | ,

7 gvbgy artificial juridical personnot fallingwithin any of the categories mention
ve.

It will thus be seen that the word person in defined in very wide terms. A minor
would aso be included in the definition of personsin some circumstances. All the.

personsdescribed aboveareliableto pay incometax under thelncome Tax Act, 1961.

15 DEFINITION OF ASSESSEE

Theterm "assessee™ has been definedin Section2(7) of thelncome Tax Act, 1961

. “Assessee” Meansa person by whom any tax or any other sum is payable urider this

Act. The term is defined to include the following:

1) Every personin respect of whom proceedingshave been started for the
assessment of hisincome

. 2) Every person who is assessable in respect of income of any other person.

3) Every person to whom arefund of tax isdue.

4) Every-person who is deemed to be an assessee under this Act.

5) Every person who is deemed to be an assessee in default under any provision of
this Act.

An assesseg in default is a person

i) whoisliable to deduct tax at source but does not do so,
ii) who deducts the tax but does not pay it to thet Government,

iii) whofailsto pay instalments of advance income tax in time.

TheAct hasgiven avery wide definition of thig term. Anyone who is everi remotely
connected with the payment or refund of tax can be.termed an assessee;



1.6 PERMANENT ACCOUNTNUMBER ~

Permanent Account Number-(PAN) isa number which identifiesa particular assessee
tothe Income Tax Department. It will not change even though the assessee changes

his place of residence and consequently the income tax office which has jurisdiction
over his place of businessor residence.

Every person who is required to pay tax, either on his own behaf or on behalf of
another person, is also required to have a Permanent Account Number. In case the
person has not already been allotted a PAN (if the incometax return happensto be
his firstreturn), heisrequired to make an application to the Assessing Officer seeking
the number.

Every person carryingon any businessand whose salesturnover in any previousyear
islikely toexcekd Rs. 50,000isalso required to apply for aPAN, if hedoes not have
one already.

The Assessing Officer may allot a PAN to any person whoin hisopinionisligbleto
pay incometax. The assessee is required to quote the PAN not only on the return o
income but alsoon al thecorrespondence and documentsrel ating to the Income Tax
Department. The Central Board of Direct Taxes has the powers to przscribe the
transactions, documents etc. on which the PAN has to be mentioned.

Any person who is not allotted PAN and who has got a GIR number can use GIR
number for al the purposes mentioned above.

Check Your Progress A

1) Read the following carefully and tick mark the correct answers

a) Incometax is
i) levied by the State Governments

i) aDirect tax
iii) an Indirect tax
b) Budget of the country is presented to the Parliament on
i) March'31
ii) Last day of February
i) December 31
2) Incometax rules are framed by

i) Central Government
if) Income Tax Department

iii) - Central Board of Direct Taxes

d) Casual incomeis exempt
i) upto Rs. 15000

i) fully
iii) upto Rs. 5000
e) A @ R number
i) isusedinlieu of PAN

i) isuseda ith PAN
% hsatsJ to be%rlc%(gvgways
2) Definethe term Person.

L R R R R EE R R PRV R LR R

-----------------------------------------------------------------------------------------------------------

1.7 ASSESSMENT YEAR —

Assessment Year (AY) is.defined in Section 2(9) of the Income Tax Act, 1961."T
meansthe period of 12 months commencingon the April 1, of each year and ending

Basic Concepts-l
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on March 31 next. For example, the current assessment year is 1990-91 which
commences on April 1, 1990 and will end on March 31, 1991.

It is the financial year in which the assessment takes place. An assessee is required
to pay tax in the AY on the income that was earned by him in the previous year

(explained later in this unit) according to the rates of tax prescribed by Annual
Finance Act.

Toillustrate, the current assessment year is1990-91 and an assessee s required to
pry taxinthisAY onthe incomethat wasearned by himin the previousyear 1989-90.

Asaprecaution, it should be pointed out here that there areafew exceptions to the
general rule that incomeearned inthe previous year only istaxed in the assessment

year. These exceptions are dealt with in sub-section 1.9

1.8 PREVIOUS YEAR

We have seen earlier that incomeisearned inone year but istaxed in the next. The
year in which Incomeisearned is kanvn asPreviousY ear (PY) and the year inwhich

it istaxed is termed as Assessment Y ear.

It isalso important to learn that all Government business isitransacted on the basis
o the financial year which commenceson April 1, of the year and ends on March

31, of the followingyear. This period is aso known as the fiscal year. We are also
aware of tho term *Calendar Year' which commences on January 1, and ends on

December 31 of the same year. Prior to the AY 1989-90 an assessee was free to opt

forany period of 12 monthsas his previous year. He could either adopt the calendar
year or Diwali to Diwali or Dussehra to Dussehraor some other year. But adrastic

change has been introduced w.e.f. 1.4.89, the concept of uniform accounting year has-

been introduced. All assesseeswill henceforth berequired to adopt only the financial
year (i.e. April 1, to March 31) as previous.year. This will greatly facilitate the

assessment procedure. Accordingly the provisions of Section 3 have also been

amended. The provisions relating to the previous year enforced from the A Y. .
1989-90 are as follows.

1) Previousyear meansthefinancial year immediately preceding the assessment year.

2) Previousyear in relation to the assessment year commencing on 1.4.89, means
the period of 12 months which ends on,any day during the financial year .
immediately preceding the AY.

Where the assessee has adopted more than one period as the previous year in relation
to the assessmentyear commencingon 1.4.88 for different sources of hisincome, the

Previousyear in relation to the assessment year 1989-90shall Fe reckoned separatelg .
or each source of income and the longer or the longest of the periods shal be the

previousyear for the AY 1989-90. Thisperiodisalso referred to asthe™ Transitiona
Previousyear." Thisswitchover to uniform accounting year would resultin hardships
to some assesseesas their previous year would exceed twelve months. T o take care
of thisthe tenth schedulewhich provides,for certain modifications in monetary limits,
depreciation allowanceor rate of tax in caseswhere the previousyear exceedstwelve
months.

In caseof abusinessor profession newly set up, or asource of income newly coming
into existence on or after 1.4.87 but before 1.4.88 and when the accounts of such

businessor profession or source of income havenot been made upto March 31,1988
the previous year in relation to the assessment year'1989-90 shall be the period

beginning with thedate of setting up of the business or professidn and ending on

31.3.1989. Let us explain with the help of an example.

1) X has been adopting the calendar year i.e. January 1, to December 31, as his
Previous ear for hisbusinessincome. Hispreviousyear for the assessment year
1989-90 unider the changed provisionswill be the period January 1,1988 to March
31,1989. A period of 15 months. The previous year for the Assessment Year
1990-91 will however be the 12 month period from April 1, 1989 to March 31,
1990.

2) Y sets up a new businesson November 1, 1987 and does not close his book on

March 31, 1988. For the Assessment Year/1989-90 his previous year will be the
period from November 1, 1987 to March 31, 1989 a period of 17 months.



In both the examples above the previous year exceeded 12 months. This elongated
previous year during the transitional period would cause hardship to the assessees

and in some cases deprive them o the full benefit o certain deductionsand
concessions. Schedule 10 takes care of this. The mopetary limit of the deductionsis

increased proportionately. For instancecasual income under Sec. 10(3) iséxempt up

to Rs. 5,000. In case the Transitional Previous year is df 15 months duration the
amount will be increased by one-fourthi.e. (5,000 plus500014 = Rs. 6,250) or the

amount of deduction shall be arrived at by multiplying the amount by a fractionin

. which the numerator is the number of months in the transitional previous year and

the denominator is twelvei.e. Rs. 6,250 (5,000 X 15/12).

1.9 TAXATION OF PREVIOUS YEAR'S INCOME

DURING THE SAME YEAR

As stated earlier theincomeof the previousyear istaxed in the assessment year. But
there are certain incomes for which the tax is paid in the same year. They are
discussed below : .

1) Incomeon non-resident shipping companies : The incomeearned by anon-resident
shipping company in India will be taxed in the year in which the income is earned.

This has been provided for in Section 172 of the Income Tax Act, 1962. It specifies
that before the departure of the ship from any port in India, the master of the ship

shall prepare and furnish to the concerned Assessing Officer a return of the full

amount paid or payable to the owner on account  the carriage of passengers,
livestock etc. The Assessing Officer shall immediately assess the income and

determine the tax payable. Seven and a hdf per cent of the income of the shipping
company is deemed to be the income chargeable to tax in the same year. _

2) Income Of Persons leaving | ndia : Section 174 providesthat if the Assessing Officer
feelsthat an individual may leave Indiawithout theintention of coming back, he may

determinethetotal income of the person from the date o expiry of the immediately
preceding previous year to the date of intended departure. The Assessing Officer

will also compute the tax payable and will ask the individual to pay the tax so
computed before leaving the country.

3 Income of Personstrying to alienate their assets : Section 175 providesfor the
taxation of income of any person who, it appears to the Assessing Officer, is likely

tosell, transfer or dispose of any of hisassetswith aview to avoiding payment of tax
on hisincome, in the same year in whish it isearned. The Assessing Officer will

determine theincomefrom the date of expiry of theimmediately preceding previous
year to the day when such proceedingscommence and will serveademand noticeon
the assessee.

4) Incomeof discounting business : \Where any business or professionisdiscontinued

in any year, the income of the period from the date of expiry of the immediately
preceding previous year to the date of discomtinuance of such business shdl be

determined and tax on that incomecomputed. It has been provided that any person
discontinuing any business or profession shall inform the Assessing Officer of such
discontinuance within 15 days thereof.

1.10 CONCEPT OF TOTAL INCOME

Theterm'total income' isquiteimportant asit isthe total incomethat is put to tax.
The term is defined in Section 2(45) which saysthat *'total income’™ means the total

amount of income, profits and gainsasreferred toin Section S and computedin the

manner laid down in the Act.

1) Compute taxable income under various heads of income i.e. salaries, house
property, profits and gains of business and profession, capital gains and other
incomes, by allowing deductions in respect of expensesincurred by the assessee
in earning those incomes up to'the extent permissible under.the provisions.

2) Net result of adding taxable incomesfrom various headsof incomeis GrossTotal
Income.

3) Out of the gross total so computed make the deductions alowed under Section
80 A to-80 U etc. in respect of various expensessuch as LIC premium,

Basic Concepts-1
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contribution to Provident Fund, Medica Expensesetc.. and variousincomessuch
as dividends, interests etc.

The net income so remaining after alowing dl such deductions is termed as total
income which will berelevant for conputation of tax liability. It isalso called Taxable
Income.

1.11 ACCOUNTING METHOD —

There are three types of accounting methods which are accepted in the accounting.
world. Sometimesthe assessee maintains the accountson the basisof cash system, a
system wherein, income is supposed to be received only when it is received in cash.
Till the amount is received, no cognisance is taken of income even if it has been
earned. On the other hand thére is a system which is based on accruals and not on
cash receipts: Third system is-a mix of the first two systems wherein, generally,
incomeis reported on the basisdf cash system and expenditure IS recorded on the
basis o mercantile system or accrua system.

Since the assessee isat liberty to use any method of accounting, there isa need to
ensurethat the assessee does not change hismethod of accountingin a manner that
isprejudicial to theinterestsof the Revenue. ThelncomeTax Act, 1961, therefore,
providesin Section 145 that the incomechargeable under the head 'Profits and Gains
of the Businessor Profession’ or 'Income from other sources' shall be computed in
accordance with the method of accounting employed by the assessee. If, however,
the Assessing Officer is o the opinion that notwithstanding the correctness o the
Accounts the method employed is such that it does not permit proper computation
o income, the computation shall be made upon such basis and in a manner that he
may determine.

la has been held that though the Assessing Officer may not accept the method of
accounting employed by the assessee, he hasno fight to impose hisown method upon
the assessee.

An assessee Whointends to change hismethod of accountingisrequired to makean
application to the Assessing Officer. He must prove that: the change is regular and
not for a casua period and if it is bonafide the Assessing Officer has no reason to
reject thischange. It hasbeen held in Ramswarup Bengalimal v. CIT 25ITR 17 that
the burden o providingthat the method of accounting has been changed lieson the
Department.

Banasilal Abirchand v. CIT 31 TC57 holdsthat if theDepartment has been accepting
the assessee's method of accounting for a number oF years, they cannot arbitrarily
seek to take him on adifferent basisin a particular year.

Check Your ProgressB
1) Fill in the blanks:

a) Assessmentyedar isthefinancial year inwhich the................... takes place.

b) Assessment year endson .....cceeuvenennen. every year.

0 Previousyearisthe ......ccevvvieennn, immediately preceding the assessment year.

d) Total incomeis......ccooeviine income in respect o which income tax is
payable.

€) Income of discontinued businessis taxed in the ................... year.'

2) X sets up anew businesson October 1, 1387 and doeshot close his books on
March 31,1988. What will the period of previous year for the assessment year
1989-90.

1.12 LET US SUM UP

Income tax is adirect tax and is administered by the Government of India through
the Minigry of Rnance and Central Board of Direct Taxes. The student iSexpected
to havefirsthand knowledged theIncome Tax Act, 1961, Income Tax Rules, 1962,



the latest-Finance Act and the landmark decisions of the High Courts and Supreme
Court.

The term income is not exhaustively defined and the Act simply enumerates certain
items which are included in the term 'income’. Similarly the term 'person’ is aso

inclusively defined.

Assessment year is the current financial year in which income earned in the
immediately preceding financial year (known as previous year) is put to tax.
However, there are certain situations when income earned in a particular financial
year is put to tdc in the same year and the I'TO does not wait for the next financial
year. Gross total income is arrived at by adding up taxable income from various
heads. Out of gross total income certain deductions are allowed to arrive at Total
Income which is put to tax.

The assessee can adopt either cash or accrual basisof accounting. However oncethe
method is adopted it cannot be changed without the satisfaction of the Assessing

Officer,

1.13 KEY WORDS

Assessee © Assessee means a person by whom any tax or any other sum is payable
under the Income Tax Act, 1961.

Assessment Y ear - Itisa period of twelve months commencing on the April 1, of each
year.

GrossTotal Income:: It isthe income arrived at after adding up all the taxable incomes

from various heads of income.

Permanent Account Number : It isanumber all otted by the Income Tax Department
to every assessee.

Previous Year : It isa period of twelve months immediately preceding the assessment
year.

Total Income : It is the income on which tax is payable.

1.14 ANSWERSTO CHECK-YOUR PROGRESS

Al ai b)yii c)ii.d)ii e)i
B 1) a) assessment b) March31 c) period of 12 months d) taxable same
2) 18 months

1.15 TERMINAL QUESTIONS EXERCISES

Questions
1) "The income of the previous year istaxed in the current year". Explain.
2) Distinguish between :
i) Gross total income and total income.
i) Previous year and Assessment year.
Exercises
1) Are the following incomes as defined under the Income Tax Act, 1961 ;
i)  Pagdee realised by the landlord from tenants foreletting out shops.
ity Prize received in a state lottery.
iii) Stakeswon in a horse rqce.
iv) Tipsreceived by a waiter in a hotel.
v) Gift of asum of Rs. 10,000 by a husband to his wife on her birthday.
vi) “Amount received on sale of old books.
vii) Lump sum payment for supplying technical know how.

Basic Concepts-I
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viii) Lumpsum paid for waiver of royalty.
ix) Lumpsum payment in consideration of cancelling service agreement.
x)  Lumpsurn payment on reduction o remuneration.
xi) Lumpsurn payment on termination of employment.
xii) Damages awarded by Court to company for breach of contract.
xiii) Compensation for relinquishing the rights of a partner..
xiv) Profit from a solitary transaction of purchase and sale of land.
xv) Unclaimed balance distributed to partners.
(Answers)

i) No i) Yes iii) Yes iv) Yes v) No vi) No vii) Yes viii) Yes
iX) Yes X) Yes xi) Yes xii) Yes xiii)) No xiv) Yes xv) No

Note: These questions and exercises will help you to understand the unit better.
Try to write answers for them. But do not submit your answers to the
University. These are for your practice only. '




UNIT 2 BASIC CONCEPTS-II

Structure

2.0 Objectives

2.1 Introduction
2.2 Agricyltural Income
22; Definition of Agricultural Income

2.2.2 Kindsof Agricultural Income
2.2.3 instancesof Non-agricultural Income

2.2.4 Partly Agricultural Income
2.2.5 Taxation of Agricultural Income

Concept of Casual Income
2.3.1 Definition of Casual Income

2.3.2 Casual Income or Personal Gft?
2.3.3 Chargeability of Casual Income

2.3.4 A Few Examples

2.4 Capital and Revenue Receipts — Importance of Distinction
2.4.1 Diginguishing Tests
2.4.2 Examplesof Capital and Revenue Receipts

25 Let.UsSumUp

2.6 Key Words

2.7 Answersto Check Your Progress

2.8 Terminal Questions Exercises

2.3

2.0 OBJECTIVES -

After studying this unit, you should be able to :
e explain agricultural income, and taxation thereof,

e explain casual income and tax treatment thereof,
* differentiate between capital and revenue.

21 INTRODUCTION

In Unit 1 you have learnt about various terms used in the Indian Income Tax Act.
Two terms namely agricultural income and casual income need further elaboration

because they are treated as exempted incomes under the Act subject to certain

limitations. This unit also explains the capital and revenue incomes and the
importance of distinction between them for determining the inclusion o a particular

income in the total income of a person.

22 AGRICULTURAL INCOME

Agricultural income is not taxed under the Income Tax Act, 1961, because agriculture
being a State subject, it-is-the State Government alone which is competent to tax

income therefrom. The exemption to thisincome is provided under Section 10 (1) of
the Act. Since it is not taxed, the definition thereof has assumed significance. The
assessee would naturally be interested in classifying his income as agricultural
Jncomes howsoever distantly it might have been related to agriculture. On the other

hand, the tax authorities would like to interpret the term conscrvatively and thus
there is a possibility of some dispute between the parties as regards the meaning of

the term. The Income Tax Act, 1961, has defined the term ‘agricultural income
under Section 2(1A) exhaustively. !

2.2.1 Definition of Agricultural Income

“Agricultural income as defined under Section 2(1) meansany rent or revenue derived

from land which is-situated in India and isused for agricultural purpeses (2 l)(a?).
The definition makesit very ¢élear that any rent or revenue (in cash or kind) will be

agricultural in nature only if the following conditions are fully satisfied :
a)" rent or revenue is derived from land,

b) -the land issituated in India, and

C) -the land is used for agricultural purposes.

15
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Since the term "agriculturc” will determine the nature of income. it is necessary for
ustobe able to understand what isagriculture. Incomeissaid to have been derived

from land. from agriculture when that land issubjected to the labour and skill of man
whether in the form of cultivation or otherwise. Though tilling is not a necessary part

of agriculture, human labour and skill are supposed to be expended on the land itself
and not merely on the growth from land.

The Supreme Court hasin CIT v. Rgja Benoy Kumar Sahas Roy expounded on the

terms 'Agriculture’ and 'Agricultural Purposes’. The relevant portion of the judgment

isgiven below :

i) Agriculture in its most primary sense denotes the cultivation of the field and is
restricted to the cultivation of the land in the strict sense of the term, meaning

thereby tilling of land, sowing of seeds, planting arid similar operations on the
land. I¥ also F’ncludes in its scope dl the operations which foster the growth and

preservation Of the produce along with the operations required to make the
producc marketable. The term comprises within its scope al types of produce
regardless of its nature.

ii) In order todecide whether aparticular pieceof land has been used for agricultural

purpose. there has to be some measure of cultivation of land and some
expenditure of skill and labour upon it. Consequently, income from the sale of

forest trees growing naturally and without any human intervention cannot be
treated as agricultural income.

2.2.2 Kinds o Agricultural Income

Agricultural Income isof Five kinds
i) Any rent or revenue derived from land

ii) Income derived from Agriculture
iii) Any income derived from marketing process performed by cultivator or receiver
of rent in kind

iv) Any income derived from the sale d product
v) Income from farm building.

(i), (iii) and #iv) can be combined under one heading and explained. Let us now
discuss the different kinds of income in detail.

i) Amy rent or revenuederived from land

Rent or revenue derived from land situated in India and used for agricultural
purposesisagricultural income. Rent isreceived by one personfrom another for the
grant of right to the other person to use land. It may bein cash or in kind and the
recipient of rent may or may not be the owner of the land.

If the fand has been let out by the person on rent and the rent is in the nature of
produce, he istermed as 'receiver o rent in kind'. Where the land is used by the

receiver of rent in kind for carrying out any processto make the produ'ce marketable
or where he derives any income on the sale of such produce, this will be treated as
agricultural incomein his handstoo. It is, of course, agricultural incomein the hands
of the cultivator.

if) Income derived from such land by agriculture or from manufacturing process
(2(1A) (D) )

The words ‘such land' are of significance here. These words limit agricultural income

to the land situated in India which is used for agricultural purposes. The income

generated by the following activities is considered agricultural income:

a; agriculture .

b) process ordinarily employed by a cultivator to render the produce marketable

¢) sale by cultivator of the produce without any further processing except the one
mentioned in (b) above.

It is thusclear that the cultivator may need to make the produce marketable as the
produce as such may not besold. Heisallowed the use of a process which isgenerally

employed by all the cultivators to make the produce marketable. Tobacco leavesare
generally dried before being sold, and therefore, the income from the sale of dried

tobacco leaves will. be agricultural in nature. However, the income from the sale of

heedies made out d the same tobacco will not be treated as agricultural income,
because marketable produce has been further processed and made more valuable.



iii) Income from agriculturai house properly & farm buildings (2 (14) (¢) ) Basic Concepte-I

Income derived from any building in the following cases will he agricultural income:

a) the building is owned and occupied by the receiver of rent or revenue of any such
land;
"b) the building is on or in the immediate vicinity of the agricultural land in Indig;

c) the agriculturist needsit by virue of his connection with the land and uses it as a
dwelling house, store house or as an outhouse;

d) the land on which such building is situated must be subject to land revenue in
India or subject to a local rate assessed and collected by the officers of the said
Government;

¢) if the land is not subject to land revenue, it must be outside the urban area. i.e.,
area comprising a cantonment board, municipal board, notified area, town area.

municipal corporation or any other name by which it is known and which has a
popula?ion of 10.000 or more;

f) ifitisnotified by the Central Government in the Official Gazette, it must not be
situated within a distance of 8 kilometre or within the area of such lower limits
from thejurisdiction of such municipal board etc. asthe Central Government may
notify in this regard.

2.2.3 Instances of Non-agricultural |ncome

The following incomes though connected with land arc not agricultural in nature:

1) Annuity payable to Vendor of agricultural land or to a person giving up hisclaim
to a piece of agricultural land.

2; Commission for selling agricultural produce.

3) Incomefrom Dairy Farm.

4) Forest prodrz

5; Fisheries.

6) Ginning of cotton.

7y Harvesting of crop on purchased land,

8% Letting out of land for stocking timber or crops.

9) Dividend paid out of agricultural income.

10) Commission earned by the landiord for selling agricultural produce.

]15 Profit earned on purchase of standing crop.
Rearing of silk worms.

13) Income from quarries.

]4‘; Royalty income of mines.

15) Income from poultry farming.

ce resulting from wild growth.

2.2.4 Partly Agricultural Income
There are certain instanceswhere it becomes extremely difficult to classify an income
asagricultural or non-agricultural. These are cases where the said income satisfies

some characteristics of agricultural income and a few characteristics of business
income. Such incomes are said to be partly agricultural in nature. Profit of a sugar

mill which grows its own sugarcane is cited as one of the examples of partly

agricultural income. In this case income earned till harvesting of sugarcane is
agricultural in nature whereas income accruing from the manufacture of sugar is

taxable income. Similarly income from growing and selling of teais partly agricultural

income. These two cases have been dealt with under rules 7 and 8 of the Income Tax
Rules, 1962.

225 Taxation of Agricultural Income
Until the assessment year 1974-75, the agricultural income of an assessee had been
completely left out the purview of the Income Tax Act, 1961. However, it was felt

that the assessees earning both agricultural income and non-agricultural income have
higher taxable capacity. It iscorrect that the Central Government cannot tax

agricultural income but they can certainly tax non=agricultural income at a higher rate
if the taxable capacity of the assessee warranted that, In thelight of thislogic ascheme
of partial integration of agricultural income was devised to tax non-agricultural
income in the hands of those who were earning both types of incomes.

As per the provision of the act the agricultural and non-agricultural income of the
individual earning both the incomes will be clubbed together to find out the rate of
tax to be applied for calculating the income tax on non-agricultural income. Thiswill 17
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result in a higher income tax as compared to what he would have paid had he not
clubbed the, two types of income. The provisionsare that al assesseesother than

companies, registered firms and cooperativesocietiesare required to club the
agricultural income with other incomes for determining the rate of tax. ii) These

provisions will apply only if the non-agricultural income exceeds minimum taxable
limit (Rs. 22,000) and agricultural income exceeds Rs. 600.

Check Your Progress A
1) Read the following carefully and tick mark the correct.answer:
i) Agricultural income isleft out of.the purview of the Income Tax Act, 1961

because

a% Indiais a socialist democracy
b} Agricultureisa State subject

¢) The Government wantsto encouragefarmers.

ii) Which of the following is non-agricultural income
a) Dairy
b) Income from land let out for drying tobacco leaves
¢) Incomefrom tilling and sowing cotton.
iii) I'n determiningthe market value dof agricultural produce not ordinarily soldin
the market, the profit is

A flat rate of 15% d the total expenses. _
b) An amount to be determined by the agriculturist

¢) An amount to be determined by the Assessing Officer.

iv) Theassessee who isnot required to clubitsagricultural and non-agricultural
income for rate purposeis
a) A company
b) An individua
c) A HUF.

2) State whether the following statements are true or false

i) Theircome of a company engaged in growing and selling tea is business
income.

i) The clubbing prOViSiOi]S for rate purposeswill apply irrespective d the
amount o non-agricultural incomie.

iii) The onusdf proving that a source of incomeis agricultural in nature lies on
the assessee.

iv) Expenses on transportation of produce from the farm to the factory are
agricultural expenses.

23 CONCEPT OF CASUAL INCOME

You will remember from earlier unit that one of theimportant characteristics o the
term'income’ isitsregularity or at least expected regularity. However, there may be

certain incomes which are not regular and which do not arise from any source of
income. They are known as 'casual incomes.

2.3.1 Definition of Casual Income

The term 'Casua income' has not been defined anywhere in the Income Tax Act}

1961. It isfor thisreason that we haveto depend upon the dictionary meaning of the
word 'Casual' and aso on the decisions of the various courts. .

The word 'Cnsua’ has been defined to mean ** subject to or produced by chance,
accidental, fortuitous, coming at uncertain times, occasional, unforeseen.” |t

thereforeis something which comesin at uncertaintimesand something which carinot .

be relied upon or cal culated to produceincome or it may be something which isthe
result of chance or the result o a fortuitous circumstance.

Winning from lotteries, crossword puzzles, racesincluding horse races, card games
and other games o any sort or from gambling or betting of any form or nature

whatsoever, are also treated as casual incomesand are not taxabl e upto a maximum
of Rs. 5,000.

One test which has been laid down in some casesiswhether thereceipt isonewhich
isforeseen, known and anticipated and provided for by agreement. If it is a result
thereof, it cannot be described ,ascasual eveniif it is not likely to recur for a



considerable time. Casual receipts are therefore receiptswhich are purely accidental
and a result of windfall. They accrue without stipulation, contract, calculation and
design.

Non-recurring nature means that the receipt is not bound to recur and the recipient
hasno right or claim to expect the recurrence. The burden of proof ison the assessee
if he claimsan item of income to belong to this category.

The following are excluded from the scope of casua income as per sec 1¢(3)

a) Capital Gains

b) Receiptsarising from business, profession or occupation

c)) Receipts by way of addition to the rewnuneration o any employee e.g. bonus.

2.3.2 Casuval Income or Personal (ift
Casual income in excess of Rs. 5,000 is taxable whereas gift remains outside the
purview of Income Tax Act, 1961. If the gified amount exceeds Rs. 20,000, it will be

taxed rmder the Gift Tax Act. Gift isareceips which isof purely personal nature and
thereforecannot beincluded in the term ‘casual income.’ Thefollowingextract from

the Circular of the Board is relevant in this regard:
"Receiptswhich ared acasual and non recusring nature will be liable to income tax

only if they can properly he characterised as "income™ either inits genera

connotation or within the extended meaning given to the term by the Income Tax
Act. Hence, gifts of a purely personal nature will not be chargeable to income tax

except when they can be regarded as an addition to the salary or when they arise
from the exercise of a profession or vocation." Circular No. 158 of 27.12.1974.

2.3.3 Chargeability of Casual Income

Until the assessment year 1974-75 al casual incomeswerefully exempt from income.

tax, butit Wa_sfound/that the provision was being misused and tax being avoided by
treating receipts as casual income, hence a limit was imposed on the extent of

exemption. At present all receipts, which are of a casual nature are exempted upto
Rs. 5,000 in the aggregate.

Thiswould mean that all casual incomesare to be added up to begin with. Then alow
adeduction of Rs. 5,000. The resultant figure would be included under the head
'Income from other sources' and taxed like any other income.

234 A Few Examples

The following incomes are of a casual nature
a) Participation in lucky prize schemes was held not to amount to business receipts
and were held to be casual in nature.

b) An assessee received a sum before he started business as grant-in-aid from the
~ Government.

¢) A golden hand shake given as a gift by a company to its auditors whose
appointment was not renewed was held not to be a professiona receipt.

d) The entrance fee charged by a banking company from its new shareholders.

€) Amounts received from activities which are indulged in as hobbies and not
business.

The following incomes are not of a casual nature

a) Any receipt (whether in theform of adonation) received from the exercise of an
occupation (like teaching Vedanta philosophy).

b) Tips given to taxi drivers.

c) Gifts received from clients.

d) Indirect benefits out of professional conduct.

24 CAPITAL AND REVENUE RECEIPTS —
IMPORTANCE OF DISTINCTION

If isimportant to'be able to distinguish between capital and revenue. Thedistinction
issignificant not only from the point of view of accounting but also for tax matters.
Ordinarily speaking when we buy something of durable nature we say that we have

Basic Concepts|1
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" incurred capital expenditure. For example buying of furniture is capital expenditure

and it is shown bn the assets side of the Baance Sheet. On the other hand,

expenditure incurred on repairsis supposed to be o routine type and it is therefore
shown on thedebit sided the Profigand Loss Account. | n the sameway when some

receipt iseffectedfor unloadingof acapital asset, we classify it as capital receipt. For
example, an amount o Rs. 2,00,000 received on thesale of a pieceof land will bea
receipt of capital nature. On the other hand fees received by an advocatefor

rendering d professional services will be of revenue nature. It might be of interest

to note that the Income Tax Act, 1961, has not defined the concept of capital and
revenue anywhere and therefore we have to depend on the accounting conventions

and pronouncements by courtsin this area.

.Apart from accounting implications, the distinction between capital and revenue

receiptsis o great significancein tax mattersand in determining the tax liability.

Revenue receiptsare considered to be taxablein general whereascapital receipts are
not. However, where the asset sold brings in some surplus (excess of selling price

over the cost of an asset), it istermed ascapita gain and will be treated under special

provisons d the Act. Tax liability therefore cannot be determined accurately if the
receipts are not properly classified as above.

24.1 Distinguishing Tests

Based on the judicia pronouncements, afew guidelines have been laid down for the

purpose of determining the nature d a receipt. Some important guidelines are

discussed below:

1) A receipt by way of price or compensation on the disposal of circulating capital
or stock on tradeisa revenue receipt whereasa receipt on the disposal of acapital
asset iscapital in nature. A capital assetisused to manufactureitemsor generate
incomee.g., machines.

2) Receipt in substitution of asourceof incomeisd capital nature whilethe amount

that substitutesincomeitself shall be theincomechargeableto tax. For example,
compensationfor the loss of an agency is a.capital receipt while the amount

received for the breach of a businesscontract is a revenue receipt.
3) Inthecasedf anisolated transaction of purchaseand sale o property, the motive
of thesellerisadecidingfactor in determiningthe nature of receipt. Sale proceeds
d securities (where they are held as investment) will be capital receipt whereas
it will be o revenue natureif the securitiesare held as stock in trade.
4) When asum is received for the surrender of certain rights under an agreement,
it is a capital receipt because a certain capital asset in the form of those rights is !

being given CLIJHD If, however, the sum is received in the nature of compensation
for the loss of future profits, it will be treated as a revenue receipt.

It would also help, if the following are aso taken into consideration when trying to
distinguish between capital and revenue receipts:

1) Naturedf receipt at theinitial stage: If the receipt a the initial stage possesses

thecharacteristicsof atrading receipt, it will be'taxed assuch. If however, at the
initial stages, it looks like a capital receipt, it cannot be taxed irrespective of the

magnitude and the appropriation o the same by the assessee.

2) Nomenclaturenot decisive: Irrespectived what the partiesto acontract call the
transaction and the recetpt arising therefrom, the true nature of the receipt has

to be ascertained based on theprincipleslaid down and thecircumstancesof the
case.

3) Nature of receipt in the hands of thereceiver : It isimportant to note that when
considering a receipt, its nature in the hands of the receiver'is important. This

implies that even if an item of expenditureisdf a capital nature in the hands of
the giver, it very well could be an item o revenuereceipt in the hands of the

receiver. It istherefore, the nature o receipt in the hands of the receiver that is
important and not the nature of the expenditpre in the hands o the giver.

4). Nature under company law not important - It hasbeen held by the Supreme Court
that thereis noinconsistency between a receipt being a capital receipt under the
Company Law and being a revenue receipt under the Income Tax Act, 1961.

5 Lack of assessment in earlier years immaterial : The mere fact that the Income
Tax Authorities have failed to levy tax on the interest part of the annual receipt

doesnot change the nature of thereceipt. It continuesto bepart capital and part
revenue in nature and thereby chargeable to tax on the revenue part.
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o arevenue nature although capital asset seems to be getting exhausted or
consumed.

7) Exchange rate fluctuation : Excess income arising to the assessee as a result of

exchange rate fluctuation will be taxed asrevenue receipt. If, however, the profit
arises not as a result of the business of the assessee but as accrua to the

investment, it will be treated as a capital receipt.

8) Perpetual annuity : The annuity receivable in exchange for a capital assetis
taxable income. However, if the annuity is described as instalment of a capital
sum received in exchange for the capital asset, it is not taxable.

2.4.2 Examplesof Capitali and Revenue Receipts
'he following are a few examples of capital receipts
1) Receipt to meet the capital expenditure is a capital receipt.

2) Compensation received for the suspension of an export licence.
3) Pagdec received as consideration for grant of monthly tenancies. )

4) Profit due to fluctuations in the rate of exchange of foreign currency.
5) Profit from the.sale of foreign exchange when the purchase of capital goodsin
foreign country became impossible.

6) Entrance fee collected by a company in respect of new shares.
7) Sale d assetsd afirm at the time o its conversion to a company to the extent
the consideration is attributable to sale of land.

g8) Compensation received for relinquishing the rights of a partnership.

The following are a few examples of revenue receipts :

1) Receipt of annuity for transfer of a capital asset.

2) Compensation received for compulsory acquisition of land.

3) Damages received in respect of repairs not carried out in time.
4) Cash assistance received under an export promotion scheme.
5) Lumpsum amount received for waiver o royalty.

6) Subsidy received by a cooperative society from Government.
7) Surplus left with the seller due to a reduction in export duty.
8) Damages receive by a company for breach of contract.

9) Saleof import entitlement received under an export promotion scheme against
export.

Check Your ProgressB
1) Distinguish between casual income and gift.

..........................................................................................................

..........................................................................................................
..........................................................................................................

2) Fill in the blanks :
i) Net Casual income isincluded under the head ...................

i) Casua incomes are exempt from tax under section «........cvevnee. of the
Income Tax Act.

iii) The onus to prove a particular income as being of a casual nature ison the

1Y) R receipts arc to be added in computing the business income.
v) Sum received for the surrender of aright isa............. feenee Teceipt.
Vi) Cash assistance received from the Government iSa ......vevvveeeene. receipt. 21
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3) State whether the following are capital or revenue receipt :
iy Compensation received for compulsory vacation o place of business.

ii) Bonusshares received by adealer of shares.
i) Sales tax coliected from purchaser of goods.

iv) Dividend
v) Compensation received for suspension of export licence.

2.5 LET USSUM UP

Agricu]tural-income being exempt from tax, it is necessary to comprehend the
meaning correctly. Section 2(1) of the Income Tax Act defines it as any rent or
revenue derived from land which issituated in India and which is being used for

ricultural purposes, Income from house property situated on or in the immediate
vicinity of agricultural land is also treated asagricultural income provided the house

is being used by theagriculturist asouthouse, or for storing of agricultural produce,

agricultural implementsor cattleetc. It isexempted from tax u/s 10(1) of the Income
Tax Act because agriculture being a State subject, Central Government cannot

imposetax on income derived therefrom. Income from manufacture of sugar will be

gartly agricultural in nature if the sugar mill grows sugarcane on its own farms.
imilarly income from sale of tea will also be partly agricultura in nature where the

tea company growsits own tea. Rules 7 and 8 of the Income Tax Rules describe the
method of determination of exempted and taxable portions of such incomes.

Casual income is also exempt but to alimited extent. It is tax free up to a maximum
of Rs. 5,000. Excessof casual incomeover Rs.5,000istaxable. |tissomething which
comes as windfall and totally unexpected. Capital' gains, receipts arising from
business, profession or occupation and receipts by way of addition to the
reémuneration of an employee are not casual incomes within theframework of law of

income tax.

It is also important to distinguish between capital and revenue incomes. It is the
revenue income that is taxable and not the capital receipts. Amount received for the
goods sold and services rendered will be revenue in nature whereas the amount
received in exchange of capital asset like house property will be capital receipt. On
the basis of accounting principlesand judicial pronouncements afew principles have

emerged which help to distinguish the capital and revenue incomes.

2.6 KEY WORDS

Agricultural Income: It isincome derived fromagricultural land situated in Indiaand
is exempted trom income tax.

Capital Income: Incomereceived in exchange of acapital asset iscapital income. It
is not taxable. However, where the amount received isin excessover the cost of the
asset, such excess is known as capital gain and is taxable.

Casual inc’bme : Casual income is the receipt which comes as a windfall.and isfree
from repetition. Onecan never expect it. Betting, winningsfrom lotteriesetc. though

" included in the term ‘income’ w/s 2(24), is treated as casual income according to a

circular issued by the Government.

Partly agricultural income: Income from tea gardens and from manufacture of sugar
ispartly agricultural in nature. Taxable portionisascertained in accordance with Rule

No. 7 and 8 of the Income Tax Rules, 1962.

Revenuelncome: Income received as a matter of routine by way of saleof goodsor
services is revenue in nature and taxable.

2.7 ANSWERS TO CHECK YOUR PROGRESS

‘A.l) )b iH)a ii)b iv)a

2) i) False i) False iii) True iv) True




‘B 2) i) Income from other sources ii) 10(3) iii) Assessee iv) Revenue
v) Capital vi) Assessee.
3) i) Revenue i) Capital iii) Revenue iv) Revenue v) Capita

2.8 TERMINAL QUESTIONS EXERCISES

1) Define agricultural income and give examples.
~2) Distinguish between agricultural income and partly agricultural income with
examples.

3) What do you understand by casual income? How are they treated under the
Income Tax Act?

4) Distinguish between capital and revenue incomes.

Note These questions will help you to understand the unit better. Try to write .
answers for them. But do not submit your answers to the University,
these are for your practice only.

Basic Concepis-ii
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3.0 OBJECTIVES

After studying this unit, you should be able to :
e jdentify categories of assessees on the basis of residential status,

e determine the residential status of assessees,
e explain different typesd incomes,

e determinetax liability.

3.1 INTRODUCTION

. You areaware that IncomeTax Act revolvesaround assessee and hisincome. In the
previous units you have been familiarized with concepts such as assessee, previous

year, assessment year etc., which are considered to be foundations of income tax.

However, to determine tax liability of an assessee it isessential to ki.ow hisresidentia
status. In this unit', we intend to explain the method of applying the rules regarding
residentid status and thereby determining the scope of total income of an assessee.

3.2 IMPORTANCE OF RESIDENTIAL STATUS

Accordin§ to Section 4, of the Income Tax, Act, 1961 tax is to be charged, on the
income of the previousyear of a person at the rate fixed for the assessment year,

immediately following the previous year, by the Annual Finance Act passed by

Parliament sometimein A pil/MaJ every ¥ear The tax ligbility of apersonis
determined on the bassdf his residencein Indiain the previousyear. 'lphe residential

status of an assessee may not necessarily be the samein each year, he may be a

resident in one year and a non-resident in the next. As such, clear identification of
residential statusis necessary. It isimportant to note, however, that the status of an

assessee Will be the same for dl sourcesdf income. The rulesfor determining the
residential status are not the same for different types of assesseesviz., individual,
Hindu Undivided Family (HUF), firm and a company etc.



3.3 CATEGORIES OF RESIDENTIAL STATUS Residential Statusand Tax Liability

Section 5 of the Income tax Act deals with the scope of total income. It states that
the scope.of total income of a person is determined by reference to his residence in

India in the previous year.
On the basis of residence all taxable entities are divided into three categories, viz.

a) Persons who are residents in India
b) Persons who are not ordinarily residents in India

c) Persons who are non-residents in India
TAXABLE ENTITIES

R&ddents Nan-érdinarily Non~resihents
resdents
For the purpose of determining the rules applicable in this regard the are
divided into 4 groups, viz.
i) Individuals, o
i) Non-company plural entities,
(H.U.F., firms or other association of persons)
iii) Companies, and
iv) Every other person.

34 RULES FOR DETERMINING THE RESIDENTIAL
STATUS

As stated earlier there are separate rules for determining the residentia status of
different types of assessess. The testsfor residenceof an individual are contained in

Section 6(1), those for Hindu Undivided Families, firms or other association of
persons are laid down in Section 6(2), those for companiesin Section 6(3) and for

every other person in Section 6(4).

3.4.1 Individual

An individual may either be resident, or not erdinarily resident, or non-resident, in
any previous year depending upon the factsof the case.

A. Resident
The residentia status of an individual now depends upon his stay in India, prior to

the previous year 1982-83 his dwelling placewas also relevant. He will be a resident
in India (alsoreferred to asordinarily resident) if he satisfiesanyoneof the condition

of Part | and both the condition of Part I1.

Conditionsaf Part I (Sec. 6(1) )°

a) Heisin Indiain the previousyear for a period, or periods amounting in al to
182 days or more,

b) If he has been in India for a period or periods amountingin al to 365 days or
more during the 4 years preceding the previousyear and has beenin Indiafor 60
days or more during the previous year.

. Explanations : In case of an individua

i) Beingacitizenof Indiaif heleavesindiain any previousyear for the purposeof
employment outside India, the period of 60 days in clause (b) above will be
extended to 182 days or more.

ii) Being a citizen of India or a person of Indian origin, who being outside India,

comeson avisittoIndiain any previousyear the period of 60 daysmentioned in
clause (b) will be 90 days or more (From 1.4.1990 these 90 days are extended to

150 days or more). A person is deemed to be of Indian origin if he, or either of
his parents or any of his grand parents was born in undivided India.

Conditionsof Part II (Sec. 6(6) )

a) If he has been resident in India in at least 9 out of the 10 years preceding the
previous year, and. 25



Fundamentals b) He hasbeen in Indiafor aperiod or periodsamounting in all to 730 daysor more
during 7 previous years preceding the previous year.
Stay in India
His stay in India for at least 182 days during the previous year need not necessarily

be a continuous one and at the same place, It isthe total duration of hisstay in India
that will beconsidered for the purpose. It 1s immaterial whether he stayed in arented

'house, or hisown house, in a hotel or with some friends, what is important is that
he must have stayed in India for a period of 182 days or more in the previous year.

Regarding hisstay for at |east 365 days, the stay may be regular or irregular or only
once in four years preceding the previous year. But he must have stayed in India 365

daysin dl during the four years. The period of 4 years preceding the previous year
means the period of 12 calender months each immediately preceding the

commencement of the relevant previous year.

Again with regard to the second condition of Part I'i.e. hisstay for 365 daysor more,
the stay need not be regular, it could be only once in four years preceding the
previousyear. It isthe total stay which issignificant which must be 365 daysor more
in the 4 years preceding the previous year.

Mustration 1
Mr. X an Indian citizen, Ieft for Germany on August 1,1988for business. Hestayed
in Germany upto December, 31,1989. He came to Indiaon January 1, 1990 and did

not go back. He was never out of India in the past. What will be hisresidential status
for the previous year ending on March 31, 1990?

Solution
For the previousyear 1989-90and the Assessment year 1990-91, Mr. X isa Resident,
Mr. X satisfied the second condition of Part |, i.e., he hasresided in India for 365

days during fouggears 1985-89 preceding the previous year and 60 days during the
préviousyear (1989-90), since he hasgone for business purpose. H e also satisfiesSthe

other two conditions of Part II.
, @) He has been resident for nine out of ten years preceding the previous year and
b) He hasasolived inIndiafor 730 daysduring seven years preceding the previous
year.
B. Not Oridinarily Resident

If an individual satisfiesany one of the two conditions of Part |, but does not satisfy

both the conditionsof Part II, heissaid to be resident but not ordinarily.resident or
simply stated. He will be a **not ordinarily resident™

Ilustration 2
Mr. Mukesh came to India for the first timein July 1988 and stayed in Delhi up to

31st March, 1990. Determine his residential status for the assessment year 1990-917

Solution
For the assessment year 1990-91, Mr. Mukesh isresident but ndt ordinarily resident.

During the previousyear 1989-90Mr. Mukesh wasin Indiafor a period of n,ore than

. 182 days and he there by fulfils the condition (a) of Part I. But he does not satisfy
both the conditions of Part II. Therefore, he is resident but not ordinarily resident
for the assessment year 1990-91.

C. Non-Resident
If an individual does not satisfy any one of the conditions of Part | heissaid to be |

non-resident in that previous year. Whether he satisfies one or both conditions of
Part I1.

[llustration 3

Mr. X, astudent of Delhi University leaves India for Canada for higher studies on
'August 15, 1985. During 1989-90 he came to India on July 12, 1989 and stayed in
. Delhi for a period of one month and again left for Canada, on August 10, 1989.
Determine his residential status for the assessment year 1990-91?

Solution o

Mr. X is a non-resident for the assessment year 1990-91, as he stayed jn India for
only 30 days during the previous year 1989-90. As such he does not satisfy any one

26 of the basic conditions of Part |. Therefore he is a non-resident. .

-~ 4



Check Your Progress A
[) When is an individual treated as a 'resident’ in India?
2) When is an individual treated as 'not ordinarily resident in India?

3) Who is a non-resident?

4) After 25 years stay in India Mr. Mukesh went to U.S.A. on April 15, 1986 and
came back to India on March 12, 1990. Determine his residential status for the
assessment year 1990-91?

5) Mr. John came to India for the first time on July 10, 1989 and stayed upto
February 28, 1990. Determine his residential status for the assessment year
1990-91.

6) Mr. Prasad is an Indian citizen who left for Japan on November 15, 1989 on
personal work and he did not return during the previous year 1989-90. He was
never out of Indiain the past. Determine his residential statusfor the assessment
year 1990-91?

3.4.2 Non-Company Plural Entities

Under this section we will examine the rules regarding residential status of plura
entities such as Hindu Undivided Family (HUF), firms and association of persons.

Hindu Undivided Family (Section 6(2) )
Theresidential statusof an HUF dependson two factors, the location of control and
management of its affairs and the residential status of its Karta:

Ordinarily Resident (Section 6(2) ) )
A) HUF is said to be ordinarily resident in India in any previous year :

a) If the control and management of its affairs is wholly or partly situated in India
during the previous year.

Theexpression 'Control and Management' signifiescontrolling and directive power.
In other wordsit means the 'head and brain.' Moreover the control and management

should be de facto, (in effect) and not merely the right or power to control and
manage.
If its manager (Karta) satisfies the following conditions of Section 6(6) :

i) itsmanager has been resident in Indiain 9out of 10 previousyears preceding that
year; and

ii) itsmanager has, during the 7 years preceding that year, beenin Indiafor a period
amounting in all to 730 days or more.

For the purposes of calculating the period of the manager's stay in India we shall add
up,thestay in India of al the successive managers of thefamily, in case of the death
of the first manager.

Iustration 4
A Hindu Undivided Family carriesImport-Export businessin India, Nepal, Sri Lanka

and Pakistan. The Karta staysin India, and manages the affairs of HU F through
employees and agents. What will be the statusof thefamily for income-tax purposes?

Solution

The control and management of the affairs of the family is situated wholly in India
and the manager stays in India and fulfils the conditions of Part II Section 6(6).
Hence, the Hindu Undivided Family is resident in India.

B) Not Ordinarily Resident

A Hindu Undividea Family is said to be'not ordinarily resident in India, if control
and management of its affairsissituated wholly or partly in India,during the previous
year but its manager does not satisfy the conditions of Section 6(6).

C) Non-resident
A Hindu Undivided Family issaid be non-resident in such cases only where itscontrol

and management issituated wholly outside India during the previousyear. If however

the control and management is situated partly in India and the Karta satisfies the
conditions of Part II Section 6(6) it becomes a resident in India.

Ilustration 5
Head Office of AB a Hindu Undivided Family issituated in Dubai. The family is

managed by Mr. A whoisaresident inIndiain only 6 yearsout of 10 years preceding

Residential Status and Tax Liability
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the previous year 1989-90. Determine the residential status of the HUF for the
assessment year 1990-91if the affairsof the family business are (i) wholly controlled

from Dubai. (ii) partly controlled from India.

Solution

i} Here the affairsof HUF are controlled and managed from outside India.
Therefore AB. a Hindu Undivided Family isnon-resident for the assessment year
1990-91.

i) Under this situation the affairs of HUF are controlled and managed partly from

India. Therefore the HUF ‘is resident of India. However. it would be resident in
India if Karta/Manager satisfies the conditions laid down in Part IT Section 6(6)

(b) below: .
i) He has been resident in India. at least 9 out of 10 years preceding the previous
ear.

if) He has been in Indiafor aperiod or periods amounting in al to 730days or more
during the seven years preceding the previous year.

As the manager Mr. 'A" isresident in India in only 6 out of 10 years preceding the

previous year, the HUF would be 'non-ordinarily resident' in Indiafor the assessment

year 1990-91.

Firms and other Association of Persons (Section 6(2) )

Firms and other association of personscan fall under two categories only. They may

either be residents or non-residents. The category of non-ordinarily residents does
not apply to such assessee.

A) Resident

A firm or other association of personsissaid to be resident in India in any previous
year where during that year the control and management of its affairsis partialy or
wholly situated in India. The residential status of its partnersin India is immaterial.
B) Non-Resident

A firm or an association of personsissaid to be non-resident in such casesonly where

the control and management of its affairsissituated wholly outside India during the
previous year.

[llustration &

A firm hasfive partners who are permanent residents in India. The firm owns a
rubber estate in Malaysia. The estate is managed and controlled by the partnersin
India, through an agent in Malaysia. Determine the residential status of the firm.

Solution

Even if the control and management of the firm is partly situated in India the firm

becomes resident. Here, all the partners reside in India and manage at least a part
of the affairsof the estate. Assuch the firm isresident in India.

3.4.3 Companies(Section 6(3) )

Similar tofirm, or other association of persons, companies can also be classified into

two categoriesonly. A company may either be a resident or non-resident.

A) Resident

A company is said to be resident in India in any previous year if:

i) itisan Indian company, or

ii) during the year, the control and management of its affairs is situated wholly in

India.

Indian Company : Section 2(26)

Indian company meansa company formed and registered under the CompaniesAct,

1956 and includes:

i) acompany formed and registered under any law relating to companies formerly
inforcein any part of India, other than thestate of Jammu and Kashmir and the
union territories, )

ii) acorporation established by or under a central, or state or provincial act.

iii) any institution, assaciation or body which isdeclared by the Central Board of
Direct Taxes to be a company under Section 2(17).



iv) in the caseof Jammu and Kashmir, acompany formed and registered under any
law for the time being in force in that state.

) in the case of any of the union territories of Dadra and Nagar Haweli. Daman
V)" and Diu and Pondicherry, a company formed and registered under any law for
the time being in force in that union territory.

In dl the above cases, it is necessary that the registered or, as the case may be, the
principal office of the company. corporation institution, association or body is in
India

Control and Management of the Affairs of the Company

A non-Indian company is resident in India if the control and management is wholly
situated in India. The term ** Control and Management™ refers to "head and brain”
which directs the affairsof policy framing, finance, disposal of profitsand vital things

concerning the management of a company.
A company may be resident in India even though its entire trading operations are
carried on abroad. If the management and control is situated in India, the company

is resident in India. It does not matter where it is registered and where the act of
selling and buying of the goods takes place.

B) Non-Resident

If a company does not satisfy any of the aforesaid conditions of residence, it issaid
to be a 'non-resident’ company. In other words if the company is not registered in
Indiaand itscontrol and management issituated wholly or partially outside India, it
is regarded as a non-resident.

[llustration 7

The Indian chemicals limited is a registered Indian company carrying business in
Indiaand in Gulf countries. The control and management of itsaffairs was partialy
situated in Riyadh (Saudi Arabia) during the year ending March 31, 1990. What will

be the residential status of the company for the assessment year 1990-91?

Solution

The Indian chemicalslimited is an Indian company, therefore, it should be treated
as resident in India and the facts regarding control and management outside the
country are immaterial.

Illustration 8

International Remedies is a registered company in Germany, and has a registered
office in Germany, but the management and control is situated wholly in Bombay
(India). What will be the residential status of the company for tax purpose?

Solution

As the company's control and management is situated wholly in India it is resident
in India, and the location of the registered office of the company is immaterial.

In the above illustration if suppose the control and management is partially situated
in India, then the company is non-resident in India for'tax purpose.

3.4.4 Every other Person (Section 6(4) )

A) Resident : Every other person (local authority, artificial, juridical person e.g. :
Statutory Corporations) is said to be resident in India in any previous year if
thé control and management of its affairs is partly or wholly situated in India.

B) Non-Resident : Every other person is said to be non-resident if control and
management of its affairs is situated wholly outside India. .

Nate : Every other person is never a 'not ordinarily resident.'

Check Your Progress B
1) State whether each of the following statementsis True or False:
i) A company can never be a'not ordinarily resident'
ii) Indian company is a 'resident’
iii) Hindu Undivided Family cannot be non-resident
iv) Eirm & other association of persons can never be 'not ordinarily resident'
v) On the basis of residence, the persons are divided into 4 categories

Residential Status end Tax Liabiléty
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2) Explain the procedure for determining an individual as resident in India?
3) Explain the procedure, for determining a company as resident in India?

4) Japan remedies is an International company dealing in pesticides, in India,
registered in Tokyo and the control and mangement of its affairsis wholly situated
in Tokyo. Determine the residential status of the company in India?:

5) A HUF carries toys businessin India. Itscontrol and mangement is partly situated
in India and partly in Canada. The karta (manager) is non-resident in India for .
the previous year 1989-90. Determine the residential status of HUF in India for .
the assessment year 1990-91?

3.5 SCOPE OF TOTAL INCOME ON THE BASIS OF
- RESIDENCE — Section (5)

We haveexamined the rules determining the residential statusof assessee. Asstated
earlier the scope of total income of an assessees depends on his residential status in
the previousyear. In the following sectionswe will explain the scope of total income
for the different categories of assessees viz.

i) residents

if) not-ordinarily residents

ii1) non-residents

3.5.1 Resident
Thetotalincome of any person, who isresident in the relevant previousyear, includes
al income from whatever sources derived which

a) is r%tj:tfaived, or deemed to be received in India in such year by him or on his
;or

b) accruesor arisesor isdeemed to accrueor ariseto him in Indiaduring such year;
or
). accrues or arises to him outside India during such year.

3.5.2 Not Ordinarily Resident
If the assessee is'not-ordinarily resident’, the total income of the relevant previous
year includes all incomes from whatever sources derived which —

a) isreceived or is deemed to be received in India in s'uch'year by or on behaf of
such person; or’

b) accruesor arises or isdeemed to accrue or arise to himin Indiaduring such year;
or

C) accrues or arises to him outside India deriving such 'year and is derived from
business controlled in India or a profession set up in India.

Thusit will beseen that the basic difference between the scope of atcial income of
aresident and not ordinarily resident relates to the income which accrues or arises
to himoutsideIndia. In case of aresident it isincluded in histotal incomeirrespective
of the source of such income. But in case of a not ordinarily resident it will be
included in histotal only if it is derived from a business which is controlled inror a
profession set up in India.

3.5.3 Non-Resdent

If the assessee isa non-resident in India, the total ‘of the relevant previous year

includes al income from whichever sources derived which -

a) isreceived or isdeemed to be received in India in such year by or on behalf of
such person, or

b) accruesor arisesor isdeemed to accrueor ariseto himin India during such year.

Thus non-residents are not liable in respect of income'accruing or arising outside
India even if it is remitted to India



Residential Status and Tax Lisbllity

3.6 KINDS OF INCOME

It appears from the scope of tatal income that four types of incomesform part of
the tax liability. They are :

1) Incomes received in India.
2) Incomes deemed to be received in India.

3) Incomes accruing or arising in India.
4) Incomes deemed to accrue or arise in India.

Let us now discuss them in detail.

3.6.1 Income Received in India

Incomereceivedin Indiaistaxable in all casesirrespective of residential statusof the

assessee. The following points are worth noting :

1) Income received meansthefirst receipt. It means, the incomeshould be received
by the assessee for the first time under hiscontrol, in India. For example, salary

received by an employee in India istaxable. But salary received by a non-resident
individual for thefirst timeoutside Indiaand remitted to India afterwards cannot

be taxed, because the income cannot be treated as received twice— onceoutside
India and once inside it.

2) It isnot necessary that income should be received in cash. It may be received in
kind also. For example rent-free accommodation and certain other facilities

provided to an employee are taxable as'salary' in the hand of the employee
though the income is not received in cash. Though income may be received in

kind but for thisto besoit isessential that what isreceived in kind should be the

equivalent of cash or should be money's worth e.g. A debtor who gives his
creditor a promissory notefor thesum heowescan in no sense besaid to pay his

creditor.

3) Tax isattracted by any such income which is received in India whether accrued
here or not.

3.6.2 Income Deemed to be Received in Indid

The expression 'deemed to be received' only means that although such incomes are
not received by the assessee they are treated by law as having been received.

The phrase 'statutory receipt' may conventionally be employed to cover such income.

Instance of such statutory receipt are to befound in the provisiopsof the Act, e.g.,

Section 7 and Section 198 .

a) Excessive contribution etc. to the Employee's provident fund. Rule 6 of part A
of the Fourth Schedule to the Act provides that, that portion of the annual

accrutiop in any previous year to the balance at the credit of an employee
participating in a recognized provident fund, as consists of the following terms,

shall be deemed-to have been received by the employee in that previous year

i) contributions made by the employer in excess of ten, per cent of the salary of
the employee and

ii) interest credited on the balance tothe credit of the employeein excessof 12%.

b) Portion of transferred balance to erggloyee‘s credit on the date of recognition of
Provident Fund Rule 11 of Part A of the fourth schedule provides for treatment

of existing balances where recognition isfirst accorded to an old provident fund.

According to this rule the Income Tax Officer shall make a calculation of the
aggregate of all sums comprised in a balance transferred to the credit of an

employee's account which would have been liable to tax had the fund been
recognized on the date of itsinstitution and such aggregate shall be deemed to be
the income received by the employee,

, Deduction of tax at source Sgciion 198, Tax deducted at source according to the
provisions of the Act are also deemed to be received by the assessee. Also any
,'dividend paid by the company shall be deemed to be the income Of the previous year
inwhich it isdeclared, distributed or paid. Interim dividend shall also be deemed to

be the income of the previpus year in which it is unconditionally made available. S |
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3.6.3 Income Accruingor Arising in India

Income is said t0 be received when it reaches the assessee, but when the right to

receive the income becomes vested in the assesseg, it issaid to accrue or arise.
Accrual Of income means a stage where the assessee has acquired a right to receijve

such income, When the same income is actually received in the accounting year it is
said 1O arise. Income accrues when the right to receive it comes into existence : but
it arises when the method of accounting shows it in the shape of profits or gains.

The income must accrue or arise in India. If it accrues or arises outside India; it
cannot be taxed under the hands of person who is non-resident in India.

3.6.4 Income Deemed to Accrue or Arise in India
Some incomes shall be deemed to accrue or arise in India even if such incomes, in
reality, have not accrued or arisen in India. They are as follows
1) Income is deemed to accrue or arise in India, if it accrues or arises, directly or
indirectly:
i) Through or from any business connection in India
i) Through or from any property in India. . _
iil) Through or from any asset or source of income in India, and
iv) Through or from any transfer of a capital asset situated in India.

Explanation

a) Incaseof a businessof which al the operationsare not carried out in India, the
incomesof the businessdeemed to accrue or arisein Indiashall beonly that part
of the income as is reasonably attributable to the operations carried in India.

b) In case of a non-resident no income shall be deemed to accrie or arise in India.

i) Through or from operations which arc confined to the purchase of goods in
India for purposes of exports.

ii) If heisengaged in the businessof running a newsagency or a publishing house
from operations confined to collection of newsor views in India for
transmission out of India.

iif) Through or from the operations confined to shooting of any cinematograph
film in India.

2) Any sdary payable for services rendered in India will be regarded as income
earned in India.
3) Saary payable by the Government to acitizen of Indiafor the servicesrendered

outside India. o

4) Dividend pad by an Indian company ouitside India.
5) Incomefrom interest, royalty or technical feeisdeemed to accrueor arise ip Idia
if :

a) Itisreceived by a non-resident.
b) Itis payable by
i) The government

ii) Resident in India who utilitises it in India for business or profession. ’
ii1) Non-resident in Indiawho utilisesit for business or profession carried on

by himin India.

Check Your ProgressC
1) State whether the following are True or False :
a) It isnot necessary that income should received in cash.

b) Theincidence of tax of an assessee depends on residential status of the tax
payer.
¢) Tax deducted at source is an ‘'income deemed to be received in India.
d) Dividend paid by an Indian company outside Indiais not an'Income deemed
to accrue or arise in India.
2) Name the different kinds of Income

3) Explain ‘Income deemed to be received in India,'



3.7 INCIDENCE OF TAX Residential Status and Tax Liability

Incidence of tax isthe tax liability of an assessee on different incomes. It dependson
his residential status. The following table indicates the tax incidence on income in

different situations.

Tablel
Tax Liabilit in caseof
Resident Po~id--4 1 Non-
. . resident
Particularsof Income ordinarily
resident

1) Incomereceived in Indiawhether accrued in India

oroutside India. Yes Yes Yes
2) Incomedeemed to bereceived in Indiawhether

accrued in Indiaor outside India. Yes Yes Yes
3) Incomeagcruing or arising in | ndiawhether received

in Indiaor outsidelndia. Yes Yes Yes
4) Incomedeemed toaccrue or arise in Indiawhether !

received in Indiaor outside India Yes Yes Yes
5) Income rcceived and accrued outside Indiafrom a

businesscontrolled in Indiaor aprofession set upin b

India. Yes 1 Yes No
6) Income rcceived and accrued outside Indiafrom a

businesscontrolled from outsidc India or a profession

set up outside India. Yes No No
7) Incomeearned and received outsidc Indiabut later

on remitted to India. No No No

Table 1 highlights that the tax incidence is the highest in the case of a resident and
not ordinarily resident and lowest in the case of non-resident.

3.8 LET USSUM UP

The tax liability of a person isdetermined on the basis of his residencein India in
the previous year. On the basis of residence, the persons are divided into three

categories'namely’ (a) Resident (b) Not ordinarily resident (c) Non-resident. Further
the categories of persons for tax liability have been classified into four groups
'namely" (a) Individual (b) Non-company plural entities (c) Company (d) Any other
person. ,

The rules for determining the residential status are not the same for all the groups.
Different conditionsare to be satisfied by the concerned assessee to bearesidentin
India.

An Individua and aHindu Undivided Family can beresident, not ordinarily resident
and non-resident. A firm and other association of persons, acompany and any other

person can never be a not ordinarily resident. They can only be either resident or
non-resident.

Four types of incomes have been mentioned for the purpose of tax ligbility.
a) Incomes received in India.
b) Incomes deemed to be received in India.

€) Incomes accruing or arising in India .
' Incomes deemed to accrue or arise in India.

The incidence of tax depends on the residential status of an assessee. In case of a
resident excdpt income earned and received outside India hut later on remitted to

India, every other income attracts-tax, and the tax incidence is the highest. On the

other hand, tax incidence is the lowest in the case of non-resident, as only income
which is accrued or received or deemed to accrue or deemed to bereceived in India,

is liable to tax.

Not ordinarily resident in India attracts tax on every income except on ‘'Income
received and accrued outside Indiafrom a business controlled from outside Indiaor

aprofession set up outside India’ and on 'Income earned and received outside India
but later on remitted to India, The incidence of tax is relatively higher when

compared with ‘non-resident’. 3
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3.9 KEY WORDS

Incidence of Tax : Tax liability of an assessees.

Indian Company : A company registered in India under the Companies Act, 1956.
Karta : The head of the Hindu Undivided Family, may be Father or eldest son.
Residential Status : Residential status forms the basis for categorisation of Income
tax assessee as resident/not ordinarily resident/non-resident. Different rules have
been laid down for determining various typesof assesseesinto the above 3 categories.

3.10 ANSWERS TO CHECK YOUR PROGRESS

A) 4) Non-resident
5) Not ordinarily resident
6) Resident
B) 1) i) True ii) True iii) FAse iv) True V) False
4) Non-resident
5) Non-resident

C)1) a) True b) True c) True d) Fase

3.11 SELF-ASSESSMENT QUESTIONS/EXERCISES

Questions

1), Explainthe provisionsdof income tax act for anindividual if heisa a) resident
b) not ordinarily resident ¢) non-resident

2) What are the different categories into which the assessees are divided on the basis
o residence?

3) Statethe conditionswhich a Hindu Undivided Family has to fulfil in order to be
called resident in India

4) Explain the scope of total income under the income-tax 1961.
5 What are the criteria for determining the residence of a firm and a company?
6) What is the basis o charge of income tax? Give the rules for determining this.

Exercises

1) Mr. Subha Rao, acitizen dof Indiaisresiding at Bombay from 1960. For thefirst
time he left India for Nepal on August 25, 1989, and returned on December 31,
1989. Determine his residential status for the year 1990-917
(Answer : Resident)

2) Mr, Lohit, non-Indian citizen, came to India for the first time on July 13, 1989
and stayed up to January 28, 1990. Determine his residentia status for the
assessment year 1990-917?

(Answer : Not ordinarily resident)

3) Mr. Prakash left Indiafor Kuwait on September 15, 1983 to take up a jobin an
eectronic firm there. He returned to India on March 15, 1990 with an idea to
settle in Indiafor ever. What will be hisresidentia status for the previous year
1989-90?

(Answer : Non-resident)

4) A Hindu Undivided Family is carrying on a businessin manufacturing of coir at
Delhi. The Kartaisaresident in Indiafor the previousyear 1989-90, The control -
and management of affairsarewholly situated in India. Determinetheresidential
status of HUF for the assessment year 1990-91?

(Answer : Resident)

5) Onida shipping company registered in India isdealing in cargo. The control and
management of-its affairs are situated partly in India and partly in UK.
Determine the residential status of the company in India?

, (Answer : Resident)



6) ABC is a partnership firm dealing in Unani medicinesin India The control and - Residentiat Status and Tax Liabllity

management of itsaffairsare wholly situated in Bhutan. Determinethe residential
status Of the firm in India?

(Answer : Non-resident)

Sri P.C. Reddy an Indian citizen has different sources dof income in India and
U.K.? He would like to know his tax liability if heis:

1) Resident 2) Notordinarily resident 3) Non-resident in Indiain respect of
the following incomes :

a) Incomes from property in U.K.

b) Salary earned and received in India
c) Profits from a business situated in U.K. but controlled from India.

d) Past untaxed foreign income brought to India during the previous year.
e) Dividend paid by an Indian company and received in U. K.
f) Profit earned from a business in Hyderabad.

Answer
Resident Not Ordinarily Non-resident
Resident
a yes no no
b yes yes yes
¢ yes yes no
d no no no
e yes yes yes
f yes yes yes

Note: These questions and exercises will help you to understand the unit better.
Try to write answers for them, but do not submit your answers to the

University. These are for your practice only.
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4.0 OBJECTIVES

After studying this unit, you should be able to :

@ explain what is exempted income and give reasons for the same,
@ classify exempted incomes,

@ prepare the list of exempted incomes under Section 10,

e cxplain various exempted incomes in the hands of an individual,

e explain the provisions regarding incomes of charitable and religious’trust and
political parties.

4,1 INTRODUCTION

In the earlier lessons you have been familiarised with the important conceptsthat are
commonly used inincome tax. Y ou have seen theimpact of residential statuson the

scope of total income of the assessee. The nature of income also has an impact on

the total income because certain incomesare exempt under thelncomeTax Act. The
exemption is granted with various objectivesin mind. Some incomes are exempted

for social reasons, othersto attract foreign investment and foreign exchange eamings,

still others are granted to encourage tal ent, br_averz etc. Certain incomes are excluded
because their inclusion would amount to taxing the same income twice. In this unit

you will study the incomeswhich are exempted from incometax. Y ou will alsolearn
in detail the exempted incomesof an individual and the proyisions regarding the
income of charitable and religious trust and political parties.

4.2 MEANING OF EXEMPTED INCOME

Exempted income is that income on which income tax is not chargeable. Such

incomes are classified as under :

i) Incomes which do not form part of total income nor isincome tax payable on
them. They are caled fully exempted incomes.

ii) Incomeswhich areincluded in the total incomebut are exempt from income tax
at the average rate of incometax applicable tothetotal income. They arecalled
partially exempted incomes.

iii) Incomes of certain Institutions or authorities are exempted subject to fulfilment
of the required conditions.

4.3 LIST OF EXEMPTED INCOMES

Asstated in Section 4.2 exempted incomes arc divided into three categories. Full?/
exempted incomes, partially exempted incomes and incomesof certain institutions. 1t



Exempied Incomes Under Section 10
must, however, be mentioned th'at in certain cases a limit to the quantum ‘or period
s fixed tO prevent misuse of the provision e.g. casual income is exempted up to
Rs. 5,000 0nly. Let us now ligt the incomes under these three categories :

1) Fully Exempted Incomes (Section 10)
The following is the list of incomesexempted under Section 10.

A) Certain Tax*free incomes in the handsof individuas

1) Agricultural Income — Sec. 10(1).

2 Sums received from HUF — Sec. 10(2).

3) Casual and non-recurring incomes — Sec. 10(3).

4) Trave concession or assistance— Sec. 10(5).

5; Allowancesand perquisitesfor foreignserviceto citizensaof India— Sec. 10(7).
Salariesin connection with cooperative technical assistance programme —

Sec. 10(8)(9).

7) Death-cum-retirgment gratuity — Sec. 10(10).

8) Commuted value of pension — Sec. 10(10A).

9)  Encashment of earned leave — Sec. 10(10AA).

10) Retrenchment compensation to workers — Sec. 10(10B).
11) Payment received by an employee of a Public Sector Company for voluntary

retirement — Sec. 10(10C).
12) Payment from Statutory and Public Provident Fund — Sec. 10(11).
13) Payment frzm Recognised Provident Fund — Sec. 10(12).
14) Payment from Approved Superannuation Fund — Sec. 10(13).
6§ House Rent Allowance — Sec. 10(13A).
Specia Allowance or benefit —Sec. 10(14).
17) Receipt of Exchange Risk Premium by Public Financial Institution —
Sec. 10(14A).
18) Interest on certain Government Securitiesand Deposits — Sec. 10(15).
19) Payment of lease rent — Sec. 10(15A).
%; Scholarships— Sec. 10(16).
Awards — Sec. 10(17A).
22) Ex-gratia payments by Central Government — Sec. 10(18A).
23) Annual value of Palace of Ruler — Sec. 10(19A).
24) Subsidy from Tea Board — Sec. 10(30)
25) Subsidy from or through certain boards — Sec. 10(31).

B) Incomesaccruing to certain authorities

Certain incomes of alocal authrority — Sec. 10(20).

Income of a Housing authority — Sec. 10(20A).

Inoome of approved Scientific Research Association— Sec. 10(21).

Income . of an educational institution - Sec. 10(22).

Income of medical institution — Sec. 10(22A).

Tncome of sports association — Sec. 10(23).

Income of an association established to encourage certain professions—

Séc. 10(23A).

Income of any Regimental Fund of the Armed Forces— Sec. 10(23AA).

Income of Khadi and Village Industries — Sec. 10(23B).

Income of Khadi and Village Industries Board — Sec, 10(23BB). .

Income of statutory bodiesfor the administration of Public Charitable Trugt —

Sec. 10(23BBA).

123 Income of certain national funds — Sec. 10(23C).

13) Income of Mutual Fund — Sec. 10(23D).

14) Income of Exchange Risk Administration Fund — Sec. 10(23E).

12; Incomeof a R%?istered Trade Union — Sec. 10(24).

16) Income on behdf of certain funds — Sec. 10(25).

17) Income from statutory corporations/bodies for promoting the interests of
" scheduled castes/tribes — Sec. 10(26B).

18) ,Income of a marketing authority — Sec. 10(29).

CIECRC\S) o

BRe®

C) Ineomesin the hands of rion-citizens —Sec. 10(6).

1) Passage money.- .

2) Remuneration received by an ambassador etc.

3% Remuneration received by an employee d aforeign enterprise.
4) Remuneration received from foreign philanthropic institutions.

5) Incomein the hands of a technician. . o 37



Fundamentals 6% Employment on a foreign ship.
7) Employment as a professor-or other teacher.

8) Employment for research.
9) Remuneration in Training.
D) Incomein the handsof non-residents

1) Certain interest received by non-resident Indian Citizens—'Sec. 10(4) and (4B).

2) Remuneration received for rendering Service in connection with shooting of a
cinematography film in India — Sec. 10(5A).

3) Fee for technical servicesreceived by aforeign company — Sec. (6A).

4; Tax paid on behalf of a non-resident — Sec. 10(6B).
5) Income of aforeign company from technical services — Sec. 10(6C).

E) Miscellaneousincomes
1) Allowances to membersof Parliament and Members of Legislature— Sec. 10(17)
2) Income of aMember of a Schedule Tribe — Sec. 10(26).

3) Winnings from |otter ents — Sec. 10(26AA).
4; Tax-cre%it certificat&)e/ E/ Sigc. 10(28).

F) Incomeof Newly Established Industrial Undertakingsin Free Trade Zones —
Sec. 10(A).

G) Income from Newly Established Hundred Per-cent Export Oriented
Undertakings — Sec. 10(B).

M) Partialy Exempted Incomes — Sec. 86

1) Sharefrom unregistered firm.
2) Sharefrom association o persons.

111) Income of Charitable.and Religious Trust and Political Party
1) Income of Public Charitable and Religious Trusts— Sec. 11, 12, 13.
2) Incomeof a Political Party — Sec. 134,

Check Your Progress A
1) What do you mean by exempted income?

----------------------------------------------------------------------------------------------------------

...........................................................................................................

---------------------------------------------------------------------------------------------------------
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5) Lig out any ten items d income that are fully exempted?
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Exempted Incomes Under Section 10

44 CERTAIN EXEMPTED INCOMES IN THE
HANDS OF AN INDIVIDUAL

Thelist of certain exempted incomesin the handsof an individual isgiven in Section
4.3. Let us now explain each one of them :

Agricultural Income — Sec. 10(1)
It has already been discussed in Unit 2.

Sumsreceived from Hindu Undivided Family — Sec, 102.

Any sum received by an individual as a member of Hindu Undivided Family is
exempt where such sum hasbeen paid to him out of theincome of the family. Such

receipts will not be taxable in the hands of the member even if the family has not
paid any tax on itsincome. Thisis however, subject to the provision of Sec. 64(2),

which provides that when an individual, who is a member of an Hindu Undivided
Family converts his individual property into property 'belonging to the Hindu
Undivided Family, otherwise than for adequate consideration, the income derived
from such converted property shall be deemed to be the income of the individual and
not the family.

Casua and non-recurringincome — Sec. 10(3)

Casua income means " any receipts which are of a casua and non recurring nature.

It is unexpected and unforeseen and is not likely to recur". Income from lottery,
cross-word puzzles, races, gambling etc. are of casual nature. Awards,gifts received

by a sportsman who is not a professional will also be treated as casua income.
However, the following are not treated as casual income.

i) Capital gains chargeable under Sec. 45

ii) Receipts aiising from business, profession or occupation.

iii) Receipts by way of addition to the remuneration of an employee.

Casual incomes are exempt upto 5,000 in aggregate. Any excessover Rs. 5,000 is
taxable.

Travel concession — Sec. 10(5)

See Unit 6 for clear understanding.

Allowances for foreign service — Sec. 10(7)

Any allowance or perquisites paid or allowed as such outside India by the

" Government to a citizen of India for rendering service outside India.

Salariesin connection with cooperative technical assistance

programme = Sec. 10(8) (9)

The remuneration received by an individual who is working in connection with
cooperative technical assistance programme under State or Central Government and
the Government of a foreign state, is exempt if it is received by him directly or
indirectly from the concerned Government. The income of that person and any
member of the family of any such Individual accompanying him, which accrues or
arisesoutside India, in respect of which heor that member isrequired to pay tax to
the Government of that foreign state, shall also be exempt.

Death-cum-retirement gratuity — See. 10(10), Commuted value of penson = Sec.
10(10A), Encashment of earned leave — Sec. 10(10AA), Retrenchment compensation

to workers — Sec. 10 (10B), Payment received by an employee of a pubiic sector
undertaking for voluntary retirement — Sec. 10(10C) will be discussed in detail in

Unit 5 (Salaries).

Payment from Statutory and Public Provident Fund = Sec. 10(11), Payment from
Recognised Provident Fund — Sée. 10(12), Payment from approved superannuation
Fund — See. 10(13) shall be discussed in detail in Unit 7 (Salaries)

House Rent Allowance — Set. 10(13A), Special Allowancefor meeting business
expenditure— Sec. 10(14) will be explained in Unit 5 on salaries.

Exchange Risk Premium — Sec. 10(14A)
Any incomereceived by a publicfinancial institution asexchangerisk premium from

the persons borrowing foreign currency from such institution, provided that the
amount of premium is credited in the Exchange Risk Administration Fund. 39



Fundarentals

Interest on securities and deposits — Sec. 10(15)
See Unit 10 for detailed explanation.

Payment of Lease Rent — Sec. 10(15A)

Any payment made by an Indian company engaged in the business of operation of
aircraft to acquire an aircraft on lease from the Government of a foreign state or a
foreign enterprise under an agreement approved by the Central Government in this -

behalf.

Scholarships — Sec. 10(16)
Scholarships granted to meet the cost o education is exempt.

Awards — Sec. 10(17A)

Any payment made whether in cash or kind by the State or Central Government or
abody approved by Central Government in pursuanceof any award instituted in the
public interest is exempted.

Ex-gratia payments — Sec. 10(18A)
Any ex-gratia payment made by the Central Government consequent on the abolition

of privy purse is exempt.

House of a Ruler — Sec. 10(19A)
The annua value of any one palace in the occupation of a ruler is exempt.

Subsidy from Tea Board — Sec. 10(30)
Theamount of any subsidy received by an assessee from Tea Board, for growing and

manufacturing tea in India is exempted during that assessment year, provided the
assessee producesa certificatefor the amount of subsidy received from the Tea Board.

Subsidy from or through certain Boards — Sec. 10(31) _ _
The amount of any subsidy received by an assessee engaged in the bustness of growing

and manufacturing, rubber, cardamom or other specified commodity in India, from
or through the Rubber Board, Coffee Board, Spices Board or any other Board will
be exempt subject t 0 the producing of acertificate by the assessee for the amount of
subsidy received by him from the Board.

4.5 INCOME OF CHARITABLE AND RELIGIOUS
TRUSTS AND POLITICAL PARTIES

Sections 11, 12, 13 and 13A deal with the incomesof charitable and religious trusts
and theincomedf palitical parties. Theincomeof Charitable and religious trust and

political partiesare exempt under 'Income Tax Act. Let usnow explain in detail the
provisionsof Sec. 11, 12, 13 and 13A.

4.5.1 Income of Charitableand Religious Trusts

With a view to encouraging public charitable and religious trusts special provisions
have been madein the Income Tax Act for grantingexemption to theincomn: = of such
trusts, Sections11, 12 and 13 of the Act deal mainly with the exemption and
assessment of the income of Public Charitable Trusts.

Charitable Purposes — Sec. 2(15)
Charitable purposesinclude the following :

i) Relief to the poor i) Promotion of Education or literacy - iii) Hospital or Medical

facilities to general public & no cost iv) any other activity in the category of
charitable purpose.

Religious purposes
Religiouspurposes means a trust for the advancement, support, or propagation of a
particular religion. But it must be a public religious trust.

Formation of Reigiousand Charitable Trusts
It is not compulsory that the trust should have a deed but it is better if it has an

. agreement between trustees or members of the trust. The trust should work for

charitable or religious purposes then only the income of the' Public Charitable Trust
is entitled for exemption from' tax provided the following conditions are satisfied «

i) Thetrust shouldget itself registered with the Commissioner of income tax within'
one year from the establishment of the trust.



ii) if the total income of the trust exceeds Rs. 25,000 in anK previous year, the
accounts must be audited by achartered accountant and the report of such audit

should be attached with the return of the income.

iii) Thefunds of the trust should beinvested or deposited in any one or more of the
specified modes mentioned in Sec. 11(5) of the Act.

Tax Exemption for Trusts — Sec. 11 anﬁ 12

The following incomes of a trust are exempt from tax :

1) Income derived from property held under trust or any other legal obligation for
charitable or religious purposes.

2) Income derived from voluntary contributions made with a specific direction that
they shall form part of the corpus of the trust or institution.

The above said incomes are exempt from tax, provided the following conditions are

satisfied :

a) Theproperty from which the incomeisderived must be held under trust or other
legal obligation. But, the profit and gainsof any businesscarried on by such trusts,
institutions, etc. is not exempt from tax unless :

i) Thebusinessconsistsof printing and publishing of religiousbooksand other
materials.

ii) The business carried on by the trust is wholly for charitable purpose.
iii) Thebooks of accountsof such business are maintained separately by the trust
or institution.
b) Theincome from property held under trust will beexempt from tax only when at

least 75% of such incomeisactually applied to thecharitable or religious purposes
of the trust in India either during the year in which the income is received or in

the next year.
c) However, in case where at least 75% of the income has not been applied for
-~ religious or charitable purposes in India during the prescribed period but is
accumulated or set apart either wholly or in-part, the amount of income so

accumul ated will be exempt from tax provided theaccumulation isnotintended .
for a period of more than.10 years and the trustees have given written notice to

Assessment Officer giving details of accumulation: It is also necessaty that the

accumulated money has to be deposited in Central/State Government securities,
post office, savingsbank account, any bank, Unit Trust of India, Industrinl

Develpment Bank of Indiaor immovable property etc. Otherwise the income of
trust will be taxable.

Any voluntary contribution received by a trust created wholly for charitable or
religious purposes is exempt if the trust fulfils the above three conditions (a, b, c)

4.5.2 Income of Padlitical Parties— Section 13(A)

Political Party means ' an association or body of individual citizensof India registered

with the Election Commission of Indiaas a political party and includes a political
party deemed to be registered with thd Commission.”

Political parties are liable to pay tax on their income and they are assessed as 'an
association of persons. However, the income derived by these parties as donations

and subscriptionsis treated as receipt meant for mutual benefits or capital receipts
and hence, not liable to tax. Further Sec. 13A exempts the following income of a
political party.

a) Income from House Property

b) Income from other sources

c) Voluntary contribution from any person.

However, the income shall be exempt subject to the following conditions :

i) The party keepsand maintains its books of accounts and other documents
properly.

ii) The accounts of the party are audited by a chartered accountant.

iii) In respect of each contribution in excess of Rs. 10,000 the party keeps and
maintains a record of such contributions and the name and addresses of the
persons who have made such contributions.

Check' Your ProgressB
1) State whether each of the following statementsis True or False

Exempted Incomes Ud c r Section «
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i) Income from voluntary contributions to political partiesis not exempt.

i) Theincome of the individual from his property converted into Hindu
Undivided Family property without consideration is treated asthe income of
Hindu Undivided Family.

iii) Casual incomesare of non-recurring-nature.

iv) A Hospital established to providefree medical facilities will be treated as a
set-up for charitable purposes.

2) What are the provisions of Sec. 10(3) with regard to casual incomes?

..........................................................................................................

.........................................................................................................

..................................................................................

46 LET USSUM UP

Exempted income is that income on which income tax is not chargeable. There are
three types of exempted incomes namely

a) Fully exempted incomes

b) Partially exempted incomes .
c) Income of charitable and religious trusts and Political Parties.

Fully exempted incomes are those incomes which are neither included in total income
nor income tax is payable on them. Thefully exempted incomesare further classified

in the following categories :

iy Income in the hands of an individual
|?) Income of certain authorities

iii) Income of non-citizens

iv) Income of non-residents
V) Miscellaneous incomes.

Partially exempted incomes are those incomes whichare included in the total income
but are exempt from income tax at the average rate of income tax applicable to the
total income. These are :

a) Income of a partner in an unregistered firm
b) Income of a Member of an Association of persons.
Income of charitable and Religious Trusts and Political Parties are also exempt

(under Income Tax Act) provided they fulfil the purpose for which they are
established.

4.7 KEY WORDS

Casual Income : Casual income means any receipts which are of casual and
non-recurring nature.

Fully Exempted Incomes : Incomes which are neither included in total income nor
income tax is payable on them.

Non Citizen : Who is not a citizen o India

Partially Exempted Incomes : Incomes which are included in the total income but are

exempt from income tax at the average rate of income tax applicable to the total
income.

Political Party - An association or body of individual citizens of India as a politica
party registered with the Election Commission.

4.8 ANSWERSTO CHECK YOUR PROGRESS

i) False i) False iii) True iv) True



49 TERMINAL QUUSTIONS/EXERCISES

1) Explain the following briefly?
i) Provisionsdf Sec. 10(2)
ii). Exempted incomesin the hands of non-citizens.
1) Exempted incomes in the hands of non-residents.
2) Discuss the provisionsof Income Tax Act dealing with the exemption of income
of politica parties.
3) Explain the provisionsof Income Tax Act applicable to Charitable or religious
trusts?
4) Match the following statements :
i) HouseRent Allowance A. Section — 10(3)
ii) .Incomeof Newly Established Industrial B. Section — 10(13A)

Undertakings in Free Trade Zones
iii) Assessmentof Income of Political Parties C. Section — 10(B)

iv) Incomefrom newly Established Hundred D. Section — 13(A)
per cent Export Oriented Undertaking
V) Casual and non-recurring incomes E. Section — 10(A)

(Answers:i)-B i) E iii)D iv) C vVv) A

— ,
Note: These questions will help you to understand the unit better. Try towrite
answers for them. But do not submit your answersto the University.

These are for your practice only.
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5.0 OBJECTIVES

After studying this Unit, you should be able to :

o define the term salary

e |igt the items included under the head salaries

e explain the provisions of Income Tax Act 1961 in relation to the above items.

5.1 INTRODUCTION

A person has to pay tax on the income earned by him in the previous year on the
basis of his residential status. 'Income from Salary' is one of the main heads of

income. In this unit you will learn the definition of the term salary and the items
included in the salary income. You will also learn the calculation of the itemsto be

included in salary far tax purposes.

52 MEANING OF SALARY

Any remuneration paid by an employer to an employeefor the services rendered by
him is cdled salary. Salary for income tax purposes not only includes the cash
received. It also includes the value of facilities'and benefits provided to the employee:
The incomes taxable under the head saaries include .

1) any salary duefrom an employer, or former employer in the previous year,
whether paid or not

2) any sdary pad or alowed to an-employee in the previous year by or on behalf
of an employer though not due or before it becomesdue to him



Salaries

5.2.1 Some Important Points Regarding Salary

There are some points related to salary which are to be kept in mind. The
understanding of these points is very important and it will help you in computing the
taxable salary of an individual. They are as follows.

)  Salaries'and Wages: The income tax act makes no distinction between the
salaries i.e., remuneration received by executive and wagesi.e., remuneration
received by workers. Salaries and wages both are to be taken under the head
salaries.

ii)  Relationehip of employee and employer: Any payment will fall under the head
'salaries only when there exists a relationship of employer and employee
between the payer and the payee. A person may hold an office and still may
not be an employee for example a director of a company.

iii) Salaries and Professional Income: A profession involves the making of
successive employment. If such employthent is incidental to the exercise of
profession, the remuneration received thereby will be taxed under Section 28.
For example if a Chartered Accountant is appointed to audit the accounts for
a particular year, the income from such a contract is professional income and if
he is employed to look into the accounts of the company regularly the income
so received will be salaried income.

iv) Payment made after cessation of employment: When the employee leaves the
organisation, the employer pays him certain sum like gratuity etc. Any such

3) any arrear of salary paid or allowed to him in previous year by or on behalf of
an employer or a former employer, if not charged to tax for any earlier
previous year.

“Definition

For the purpose of Sections 15 and 16 of the Income Tax Act the term 'saary'
includes:

i) Wages

it) any annuity or pension

iif) any gratuity

iv) any fees, commissions, perquisites or profitsin lieu of or in addition to any
salary or wages.

v) any advance of salary

vi) any payment received by an employee in respect of any period of leave not

availed by him i.e., encashment of leave salary.

vii) the annual accretion to the recognized provident fund of an employee to the
extent provided in the rules. This may take two forms. Firs) employer's
contribution to Provident Fund. Second interest credited on the accumulated
balance of recognized provident fund standing to the credit of the employee.
As per rules employer's contribution to the PF in excess of 10% of the salary
of the employee and the interest credited to the PF accumulations in excess
of 12% will be considered as salary. It is significant to note that Section 7
deems both the above items as income of the relevant previous year in which
the credit has been made.

viii) Amount of the transferred balance of recognized provident fund to the
extent to which it is taxable.

I't may be noted that the term 'salary’ has been defined in the widest sense‘to include
monetary and_non-monetary items. Certain items like employer's contribution in
excess o 109% to PF and interest accrued on PF balance in excess of 12% are treated
as salaries and are deemed to be the incomes of the previous year in which the
relevant creditsare made. This definition of 'salary’ isfor the purposes of Sections 15
and 16. Secion 15 deals with the chargeability of a receipt under the head 'salaries.
Section 16 on the other hand allows certain deductions from salaries like standard
deduction, entertainment allowance and profession tax.



payment though received after the employee leaves the organisation is taxable Saluries-l

under the head salaries asit is recelved for services rendered in past.

v) Tax-free salary: Sometimes the employer deducts the tax at source and pays
net salary to the employee. In such cases the individua has to show the
aggregate salary i.e., net salary plustax paid in his gross total income.

Deductions by employ. v There are certain compulsory deductions from salary
like contribution to provident fund or charges for providing accommodation
which are deducted by the employer and the net saary is given to the
employee. Even though the amount has been deducted, it is included in the
salary income, The reason is that it is only the application of income.

vi)

vii) Desrness Pay: It isa part of basic salary and is assumed to begiven under the
terms of employment.

viii) Due date of salary: The rules are as follows :
a) fer government and semi-government employee the salary is due on first
date of next month i.e., salary for February is due on Ist March. So sdary for
a previous year 1989-90 will be salary of the month for'March 1989 to the
salary for the month of February 1990.

b) for employees of bank and non-government organisations the salary is due
on last date of same month i.e., salary for February is due on 28th February so
salary income for previous year 1989-90 will be the salary for the month of
April 1989 to March 1990.

5.2.2 Definition of Salary for Different Purposes

The definition of 'salary' differs for different purposes. The purposes for which the
definition of salary would differ include -~

i) Computation of taxable income under the head salaries.

i) Calculating the exempted amount of House rent alowance under Section 10 .
(13A).

iii) Calculating the value of rent free accommodation or accommodation

provided at a concessional rent.

) Calculating qualifying amount of PF contributions.

V) Calculating the entertainment allowance.
vi) Calculating standard deduction under Section 16 (1)

viij Calculating exempted gratuity, exempted portion of encashment of earned
leave etc.,

vii)  Calculating perquisite value of gas, electricity or water.

iX) Determination of salary of Rs. 24,000 regarding taxability of perquisites
under Section 17(2) iii (c) (specified employees),

x) Compensation under Section.l0 (I OB) Chart 5.1 will help you to know the
meaning of 'salary’ for different purposes at & gl ance.

Testimonials and personal gifts

Testimonials and personal gifts which are.given purely out of personal-affection and
regard, although received by an employee from his employer would not be
thargeable t0' tax as salary income. For example suppose an HMT Watch is
presented to an employee by a company for completing 25 years of meritorious
service, the value of such a watch cannot be taxed as salary in the hands of the
employee. Such presents do not occur at regular intervals. They, come, probably,
once in the service career. The immediate nexus of the present'is the meritorious
service of the employee rather than the contract of employment.

However, it should be noted that whether an item of receipt constitutes personal gifts
or testimonial in appreciation of meritorious services depends upon the facts of the
particular case. Normally speaking, if thereisa general scheme of award applicable
to}| employees after. they complete a particular span of service, such giftsare
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treated as personal in nature and exempt from tax. However when there is no such Salarles-I

general scheme, and the management awards employees chosen at their own sweet
will and pleasure, such payments will constitute salary in the hands of the recipients.

53 MAIN ITEMS INCLUDED IN'SALARY

Let us have analyse the components of salary income one by one.

5.3.1 Salary or Wages

The term 'salary’ may be taken to denote payments made to a higher category of
employees like assistants, officers etc. while 'wages may denote payments made to
casual labourersetc. Thedistinction is not material for Income tax purposes as both
the payments are chargeable under the head 'salaries.

Salary, bonus, commission or remuneration paid to a partner by the firm is metely
an appropriation of firm's profits. Just because it is called 'sdary’ by the firm, it
cannot become salary in the hands of the partner. It is taxablein the hahds of the
partner under the head 'Profits and gains of business or professions and not under
the head 'Salaries.

Salary in lieu of resignation notice is chargeable on the basis of its receipt. V.D.
Talwar v CIT (1963) 49 I TR 122 (SC).

5.3.2 Encashment of Earned Leave on Retirement

An employee can encash his earned leave whilein service and also at the time o
retirement. Amount received on encashment of earned leave whilein serviceis fully
taxable without any exemption. However, where, due to the addition of such leave
salary to his normal salary income the employee pays tax at a higher slab rate he
will be entitled to relief under Section &2(1).

Dn retirement

Encashment of unutilised earned leave at the time of retirement is exempted from
tax under Section 10 (10 AA) subject to the following provisions:

{i) Governmentiemployees

In case of Central/State government employees, any amount received as cash
equivalent of leave salary in respect of the period of earned leave to his credit at the
time of retirement/superannuation isfully exempt.

The retirement may be on superannuation i.e., retirement on reaching a specified age
or otherwise like termination, voluntary retirement etc. Even if the employee
voluntarily resigns from service the exemption will apply CIT V.R.J. Shahney (1966)
159 ITR 160 (Mad).

(i) Other employees
In the case of other employees, leave salary is exempt from tax to the extent of the
least of thefollowing:

(@ Theamount of leave encashment actually received.

(b) Leavesalary for which the employee is entitled on the basis of earned leave
standing to his credit. This entitlement, to earned leave however cannot exceed
30 days for every year of actual service,

'Salary' for the entitled leave period is to be calculated on the basic of average saary
drawn by the employee during the period of ten months, immediately preceding the
month in which the employee retired. 'Salary' for this purpose means basic salary
and includes dearness allowance if the terms of employment so provide. 11also
includes commission based on fixed percentage of turnover achieved by an employee
as per terms of contract of employment— Gestetner Duplicators (P) Lid. v CIT
(1979) 177 ITR 1 (SC).

(c) Salary for'8 months of earned leave period. For this purpose 'sdary’ has the 9
same meaning as explained in (b) above.
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(d) Notified monetary ceiling

The CBDT by notification No. S.0. 553 (E) dated 8th June, 1988 has notified the
upper monetary limit in respect sf exemption of leave salary. In respect of those
retiring on or after 1-1-1988, the limit applicable is Rs. 79,920/~ employees retiring
between July 1, 1987 to December 31, 1987 the limit is Rs. 77,760/ -.

It has been clarified that where an employee gets exemption in respect of encashment
of earned leave while retiring from the service of one employer and again gets
encashment of earned leave from another employer on his retirement from service,
the monetary ceiling limit mentioned above will ke reduced by the amount of
exemptign availed of by the employee when retiring from the services of his earlier
employer. In other words, the total exemption in respect of leave encashed on
retirement from all employers cannot exceed the specified monetary limit.

Where leave salary is paid to the lega heirs of the deceased employee in respect of
privilege leave standing to the credit of such employee at the time of his death the
same is not taxable as salary. This is because of the fact that there exists no
employer-employee relationship in regard to this payment.

(circular letter No. F.35/1) 65-1T (B), dated November 5, 1965.

Cash equivalent of leave salary received by thefamily of a Government servant who
died in harness, is not taxable in the hands of the recipient. (Circular No. 309 dated
July 3, 1981.) Illustration 1 will help you to understand the provisions regarding
encashment of earned leave during retirement,

[lustration 1

Mr. X isthe general manager of Plus Steel Ltd. He draws a salary of Rs. 5000/~ per
month. He retires on 31st December 1939, after completing 26 years and 11 months
of service. Heis entitled to one month earned leave for every year of completed
service. He has availed of 20 months earned leave whilein service. He has encashed
the unutilised earned leave while in service. He has encashed the unutilised earned
Jeave standing to his credit on the basis of |ast drawn salary. He got an increment
of Rs. 500/~ on 1-7-89. Compute the grosssalary of Mr. X for the assessment year
1990-91.

Solution
Mr. X.

Computation of gross salary for assessment year 199¢-91.

Salary for 9 months
(1-4-89-31-12-89)
3X Rs. 4500+ 6 X 5000 = 43,500.00

Encashment of earned leave

-Total earned leave to which X is

entitled 27 monf hs

Less earned leave availed 20 months

Balance of credit 7 months

Cash received on the basis o

Rs. 5000/ - per month. 35,000.00
Less exemption under Section

10 (ICAA) :

(a) Actua amount received. Rs 35,000/~

(b) Leave salary for the unutilised
entitled period on the basis of
average salary drawn during 10
months immediately preceding

retirement.
7 X (5 X 4500 + 5 X 5000)
10
4 X Rs. 4750/- = Rs. 33,250/~

(¢) Salary for 8 months of
. earned leave period



exempted under the Act.
8§ X Rs. 4750/- = Rs. 38,000/-

(d) Rs. 79,920/-

The least is exempt Rs. 33,250/ - 1,750/ -
Excess amount is taxed (35,000 — 33,250)
Gross Salary 45,250

Note - Section 10 (AA), provides for the basis of average salary drawn during 10
months immediately preceding retirement. It should be read as average salary for 10
months immediately preceding the months in which retirement took place. Thisis a
logical reading since the same basis is applicable for calculating exemption in respect
of gratuity.

5.3.3 Bonus

This is taxable in the year of receipt. If the employee receives arrears of earlier years
bonus in a subsequent year heis entitled to claim relief under Section 89 (1).

5.3.4 Pension

A person is entitled for pension every month after retirement as per the terms of
employment. Pension received both by government and non-government employees
is taxable under the head 'Salaries. Sometimes the employer wants to take lump sum
payment in lieu of pension on monthly basis. Such lump sum is known as commuted
value of pension the provisions of such commutation are as follows:

Commutation of pension— Section 10 (10 A)

Where an employee gets a lump sum as a consideration for commutation of his
pension, the sum received constitutes salary in his hands, and is taxable. However
Section 10 (10 A) provides for certain exemptions.

(3 Any commuted pension received by'a government employee is fully exempt. Also
the entire commuted value of pension received by a government servant who
voluntarily resigns and joins the services of a public sector corporation is
exempt—circular No. 286 dated 17th November, 1980.

{b) Non-government employees
(i) inacase where the employee receivesgratuity, the commuted value of one-
third of the whole pension which he is normally entitled to receiveand
(i) inany other case, the commuted value of one-half of such pensionis
exempt.

Any excess over such exempted amount is taxable as salary. Where on account of
taxation of commuted pension, the pensioner pays tax on a higher slab rate, he is
_entitled to relief under Section 89 (i). Arrears of pension are taxable on due basis
whether received or not—T.A. Ramasubramaniam v CIT (1975) 100 ITR 408 (Mad).

Look at IHlustration 2 for clear understanding of pensions received by different
categories of employees.

Iustration 2

Determine the taxable amount of pension for the assessment year 1990-91 in the
following cases.

i) A receives Rs. 1200/~ per month as pension from :

(@ the Central government
(b) @ public sector corporation and
(c) a private sector company during previous year 1989-90.

ii) A retiresfrom government service on 30th April 1989. He gets pension of
Rs. 1,2001- per month upto December, 1989 with effect from January 1, 1990
he gets one-third of his pension commuted for Rs. 22,0001-.

iif) A retiresfrom Tata Steel Company Ltd., in June 39, 1989. He gets pension of
Rs. 2,0001- per month upto 31-1-1990.. With effect: from 1-2-1990 he gets 75%

Salaries-1
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o his pensidn commuted for Rs. 70,0001- at the time of retirement he got
Rs. 1,00,000/- as gratuity from the company.

Solution
iy Rs. 14,400/- will be taxable as salary in A's hands for 1990-91 assessment year

subject to permissible deductions. It does not matter whether heis a
government servant, a servant of public sector, or a private sector company.
However, since his total income will be below the taxable limit of Rs. 18,000/-
no liability arises for payment of tax.

(i)  Non-commuted pension from

May 89-December 89 Rs. 1200/- X 8 Rs. 9,600/-
Since A isa goveinment servant the entire
commuted value of Rs. 22,000/~ is exempt from tax.

Uncommuted pension from

1-1-90 to 31-3-90 Rs. 1200/~ X 2/3 X 3 Rs. 2,400/-
Total taxable uncommuted pension. Rs. 12,000/-

(iii) Uncommuted pension

from 1-7-89 to 31-1-90 Rs. 2000/- X 7 = Rs. 14,000/ -
Commuted value of 75% of pension Rs. 70,000/
Since A has received gratuity 1/3rd of the

commuted value of the whole pension is exempt
from tax i.e. Rs. 70,000 X4/3 X 1/3 = Rs, 31,111/~

Taxable portidn of commuted pension Rs. 38,889/ -
Uncommuted pension from 1-2-90 to 31-3-90

Rs. 2,000/- X 1/4X 2 ° . =Rs. 1,000/-
Taxable pension (subject to standard deduction) 53,889/

5.3.5 Annuity

. Annuity means™an yearly allowance, or income, the grant of an annual sum for a
_term’of year, for life or in perpetuity.”

(& Annuity payable by the present employer is taxable as salary.

(b) Annuity received from a past employer is covered by Section17(3)} (ii) under 'any
other payment'and hence constitutes prefits in lieu of salary and ischargeabletotax as
salary.

{c) Annuity from any other person, say from LIC etc., under an insurance policy is
taxable asincome from other sources.

5.3.6 Gratuity.

Gratuity means'‘a gift or present, often in return for favours or services." Gratuity is
paid over and above the normal salary. It is paid in recognition of long and
meritorious services, rendered by the employee. The Payment of Gratuity Act, 1972
has legally recognized the concept. Even where the Act is not applicable, invariably
all employers providefor payment of gratuity to their employees through the terms
of employment.

The tax treatment of gratuity is as follows:

Gratuity paid istaxable as salary. However, Section 10 (10) providesfor certain
exemptions. Such exempted portion of gratuity is not to be treated as income.

(& Any death-cum-retirement gratuity received by all categories of central
government employees, State government employees or employees of alocal
authority isfully exempt from income tax.

(b) Any gratuity received by an employee (whose salary does not exceed Rs. 2500/ -
p.m.) under the Payment of Gratuity Act, 1972 is exempt to the extent specified in
that Act.

The following limits are specified.by the above Act. The least of these limitsis
exempt from income tax.
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€) Actual amount of gratuity received
(b) Rs. 50,000
(c) Amount of gratuity to which the employee is entitled.

The entitlement is 15 days salary (7 days for seasonal establishment employees) for
every years of completed service. Service for more than six months will be counted
as one year. Amount of 15 days salary is to be calculated by dividing the last drawn
monthly salary by 26. This is because of a specific decision of the Supreme Court
referred to later. In the case of piece-rated employees amount of 15 days wagesis to
be calculated on the average of total wages (excluding overtime) received for a
period of 3 months immediately preceding the termination of the employee.

Salary here includes dearness allowance but does not include any bonus, house rent
allowance, overtime wages and any other allowance.

Hlustration 3 will help you in computing the taxable amount of gratuity for
employees who earn a salary of lessthan Rs. 2,500/

THiustration 3

B, an employee of TR Co. Ltd. receives Rs. 50,0001- as gratuity as par the
provisions of Payment of Gratuity Act 1972. He retires in March 1990 after putting
in 26 years and 9 months service. At the time of retirement his monthly salary was
Rs. 1700/- Calculate the taxable gratuity in his hands.

Solution

Completed year of service 27 years

15 dayssaary i.c. 1700X 15 = Rs. 980/~
26

As per the decision of the Supreme Court in Digvijay Woollen Mills Ltd. v
Mahendra Pratap Rai Buch (1980) 4 Taxman 15 (SC) to find out the average day's
salary we have to divide the monthly salary by 26.

Limits.
(i)  Gratuity received Rs. 50,000/~
(i) 15 daysof wages for each completed

year of service Rs. 980 X 27 Rs. 26,460/ -
(iii) Rs. 50,000

The exempted portion of gratuity is Rs. 26,460 and the balance of Rs. 23,540/-
(50,000—26,460) will be taxablein the hands of B as salary.

Any other employee:

In case of any other employee other than the two categories mentioned above, the

gratuity received by him on his retirement or on his becoming incapacitated prior to

retirement or on termination of employment or any gratuity received by his widow,

children or dependents on his death is exempt to the extent of least of the following

limits:

(i) Actual gratuity received.

(ii) Rs. 1,00,000/-

(iii) Entitled gratpity: This is equal to 1/2 month salary for every year of completed
service. Average monthly salary is to be calculated on the basis of 10 months'
salary immediately preceding the month in which the employee retires.

For calculating completed years of service any fractional portion (evenif it amounts
to 11 months and 29 days) is to be ignored. This is different from the basis adopted
under the Payment of Gratuity Act.

'Sdlary' for this purpose includes dearness allowance if the terms of employment so

provide. It also includes commission if it is payable under the terms of employment

at a fixed percentage of turnover achieved by the employee. If however the employee

paid commission as a percentage of genera turnover of the company which is not 13
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related to the turnover achieved by the employee.such commission is not to be
included in salary.

Any gratuity received in excess of the exempted limit is taxable as salary. However,
since the employee will be paying tax on higher slab rates during the year of receipt
of gratuity, he will be entitled to claim rdlief under Section 89(1).

Where gratuity is received by an employee from more than one employer, either in
the same year or in different years, the total amount of -gratuity exempt cannot

exceed Rs. 1,00,000/-

Since gratuity is taxed as salary, existence o relationship of employer and employee
is vital. For example the gratuity paid by LIC to its agents does not qualify for any
exemption.

Look at Illustration 4 for understanding the calculation of taxable gratuity for
employees having salary d more than Rs. 2,500/- p.m.

[llustration 4

A has been working with two companies, X Ltd., and Y Ltd. Thefollowing
particulars are given to you.

X Ltd.
Date of retirement June 1, 1989
Service 30 years, 11 months
Gratuity received Rs. 1,00,000/-
Basic pay from 1.4.1989 Rs. 4,000/~ p.m.
Y early increment Rs. 400/~
Increment month April, 1989
D.A. (considered for retirement

benefits) Rs. 1000/- p.m.

Commission payable to him on sales
achieved by him. 2%
Turnover achieved by him in 1988 Rs. 2,40,000/-
Turnover achieved by him in 1989
(up to 31.5.1989) Rs. 1,20,000/-

Y Ltd.
Date of retirement March, 1990
Service 27 years, 10 months
Gratuity received Rs. 75,0001-

Average salary drawn
in 10 months immediately
preceding March 90 Rs. 3,600/ -

Compute the taxable gratuity in the hands of A for the Assessment year 1990-91.

Solution
X Ltd.
Previous year 1989-90— Assessment year 1990-91.
Rs.
Gratuity Received 1,00,000/ -
Least of the following is exempted
(@ Actual gratuity received 1,00,000/ -
(b) Average salary
Basic pay for 10 months immediately
preceding the month of retirement ,
2X4000+82<3,600 36,800/-
D.A. 10X1000/- 10,000/~

Commission

Turnover for 10 months preceding

the month of retirement

Rs. 1,20,000 + 1,00,000 (2,40,000X5)
12



= Rs. 2,20,000/-

29 coramission . 4,400/-
Salary for 10 months 51,200/-
Salary for one month 5,120/~
No. of completed years of
service X 1/2 Average Salary 76,800/~
(c) Rs. 1,00,000
Exempted amtount 76,860/ -
Taxable gratuity is (1,00,000—76,800) i.e. 23,200/ -
Y. Ltd.
Previous year 1989-90— Assessment year 1990-91 Limits,
Rs.
(@) Actual gratuity received 75,000/ -

(b) Completed years of service < 1/2
X Average salary for 10 months
immediately preceding the month
o retirement 27X1/2X3500 = Rs. 47,250/ -

{¢) Rs. 1,00,000/- — Rs.76,800

being the amount of gratuity
exempt already. Rs. 23,200/~ Rs. 23,200/-

Taxable gratuity

Rs. 51,800/~
Total taxable gratuity for assessment
year 1990-91 is Rs. 23,280 - Rs. 51,800/ - Rs. 75,000/ -

537 Advance Salary

It is common practice for employees to receive salary in advance under conditions of
emergency. According to Section 15 tax is chargeable on all salaries (a) which are
due whether actually paid or not and also those (b) which arc paid whether due or
not to the employee during the financial year. In view of this specific provision even
advance salary received i.e., salary received for services yet to be rendered would also
be taxable in'the year of receipt although such salary is not yet due to the employee.
Thus salary is taxable at the earliest point of timei.e., on the date o accrual or on
becoming due or on receipt of salaries.

Advance against salaries

This is loan availed by an employee which will be repaid by him to his employer in
instalments along with interest or free of interest as the case may be. Thisloan is not
to be treated as salary.

For example Mr. X isan employee in T.V.S. Ltd. In March, 1990 he obtained from
his company Rs. 10,000/~ as a loan to puchase a scooter. He also withdrew from his
employer in March, 1990 Rs. 5,000/- being his salary for April, 1990 since the
amount of loan was insufficient for the purchase of the scooter.

In computing the income of Mr. X for the assessment year 1990-91 the lodn of
Ks. 10,0001- is not to be included, However, the salary for April 90 withdrawn by
him in March '9 should be included in X's income for the previous year ending
31.3.1990. In other words for the assessment year 1990-91 salary incomefor 13
months will become taxable in the hands of X.

However once advance salary is taxed in a particular previous year, it will not be

taxed again in the succeeding previous year. This is made clear by the explanation to |

section 15 which specifically provides that where any salary pad in advance is
included in the total income o any person for any previous year it shall not be
included again in the total income of the person when the salary becomes due.

Salaries-]
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Relief

It is to be noted that when advance salary is taxed in the year of receipt, more

than 12 months' salary may be taxed in one previous year. This will increase the
income limit and higher slab rates may be applied in calculating tax payable. In such
case of hardship the employee can apply to the Assessing Officer in the prescribed
form for relief which will be granted to him by virtue of the provisions of Section 89.

5.3.8 Allowances

Allowance means cash received apart from the salary. All types of allowances like
dearness allowance, city compensatory allowance, children's education allowance €tc.,
by whatever name called are taxable as salaries even though they have not been
specifically included in the definition.

Now-a-days there is a growing practice by several companies to give such alowances
as conveyance alowance, education alowance etc., as voucher payments. In other
word the vouchers are so worded that the payments constitute reimbursements
towards expenditure actually incurred. The quantum of alowance for each employee
over a period of say one year remains constant. Such payments clearly constitute
'salary’ in the hands of the recipient.

The allowances may be fully taxable, partially taxable or fully exempted. Chart 5.2
gives the list of these three types of allowances.

Chart 52
Allowances
Fully taxable Partially exempted Fully exempted
1) Dearness.Allowance 1) House Rent Allowance 1) Travelling Allowance
or Dearness Pay 2) Entertainment Allowance 2) Foreign Allowance
2) Medical Allowance 3) Specia Allowances 3) Allowances to High
3) Tiffin Allowance exempt U/ S 10(14) (ii) Court Judges
4) Servant Allowance a) Children Education 4) Allowance from UNO
5) Non-Practising Allowance 5) Special Allowances
Allowance. b) Hostel Allowance notified U/S 10(14)(i)
&) Hill Allowance ¢) Composite Hill a) Travelling Allowance.
7) Warden Allowance i Compensatory Allowance b) Daily Allowance
8) Deputation Allowance d) Tribal Area Allowance ¢) Conveyance Allowance.
9) Overtime Allowance e) Allowancefor meeting for performance of
persona expenditure official duty

to an employee of a
transport organisation
while on duty during
the running of such
transport.

f) Border Area,
Remote Area. Difficult
Area or Disturbed
Area Allowance.

Let us now discuss Partially Exempted Allowances one by one. Fully taxable and
fully exempted allowances-do not require further elaboration.

A) Muse Rent Allowance: Section 10(13A): Generally employees are paid house
rent allowance by their employers to meet the expenditure incurred by them towards
house rent. Under Section 10(13A) read with Rule 2A such house rent allowance is

exempt from tax subject to thefollowing limits.

(@) The actual amount of HRA received in respect of the period during which the
house was occupied by the employee during the previous year (relevant period)
or

(b) Excessof rent paid by the employee over 10% of salary due to him in respect of
the relevant period.



‘Salary’ for thus purpose includes dearness alowance if the terms of employment so
provide but excludes all other allowances and perquisites. In includes commisston if
it is payable under the terms of employment at a fixed percentage of turnover
achieved by the employee, or

{c) (i) 50% of salary due to the employee in respect of the relevant period, where
such accommodation is situated at Bombay, Calcutta, Delhi and Madras and

(ii) 40% of salary due to the employee in respect of relevant period, where such
accommodation is situated at any other place.

The least of the above three is exempt.

Any excess of HRA received over the exempted amount will be taxed as salary. The
exemption in respect of HRA will not be available if the (a) residential
accommodation occupied by the assessee is owned by him or (b) the assessee has not
actually incurred expenditure on payment of rent in respect of the residentia
accommodation occupied by him.

[llustration 5 will help you to understand the provisions regarding HRA.

[llustration 5

A isan employee of United Breweries Ltd., in Bangalore. He draws a basic pay of
Rs. 5000/~ p.m. and D.A. of Rs.500/- p.m. which is considered for computation of
retirement benefits. He earns 5% commission on sales achieved by him. The turnover
achieved by him during financial year ended 1989-90 is Rs. 2,00,000/- Heis paid
HRA of Rs.2000/- p.m. He pays a rent of Rs. 1,500/- p.m. Calculate his taxable
salary for assessment year 1990-91,

Solution
Rs.
Basic pay Rs. 5,000/- X 12 60,000/ -
D.A. Rs. 500 X 12 6,000/~
Commissian
Rs. 2,00,000 X 5/100 ‘ 10,000/~
HRA received 24,000/ -
Less HRA Exempt u/s 10(13A)
(i) Actud Rs. 24,000/~
() Excessdf rent paid
over 10% of salary.
Rs. 18,000/- — 10%
o (Rs. 60,000 + Rs: 6000 + Rs. 10,000)
= Rs. 18,000— Rs, 7,600 = Rs. 10,400/~
(iii) 40% of salary is Rs. 30,400/-
The least is exempt Rs. 10,400/ -
Taxable HRA (24,000 - 10,400) 13,600/ -
Gross Salary 89,600/ -
Less standard deduction
@ 333% Rs. 12,000/~ 12,000/ -
Taxable salary 77,600

B) Entertainment Allowance

Entertainment allowance is part and parcel of salary income and it is chargeable to
tax. However it is a practical fact that employees to whom such allowance is granted
spend a considerable portion thereof on entertaining customers to improve the
business prospects of their employer. Realising this situation, the Act hasallowed a
statutory deduction in respect of cnteitainment allowance. You will find a detailed

discussion of the same in Unit 6 dealing with statutory deductions from salaries.
C) Special Allowances specifically exempted wu/s 10(14) (ii) notification No. SO 259(5)

dated 27-3-1990 has notified the following allowances in this regard with effect from
1990-91 assessment year.

Salaries-I
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(a) Composite Hill compensatory allowance or High Altitude allowance or
uncongenial climate allowance or show bound area allowance or Avalanche
allowance.

The prescribed limits are Rs. 600/-, Rs. 1200/- or Rs. 150/~ per month depending
upon the regions.

(c) Border area allowance or remote area alowance or difficult area allowance or
disturbed area allowance.

The prescribed limits are Rs. 650/-, Rs. 525/~, Rs. 375/-, Rs. 300/- or Rs. 100/- per
month depending on regions.

{c) Tribal allowance
This exemption is available @ Rs. 100/- per month in nine States (i) Madhya .

Pradesh (ii) Tamil Nadu (iii) Uttar Pradesh (iv) Karnataka (v) Tripura (vi) Assam
(vii) West Bengal (viii) Bihar and (ix) Orissa.

(d) Any alowance granted to an employee working in any transport system to meet his
personal expenditure during his duty performed in the course of running of such
transport from one place to another placeis exempt up to a specified limit. The
specified limit is 70% of such allowance or Rs. 1000/- p.m., whichever is less.

(e Children educational allowance— Rs. 50/- per month per child up to a maximum
of two children.

(f) Hostel Allowance : Any allowance granted to an employee to meet the hostel
expenditure on his child Rs. 150/- p.m. per child up to a maximum of two children.

5.3.9 'Profits in lieu of Salary

As stated above the term salary includes any profit in lieu of salary, the above term,

according to Section 17(3) includes:

(i) Compensation received by an employee on termination of his employment or on
modification of his terms of.employment. .

Compensation is basically a capital receipt sinceit supplants the very source of
income i.e., the salary. Capital receipts are not taxable unless by definition they are
treated asincome. In the present case the termination compensation is specifically
treated as profit in lieu of salary. Profitsin lieu of salary, as we know are treated as
salary by definition. Hence such compensation is taxable as salary.

Some-times the terms and conditions of employment may be modified to provide
that in future the employer will get lower salariesin lieu of which they will be paid
immediately a lump sum consideration. Such payment is taxable as salary.

(ii) Payments from unrecognised fund :
Any payment received by an assessee from an unrecognized providend fund or other

.fund (not being an approved superannuation fund) to the extent it consists of

employer's contribution and interest thereon is taxable as profits in lieu of salary.

Interest on the employee’s contribution to an unrecognized provident fund is
chargeable to tax as"income from other sources”. Employee's contribution however
istaxed'year to year.

(iii) Any other payments
Any other payments made by an employer or a former employer is included in

profitsin lieu of salary. Where an employer givesto his employee any sum by way of
personal gift and not an appreciation of his services, it is not taxable.

Specific exemptions

Thefollowing payments, however, do not constitute profits in lieu of salary.
(i) Exempted gratuity — (Section 10 (10)

(i) Exempted value of commuted pension— Section 10 (10A)



(iii)
(i)

v)
(vi)

{vii)
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Exempted amount of retrenchment compensation— Section 10 (10B).

Compensation received by public sector employee on voluntary retirement—
Section 10 (10C)

Payment from statutory provident fund— Section 10 (11).

Exempted amount of accumulated balance (under Rule 8 of Part A of IV
Schedule) from recognized provident fund— Section 10 (12).

Payment from Approved Superannuation fund— Section 10 (13)

Check Your Progress A

1)

2)

5

What are the.rules regarding due date of salary for non-government employees?
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................................................................................................................................

A is a non-government employee getting a salary of Rs. 2,400. He retires and
receives Rs. 45,000 as gratuity. The amount ‘of gratuity to which A is entitled is

Rs. 36,000. What is his taxable gratuity?
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................................................................................................................................

X retires on 30th April 1989. He gets Rs. 2,000 per-month pension up to
September 1989. With effect from October I, 1989 hegets 1/2 of his pension
.commuted for Rs. 36,000. Calculate the amount of taxable pension for
assessment year 1990-91 if he is a government employee.

................................................................................................................................

................................................................................................................................

Mr. Mohan who is r&iding in Delhi gets Rs. 2,500 p.m. as House Rent
Allowance. He actually pays Rs. 2,000 p.m. as rent, His salary for the purposes
of HRA is Rs. 6,000 p.m. What is the taxable portion of HRA?

.................................................................................................................................

Which of the following is True and which is False

i) Under Section 10 (10AA) leave salary for a period up to a maximum of eight
months is exempt from tax,

i) Family pension received by the wife of a deceased employeeistaxable under the
'head Income from other sources

iii) The maximum notified exemptien in respect of gratuity received by private
sector employees is Rs. 50,000.

iv) For calculating the exemption in respect of house rent allowance, all
allowances are to be included in'Saary'.

v) Interest on employees conqrit;ution to unrecognised provident fund is
chargeable under the head salaries.

54 LET USSUM UP

Income from salary is one of the main heads of income. Salary means any
remuneration paid by the employer to the employee for services rendered. The 19



Salaries

meaning of salary for tax purposes is very wide. It not only includes the cash
received but also the monetary value of facilities and benefits attached with the
office of employment. It includes salary or wages, bonus, pension, annuity,
gratuity, leave encashment, advance, fees, contribution to provident fund, profit
in lieu of salary.

In order to calculate the taxable salary of an individual the taxable amount of
all the above items is to be calculated and added together. The term salary is not
only wide it has many meanings. 'Salary' includes different items for different
purposes. For example while calculating the encashment of earned leave 'salary'
means basic salary, dearness alowance if terms of employment so provide and
commission if based on fixed percentage of turnover. For calculating gratuity
and HRA 'salary' includes basic salary, DA if terms of employment so provide,
Dearness pay and commission if based on fixed percentage of turnover.

55 KEY WORDS

Advance against salary: This is loan availed hy employee repayable in instalment and
is not taxable.

Advance Salary: Thisis salary received for services yet to be rendered, and is taxable
on receipt basis.

Allowance:*Monetary benefits attached to an office or employment like conveyance
allowance, HRA, etc. for meeting particular requirements connected with the services
rendered by the employee or compensation for unusual conaitions of service.

Annuity: An yearly allowance, income, the grant of a suin for a term of year, for
life or in perpetuity.

Arrears of salary: This means salary due but not yet received.

Commutation of pension: A retired employee who isin receipt of pension can choose
to forego a part of his pension in futurein lieu of which he can get a lump sum. This
is known as commutation. Exemption is available in respect of such commutation
subject to limits.

Encashment of earned leave: Usually employeesget 30days of earned leaveinayear. Tliis
they can accumulate: Generally all organisations allow their employees to enc -h their
earned leave if the accumulation exceedsa prescribed limit. Leave encashed during
service period is taxable while leave encashed on retirement is exempt subject to
certain limits.

Gratuity: This isa lump sum payment paid to an employee, usualy at the time .
retirement in recognition of long and meritorious service. Exemption isavailable subject
to certain limits.

Pension: This isa monthly payment received by a retired employee from his former
employer. This is taxable-as salary income.

Profits in lieu of salary: The Income Tax Act treats certain items like compensation
received by an employee on termination of his employment, certain payments from
unrecognized provident fund and all other payments made by an employer or former
employer as profitsin lieu of salary. These are taxable as salary income.

Salary: For income tax 'purposes this term is much wider than what is commonly
understood. It includes not only payments in cash but also monetary value of facilities

made available in kind.

56 ANSWERSTO CHECK YOUR PROGRESS

A 2 Rs. 9,000 3 Rs.16000 4 Rs. 13200
5 1) True ii) True iii) False iv) False v) False
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5,7 TERMINAL QUESTIONS/EXERCISES

Questions
1) What isthe meaning of term salary as per Sections 15and 16 of IncomeTax Act 19611 ,

2) What are the provisions of Income Tax Act regarding commutation of pension?
3) What do you mean by 'profits in licu of salary?

Exercises i

1y Y is employed in Supercem Ltd. In March, 1990 he ,obtained from his company
Rs. 12,000 as a loan to purchase a scooter. He also withdrew in the same month
Rs. 6,000 being his salary for April, 1990 since the amount of loan was
insufficient for the purchase of the scooter. Y drew a consolidated salary of
Rs. 5,000 from April 1989 to September 1989 and Rs. 6,000 from October 1989
onwards. Compute Y's gross salary income for 1990-91 assessment year.

(Answer : Rs. 72,000)

2) A received the following payments from his employer during the previous year
ended 31st March, 1990.

Salary Rs. 50,000
Advance salary for April, 1990 Rs. 4,500
Loan for purchase of scooter Rs. 15,000
One HMT watch for completing 25 years of service, valued at Rs 1,000

Compute his grass salary for the previous year
(Answer : Rs. 54,500)

3) From the following particulars calculate C’s gross salary income for the previous
year ending 31st March, 1990.

Basic pay Rs. 4,000 p.m.
D.A. Rs. 400 p.m.
Earned leave encashed during the year Rs. 5,000
Earned leave encashed on retirement on 31st March 1990 Rs. 20,000
Completed years of service 20 years
Earned leave to C's credit at the time of his retirement 5 months

(Answer : Rs. 57,800) .
4) From the following particulars calculate B's gross salary for 1990-91 assessmenit

year.
Basic pay Rs. 3,000 p.m.
D.A. Rs. 300 p.m.
Bonus received for 1988-1990 at Rs. 3,000 per year Rs. 9,000
Earned leave encashed before retirement on 31st March 1990 Rs, 10,000
Earned |leave encashed on retirement Rs. 7,000

(Answer : Rs. 58,600)

5) A retires from Tata Steel Company Ltd., on June 30, 1989. I-le gets pension of
Rs. 3,000 per month up to 31.1.1990. With effect from 1.2.1990 he gets 75% of
his pension commuted for Rs.90,000. At the time of retirement he got
Rs. 1,00,000 as gratuity from the company. Compute the taxable pension in the
hands of A for the previous year 1989-90.

(Answer : Rs. 72,500)

6) From the following particulars given by D calculate the exempted amount of

gratuity.

Date of retirement June, 1989

Service 30 years, 11 months

Gratuity received Rs. 1,00,000

Basic pay from 1.4.1989 Rs. 5,000 p.m.

Yearly increment . Rs. 500

Increment month May, 1989 21

D.A. (considered for retirement benefits) Rs.1,000 p.m.
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8)

Commission payable on sales achieved by him 2%
Turnover achieved by him in 1988 Rs. 2,40,000
Turnover achieved by him in 1989 (up to 31st May 1989) Ks. 1,20,000

(Answer : Rs. 97,350)

A isan employee of Ispat Ltd. in Madras. He draws a basic pay of Rs.4,000
p.m. and D.A. of Rs.400 p.m. which is considered for computation of retirement
benefits: He earns 3% commission on sales achieved by him. The turnover
achieved by him during financial year ended 1989-90 is Rs. 2,00,000. He is pad
HRA of Rs. 1500 p.m. He pays rent of Rs. 1,500 p.m.

Calculate his gross salary for 1990-91 assessment year..
(Answer : Rs. 64,680)

From the following particulars furnished by F calculate the gross salary for’
1990-91 assessment year.

Basic pay from April, 1989 Rs. 6,000 p.m.
Annua increment due from October each year . Rs. 500
D.A. (not considered for computing retirement benefits) , 10% basic pay
Date of retirement 31.3.1990
Completed years of service 20 years
Gratuity received Rs. 1,00,000
HRA received Rs. 2,000 p.m.
House rent paid Rs. 2,000 p.m.
Commission on turnover achieved Rs. 6,000
Uncashed earned leave at credit on the date of retirement 15 months
Amount received on ehcashment of the above leave Rs. 90,000

(Answer : Rs. 1,65,100)

Note : These questions will help you to understand the unit better.. Try to write answers

for them; But do not submit your answersto the University. These arefor your
practice only.
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6.0 OBJECTIVES

After going through this unit, you should be able to :

® define the term 'perquisite’

® list different types of perquisites made available to salaried employees
e compute the value of such perquisites

® explain statutory deductions available to a salaried employee.

6.1 INTRODUCTION

In Unit 5 you have learnt about the items to be included under the head 'Saaries.
You also studied about allowances which are nothing but perquisites received in
cash. In this Unit you will learn about certain perquisites which are received in kind
and can be converted into cash. You will also learn about the valuation of these
perquisites and the deductions available from salaries.

6.2 PERQUISITES

Perquisites are payment, fees or profits attached to an office. They are made
available to employees in addition to normal salary or wages. Perquisites may be

either in cash or in kind, normally however, they are in the form of facilities in kind.

The basic concept underlying taxation of perquisites is that it resultsin a personal
advantage to the recipient. For example, if an employee is provided by his eniployer

23
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with a motor-car which is used exclusively by the former in the discharge of his
official duties only, then there is no perquisite involved. When the same is utilised
partly for official purposes and partly for personal purposes, then, the value relating
to personal use only is taxable. If the same is used exclusively for personal purposes,
then, the entire value is taxable as a perquisite. Thus it is clear that reimbursement
of travelling expenses to employees for carrying out officia duties is not taxable as
perquisite in the hands of the employees.

You know that 'perquisite’ isa component of salary income. It follows, therefore,
that there should exist employer-employee relationship before an item of perquisite
can be brought to tax as salary. The value of any perquisite to a person, not arising
out of employer-employee relationship is taxable as 'income from other sources.
Thus tips received by waiters from customers are taxable as'income from other
sources’.

It isimportant that the advantage arising to the employee should have a legal basis.
Any unauthorised advantage taken by the employee would not amount to a benefit
or advantage[C.I.T. v A.R. Addaikkappa Chettiar (1973) 19 ITR 90 (Mad) and
C.LT. v Kulandaivelu Konar (1975) 100 I TR 629 (Mad).] Suppose A Ltd., allots a
bungalow to one of its general managers. Subsequently he resigns from the company.
However, he continues to live in the company's bungalow for a year after which he
was evicted from the premises through legal proceedings. Now the question arises as
to whether any perquisite arises in the hands of the general manager the value of
which would be charged as salary in his hands.

It isafact that he enjoys the possession of the bungalow which does entail some cost
to the company and hence there arises a perquisite. In the absence of an employer-
employee relationship it is logical to assess the perquisite value as 'income from other
sources. Sometimes, the employees to whom a perquisite is provided, may waive it
instead of utilising it. In which case value of the said perquisite cannot be assessed in

his hands.

6.2.1 Definition of Perquisites

Interestingly the expression perquisite has also not been defined exhaustively under
the Income Tax Act. However, an inclusive definition is given. Accordingly
‘perquisite’ includes the following:

i) Rent-free accommodation provided to the employee by his employer — Section
17(2) (i): The value of this perquisiteis to be calculated as prescribed by Rule 3 and
isto be included in the taxable salary of all employees— whether their salary is below
Rs. 24,0001- or not.

ii) Accommodation at a concessional rent— Section 17(2)ii): Many a times
employers provide accommodation to their employees at concessional rent i.e. where
the market rent for the same is much higher than what the employer charges from
his employee. The value of concession is treated as a perquisite and is to be included
in the taxable salary of all employees irrespective of the fact that their salary exceeds
Rs. 24,000 or not.

iii) The value of any benefit or amenity to specified employees— Section 17(2) (iii):
Apart from accommodation free of rent or at concessional rent the value of which is
to be included in the taxable salary of all the concerned employees without
exception, there are many other benefits or amenities provided by the employers to
their employees either free of cost or at concessional price. Free motor-car, gas,
electricity, water, domestic servant, sweeper, gardener, free education etc., are some
examples in this regard. The vallie of these perquisites are to be included in the
laxable salary of employees only under specified conditions. These are:

a) By a company to an employee who is director thereof:

i) Where these benefits are provided by a company to its director who is an
employee the value of such benefits is to be always included in the taxable salary of
the director whether his salary is below Rs.24,000/~ or not. If the director is not an
employee of the company, the value of the benefits should be taxed in his hands as
‘income from other sources. It should be clearly noted here that while defining
‘income’ Section 2(24) (iv) includes the value of any benefit obtained from a company
by a director, whether hais an employee or not.



However, for the purpose of valuing such benefits we cannot apply Rule 3 of the I.T.
Rules, 1962 since they are specifically meant for valuation of perquisites provided to
employees. It islogical, therefore, to opine that a value which is fair according to the
opinion of the Assessing Officer is to be assigned to the perquisite and taxed in the
hands of the director as income from other sources.

b) By a company to ran employee who has a substantial interest: Where the benefits
are provided by a company to its employee who has a substantial interest in the
company the value thereof is always to he included in his taxable salary whether he
isdrawing below Rs. 24,0001- or not.

According to Section2(32) where an employee of the company is the beneficial
owner of equity shares carrying not less than 20% of the voting power he is deemed
to be an employee who has a substantial interest in the company. Where such person
is not an employee of the company, the observations made earlier in connection with
a director as to the valuation of such a perquisite and the head under which it is to
be charged will equally apply here.

c) Al other employers whose income under head salaries exceeds Rs. 24,000 All
employees, other than directors and employees substantially interested in a company,
whose monetary income under the head 'Salaries’ exceeds Rs. 24,0001- will be taxed
in respect of the value of any benefit or amenity granted free or at a concessional
rate by their employers, If the monetary income does not exceed Rs. 24,0001- the
value of such benefits is not taxable in their hands.

Calculation of Monetary income for determining specified employee: First of all add
all taxable monetary payments like salary, D.A., bonus, commission, fee, advance
salary, salary arrears, pension, unexempted house rent allowance, taxahle gratuity,
profitsin lieu of salary, annual accretion to the credit balance of the employee under
recognized provident fund, taxable transferred balance of recognised provident fund,
all taxable allowancesetc..

From the above amount we have to deduct the permissible deductions like standard
deduction, entertainment allowance and-profession tax. A question arises here
whether income under the head 'Salaries as specified in Section [7(2)(iii) is income
before or after allowing the above three deductions. The logical view seems to be
that we have to give full effect to all the sections under a particular head of income
before we can arrive at the income from that head. Hence the deduction permissible
under Section16 have.to be excluded. Where an employee is serving with more than
one employer, monetary payments made by all employers should bc added up.
Thereafter, the deductions under Section 16 should be allowed. If the balance exceeds
Rs. 24,000/ - the employee is to be treated as a specified employee.

iv) Obligation of the employee paid or reimbursed by the employer —Section
17(2)(iv). : Where the employer pays or reimburses any amount to an employee
towards an obligation which, if the employer had not made the payment, the
employee would himself discharge will constitute a perquisite chargeable to tax
in the case of all employees whether drawing a salary of Rs.24,000/- or less.

Here we have to carefully distinguish between two things.

a) Anobligation which the employee himself will certainly discharge even if the
employer does not pay or reimburse.

b) A benefit which the employee himself does not want but keeps on the insistence
of the employer.

Examples of the first variety would include: Payment or reimbursement of
educational expenses, electricity bills, debts of the employee, income tax dues of the
employee etc. However where an employee becomes a member of a club to further
the business prospects of his employer then reimbursement of such club bills cannot
be taxed under this clause because the employee by hi.nself would not have incurred
the expenditure. Even if he derives any personal advantage from such membership
the value thereof will be taxableas a perquisite under clause 17(2)(iii) and not under
17(2)(iv). The same principle applies where the employee, on the instructions of his
employer, keeps a gardener, pays him wages and gets reimbursement of such wages.

v)  Any, sum payable by the employer to effect an assurance on the life of the
assessee Or to effect a contract for an annuity: Section 17(2)(V).

Salaries-1i
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An employer can choose to effect an assurance on the ure ot the employee.

Alternatively he can effect a contract of annuity with the LIC or an outside agency

to enable his employee to get a regular sum after retirement. The payments towards

the premium or the annuity contract can either be made directly or through a fund

specifically created for this purpose. Under both the cases the payments are to be

taxed as perquisites in the hands o the employee. However if the above payments

are made through the following funds, they are not to, be treated as perquisites.

a) A recognized provident fund.

b) An approved superannuation fund.

¢) A Deposit Linked Insurance Fund established under Section 3G of the Coal
Mines Provident Fund and Miscellaneous Provisions Act, 1948 or the
Employees Provident Funds and Miscellaneous Provisions Act, 1952.

Payments of life insurance premium by the employer under group insurance scheme
and empleyees’ state insurance scheme is not a taxable perquisite because the
employee has only an expectancy of benefit. Thisis due to the fact that payments
thereof will be made to the employee's having on his death. Premium paid by an
employer towards personal accident policy of an employee is also not a taxable
perquisite C.I.T. v Ld'a Shri Dhar (1972) 84 ITR 192 (Delhi).

6.2.2 Typesof Perquisites

From the point of view of taxability, perquisites may be classified as:
A Perquisites taxable for all categories of employees

B Perquisites taxable for specified employees

C Tax-free Perquisites.

Let us now list the items included in the above three categories of perquisites:
A) Perquisites Taxable for all Categories of Employees:

i) Rent-free house provided by the employer.
ii)  House provided at concessional rent.

ili) Any payment made or obligation discharged by the employer in respect of such
obligation of the employee which, but for such payment would have been made
by the employee himsdlf e.g., payment of club or hotel bills, salary  domestic
servant, educational expenses of children of the employee, loan, income tax,
etc.

iv) Any sum paid or payable by the employer in respect of insurance premia on
the life of the employee, When an assessee (employee of foreign company) is
deputed to supervise erection work in India, and is provided with rent-free
accommodation, provision of which is necessary for discharge of his official
duty, it will not be treated asa perquisite. [C.I.T. v D.S. Blackwood (1985) 178
ITR 470].

B) Perquisites Taxable for Specified Employees

i)  Motor Car

ii) Gas, eectricity and water

iii) Transport

iv)  Free education to employee's children in employer's institution
v)  Sweeper, watchman, gardener, etc.

vi)  Refrigerator, heater, etc.

vii) Facilities of free boarding and lodging at Holiday Homes

viii) JIssue of sharesat a concessional price

ix) Free lunch.

C) ax-free Perquisites for all Categories of Employees

. i) © Medical'benefits. The reimbursement of medical expenses or provision of
medical facilities will be taxable only in excess of Rs.5,000 p.a. (Circular No.
376 dated 6.1.1984.) However, medical facilities free of charge or re-
imbursement of medical expenses such as, operation fees, hospitalisation
chargesand cost of medicines, tests, etc. actually incurred in India by the
employer on an employee, including Managers/ Directors, and his family
members will not be treated as perquisite provided this expenditure is
incurred on medical treatment in a recognised public hospital in India
(Circular No, 441 F.No. 200/177/84-IT(A-1) dated 31.12.1985),



Refreshment during working hours in office premises.

iijy Free telephone at the residence of the employee even though it is partly used
for private purposes.

iv) subsidized lunch or dinner provided during working hours.

v)  Recreational facilities.

5 Amount spent by the employer on refresher course training of the
employees.

vii) Goods sold by the employer to his employees at concessional rates,

vii1) Conveyance facility to employees from their residence to office and vice
versa.

ix) Free travel passesissued by Railways to its employees and their family

- members. ,

x) Leavetravel concession— Subject to a limit.

xi) Employer's contribution to staff group insurance scheme.

xil) Perquisites allowed outside India by the Government to its employees who
are rendering services outside India.

xiii) Value of free rations given to the armed forces personnel.

xiv) Value of the facilities of promoting family planning among the employees.

xv) Vadue of rent-free official residence, conveyance facilities and sumptuary
allowance provided to the High Court and Supreme Court judges.

xvi) Value of rent-free furnished residence (including maintenance thereof)
provided to a Minister, an Officer of Parliament or a Leader of the
Opposition in Parliament.

xvii) Scholarship given by the employer to children of the staff members is not 4
perquisite to the employees. If it is treated as a perquisite, it is exempt u/s
10(6). [CIT v M.N. Nadkarni (1986) 161 I TR 544].

THE CLASSIFICATION WILL RE MORE CLEAR WITH THE HELP OF THE-FOLLOWING

vi)

Chart 6.1
PERQUISITES
TA X(\BLE TAX-FREE
N7 ‘ ¥
For al For
categories specified categories
of employees of Employees

(director, employee
having substantial
interest or whose
monetary receipts
exceed Rs,24,0001-).

Check Your Progress A

1)

2)

State whether the following is a taxable perquisitefor all employees, taxable for
specified,employees or tax free.
i) Refrigerator & heater provided by the employer .

if) Leave Travel Concessson L.
iii) Training of employees on employersexpenses e
iv) Educational expenses of children of employee .
v)  Freeeducation of employee's children in employer's institution........u....

What do you mean by 'monetary income'?

.................................................................................................................................
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6.3 VALUATION OF PERQUISITES—ALL EMPLOYEES

For the purpose of computing the income chargeable under the head "Salaries” the
value of the perquisites, not provided by way of monetary payment to the assessee
shall be determined in accordance with the provisions of Rule 3 of Income Tax
Rules. 1962.

6.3.1 Rent Free Accommodation-—Rule 3(a)

An employer can provide his empleyee with rent-free accommodation which rnay be
furnished or may not be furnished. For the purpose of determining the value of this
perquisite, employees have been divided into three broad categories:

A) Government Employees

B) Semi-Government Employees

C) Employees of Private Sector

A) Government Employees:
The following types of employees are included in this category:
a) Central and State Government employees.
b) Government officials who have been deputed to a body or undertaking under
the control if the Government, occupying residential accommodation allotted to
that body or undertaking by the Government.

¥ Unfurnished accommodation :

The value of furnished rent-free residential accommodation is determined as follows.
type of employees is taken to be the rent which has been or would have been
determined as payable by him in accordance with the rules framed by the
government for allotment of residence to its officers.

if) Furnished accommodation :
The value of furnished rent free-residential accommeodation is determined as follows.

Value of unfurnished rent-free residential accommodation, as per (1) above.

Add 10% per annum of the original cost of the furniture (including television sets,
refrigerators, other household appliances and air-conditioning plant or equipment)

OR

If the above furniture is hired add the
actual hire-charges .. —
Value of furnished rent-free residential
accommodation - —

The vaue of rent-free residence provided to the following persons is totally exempt
from income tax.

i)  Judge of a High Court or Supreme Court.

i) A Minister, an officer of Parliament and a |eader of the opposition.

Look at Ilustration No. | and see how the value of rent-free unfurnished and
furnished accommodation is calculated for Government Employees:

[lustration 1

Mr. Y isan LA.S, Officer in the Ministry of Home Affairs, New Delhi. He draws a
basic pay of Rs. 6,0001- p.m. and dearness allowance of Rs. 1,200/~ p.m. 50% of
‘which is taken into account for computing retirement benefits. Heis provided a rent-
free house at Jor Bagh the fair market rent of which is Rs. 48,0001~ p.a. However, as
per Government rules the rent payable by Mr. Y isfixed at Rs.9,600/- p.a.
Determine the value of rent-free accommodatien if the houseis (i) unfurnished

(i) furnished and hire charges of furnishing are Rs. 2,0001- p.a,

Solution

1) In the case of a government employee, the value of rent-free unfurnished house
is taken to be the rent which is payable by the employee as per rules framed by
the Government. The fair market rent or the salary drawn by the employee are
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accommodation is Rs. 9,500/ -.

i) Value of rent-free furnished accommodation

Vadue of rent-free unfurnished Accommodation = Rs. 9,600.00
Add Hire charges of Furnishing = Rs. 200000
Rs. 11,600.00

B) Public Sector Employees or Semi-Government Employees
The following types of employees are included in this category:
i) Employees of Reserve Bank of India.
ii) Employees of a statutory corporation (established by a Central, State or
Provincial Act) or a company in which all shares are held (whether singly
or taken together) by the government or the Reserve Bank of India or by a
Corporation owned by that Bank.
iii) Employees of acompany which is 100% subsidiary of a statutory
corporation or a company referred to in (ii) abbve.

Employees of a body or undertaking including a registered society (under

the Societies Registration Act, 1860) financed wholly or mainly by the

Government. This covers the employees of a University or other recognised

educational Institution.

v) Officers of the Government whose services have been lent to or who are
employed after retirement from Government services with any company in
which not less than 40% of the shares are held (whether singly or taken
together) by the Government or the Reserve Bank of India or a
corporation owned by that Bank.

iv)

a) Unfurnished accommodation

The value of unfurnished accommodation will be determined as follows:

i) 10% of salary due for the relevant period i.e. the period during which the
accommodation was occupied by the employee; or

ii) Fair rental value of such accommodation, whichever is less.

However it is necessary for the assessee tb make a specific claim and the Assessing
Officer should be satisfied that 10% of salary due exceeds the fair rental value. Then
the value will be limited to the fair rental value.

Definition of 'Salary'

For vauing the above perquisite the term salary includes the following:

a) basic pay.

b) dearness pay/dearness allowance if the terms of employment so provide i.e. if
they are taken into account for determining the Provident Fund Contributions
and Gratuity.

c) bonus, fees

d) commission payable monthly or otherwise. Thus any type of commission
whether or not based on turnover achieved by the employee is included

e) all other taxable allowances (excluding the exempted portion). For example in
respect sf HRA that portion of HRA exempt under Section 10(13 A) is to be
excluded.

f) income tax or profession tax paid by the employer on behalf of the employee—
CIT v 1.G. Mackintosh (1976) 99 ITR 419 (Mad),

g) Value of dectricity, gas, water expenses paid or reimbursed by an employer to
his employees—CIT v CM. Stedl (1972) 86 ITR 821 (Ker).

Salary 'due’ isto be the basis: Here'salary' means salary duefor the period during
which the accommodation was occupied. For example if an employee draws during
the current previous year advance salary which will be due only in the next previous
year that cannot be included in the salary for valuing this perquisite. This is because
the advance salary is not for a period during-which the accommodation was
occupied. Similarly salary due at the end of the previous year, even if received only
1n the next year, has to be included.

During the period of occupation of the housg, if salary is due to the employee from
more than one employer, the aggregate salary due has to be considered even if the
house has been provided only by one employer. CIT v Mohanlal Jalan (1980) 174
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LTR 478 (Bom).

‘Salary’ does not include the following:

a) dearness allowance or dearness pay unlessit enters into the computation of
superannuation or retirement benefits of the employee.

b) employer's contribution to the provident fund account of the employee.

c) alowances which are exempt from tax.

d) entertainment allowance to the extent deductible from salary.

It is d course, clear that the value of perquisites will not be considered as part of
salary for this purpose.

Fair rental value
1) This means the rent which a similar accommodation would redlise in the same
locality or themunicipal valuation of the accommodation, whichever is higher.

2) Where, however, a Rent Control Act is in operation the fair rental value cannot
exceed the standard rent determined or permissible under that Act. Dewan
Daulat Ram Kapoor v New Delhi Municipal Committee (1980) & SCR 607 and
Mrs, Shiela Kaushik v CIT (1981) 7 Taxman 1. This rule will not of course be
applicable to such accommodation in respect of which Rent Control Act is not
applicable.

3) There are two waysin which an employer can provide rent-free residential
accommodation to his employees. Firstly, he himself may be the owner of the
house. Secondly, he may rent the house from third parties and provide it free of
rent to his employee. | n the former case, if the employer also provides the
services of a gardener, the salary paid to the gardener and the maintenance
expenses of the garden and the ground attached to the accommodation are to be
included in the fair rental value. (Circular No. 122, dt. October, 19, 1973.)

b) Furnished accommodation

To the above determined 10% of salary or fair-rental value whicheyer is less, we have
to add 10% per annum o the original cost of the furniture (including television sets,
refrigerators, other house-hold appliances and air-conditioning plant or equipment).

However, if such furniture is hired by the employer, the actual hire charges payable
should be added.

[llustration 2 will help you to understand the calculation of value of rent free
unfurnished and furnished accommodatioh given to public sector employees.

Hlustration 2

A isapilot in Air India. He draws Rs. 72,0001~ p.a. as basic pay, Rs. 12,0001- as
D, A. (not considered for computing retirement benefits), Rs. 6,0001- bonus and

Rs. 6,0001- p.a. as educational allowance. He has got two children studying in the
nearby school. Heis also paid a flight allowance of Rs. 1,500/~ p.m. to meet his
personal expenses while on duty. Ke has been provided with a rent-freeflat at Santa
Cruz thefair rental value of which is Rs. 30,0001- p.a: Determine the taxable value
of the perquisite if—

i) the house is unfurnished

ii) the houseis furnished and the cost of furnishing is Rs. 50,000/-.

Solution
Let usfirst calculate the salary of A Rs.
BascPay ... ... 72,0001~

D.A. (not to be included in the salarydue for
determining the perquisite value)

Bonus 60001-
Educational allowance Rs. 6,000/~

Less exemption specified

under Sec. 10(14). 50X2X12 Rs. 1,200/ - 4,8001-
Flight allowance Rs. 18,000/ -

Less exemption specified'
under Sec. 10(14).



70% of the allowance or
Rs. 1,000 p.m. whichever is less Rs. 12,000/ - 6,000/ -

Rs. 88,300/ -

i) Vaue of rent-free unfurnished accommodation
10% of the salary or fair rental value whichever is less
10% of the salary is Rs. 8,800 (10/100 X 88,800)
Fair rental value is Rs. 30,000.
So the value of rent-free accommodation is Rs. 8,800.

ii) Vaue of rent-free furnished accommodation is value of rent-free unfurnished
accommodation plus 10% of cost of Furniture
i.e. 8,800 + (10/100 X 50,000)
= 8,800 + 5,000 = Rs. 13,800 .

C) Employees of Private Sector

i) Fair rent lessthan 10% of salary

If the assessee claims and the Assessing Officer is satisfied that the fair rental value is
less than 10% of salary for the relevant period, such fair rental value will be the
value of the accommodation. The meaning of the terms'salary’ and 'fair rental vaue
remain the same as in the previous case.

ii) Fair-rent more than 10% of salary
Where the fair-rent is more than 10% o salary then, employeesare divided into two

categories.

a) Those residing at Delhi, Bombay, Caleutta and -Madras:

The value of the perquisite for employees residing in any of these four metropolitan
cities will be 10% -of salary for the relevant period plus Excess of fair-rental value
over 60% of the salary.

b) Those residing in any other place:

The perquisite value will be 10% salary for the relevant period plus excess of fair-
rental value over 50% of salary. Hence if the accommodation is situated in the
+specifiedcities excess d fair rent over 60% of salary will be added to the basic 10%.
If it issituated in any other places the excess of fair rent over 50% of salary will be
added to the basic 10%.

Furnished accommodation

To the above determined value in respect of unfurnished accammeodation, we have to
add 10% per annum of the original cost of the furniture (including television sets,
refrigerators, other household appliances and air-conditioning plant or equipment).
However if such furniture is hired by the employer, the actual hire charges payable
should be added.

Look at Illustration 3 and see how the value of rent-free accommodation of a private
sector employee is calculated.

[lustration 3
Mr. Bansal is the Chairman of Hyderabad Tobacco Co. Ltd., Hyderabad. His
particulars for the financial year ending 31.3.90 are as follows:

Rs.
Basic Pay 10,0001~ p.m.
D.A. (not considered for retirement benefits) 1,000/~ p.m.
Bonus for the year 12,000/-
Arrears of earlier years bonus 10,000/ -
Commission on profits for 89-90 60,000/ -
Advance salary for April FO drawn in Mar 90 10,000/ -
Employer's contribution to provident fund 12%, of salary
Profession tax paid by the company 1000/~ pa.
Income tax paid by the company 5,000/- p.m.
Electricity billsfor the year paid by the company 'Rs. 5,0001-
Fees for attending board meetings Rs. 3,000/~

His.two children are studying in Doon School, Dehradun the education expenses
during the year being Rs. 20,0001- fully met by the company. He has also been given

Sailaries-I1
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a spacious bungalow in Banjara Hills free of rent. The company owns the bungalow.
The fair rental value o the bungalow is Rs. 8,000/- p.m.

There is a swimming pool inside the bungalow compound the maintenance cost of
which was Rs. 10,000/~ for the year, met by the company. The garden inside the
aompound wall is maintained by the company. The gardener is paid a salary of
Rs. 600/~ p.m. The maintenance cost came to Rs. 5,000/- during the year. The
chairman has also been provided with a security and a sweeper whose saaries
amounting to Rs. 500/- p.m. and Rs.400/- p.m. respectively have been paid by the
company. The entire bungalow is richly furnished with furniture costing

Rs. 1,50,000/-.

Determine the perquisite value of the rent-free bungalow in the hands of Mr. Bansal.
Will your answer be different if the company does not own the bungalow but rents

the same for Rs. 8,000/- p.m. and provides it free to the Chairman?

Solution

i)

Sahry due:
D.A. (not to be included only for the
specific purpose o calculating salary due)

Arrears of earlier years bonus cannot be
included in salary since the arrears,

even though taxable in this year on receipt

basis, relate, to an earlier period other

than the period during which the accommodation
was occupied by the employer during the
previous year.

Commission on profits

Advance salary for April 90 drawn in March 90
even though taxable on receipt basis cannot

be included in salary for the san@ reason as
explained for bonus.

Employer's contribution to Provident fund
account— not to beincluded even if it exceeds
10% of salary.

Profession tax paid by the company.
Income tax paid by the company
Electricity bills paid by the company.

Fee for attending board meetings— not to be
included since it is not income from salary.

Education expenses met by the company.

Perquisite value of sweeper, gardener
and watchman is to be calculated
separately and included,in taxable
salary income but not to be included

in salary due for the purpose of
ascertaining the value of rent-free house

Fair Rental Vaue

Fair rental value*

Add Gardener's salary
Maintenance cost of garden
Maintenance of swimming pool

Rs.
1,20,000/ -

12,000/ -

60,000/ -
60,000/ -

1,000/~
60,000/ -
5,000/ -

20,000/ -

2,78,000/-

Rs. 96,000/~
Rs. 7,200/~
Rs. 5,000/-

Rs.10,000/-
- 1,18,200/-



iii) Value of perquisite Salarles-II
10% ofsalary Rs. 27,800/ -
Since Mr. Bansal isin a place
other than Bombay, Calcutta, Delhi,
and Madras the excess of Fair
rental value over 50% of salary due
is to be included in the perquisite

value.
Rs. 1,18,200/- — Rs. 1,39,000 = Rs. Nil
Rs. 27,800/ -
Add 10% of the Original cost of furniture Rs. 15,000/ -
Rs. 42,800/ -

if the company rents the bungalow for Rs. 8,000/~ then, gardener's salary,
maintenance cost of garden and swimming pool will not be included in the fair rental
value, Hence Rs. 96,000/~ will constitute the rental value and the same is less than
50% of salary due. The final answer will therefore, remains the same.

Wilrere the employee pays fair rent then there is no'question of any-concession
arising in this regard. Thus the value of the perquisite will be nil.

6.3.2 Accommodation at Concessional Rent—Rule 3(b)

Where the accommodation is provided to the employee at a concessional rate of
rent, the value of such accommodation is first determined as if the accommodation
were provided free of rent (as explained earlier). From the above value, the rent paid
or payable by the employee for the period during which he occupied the house
during the previous year, should be deducted. The resulting amount will be added to
his salary as vaue of-concession.

6.4 VALUATION OF PERQUISITES-SPECIFIED
EMPLOYEES

As discussed in Section 6.2, there are certain perquisites which are taxable in case of
specified employees. i.e. directors of a company, person having substantial interest in
the company or a person whose monetary salary exceeds Ws 24,000/-. Let us now
discuss in detail how the value of such perquisites is calculated.

6.4.1 Motor Gar

When an employer owns a motor-¢car or hires the same and providesit to his
employee, it becomes a perquisite in latter's hands. Its value isto be.charged under
Section, 17(2) (iii) only in the hands of specified.

Where, however, the motorcar isowned by the employee but the employer meets
the maintenance cost, then it is not a perquisite in kind but an obligation of the
employee discharged by the employer. The value of .the obligation is aways
chargeable in the hands of employee whether he is a specified employee or not.

The provisions of Rule 3(c) regarding valuation of perquisite of car may be
summarised as follows:

Usage Running and maintenance Running and mainténance
cost fully met or reimbursed cost fully met by tht
by the employer employtr.

A. Wherethe ear Is owned or hired by the employer—17(2) (i)

1) Used fully for
official purposes No perquisitearises No perguisite arises

2)  Used fully for a) Running and maintenance cost i.e. a) Depreciation ar hire charges +
personal purposes petrol, repair etc. +

33 -



Salaries b) Depreciation (if owned by the b) Salary of chauffeur if provided
employer) or hire charges + by the employer.
c) Salary of chauffeur if provided by
the employer.

3) Used partly for official  Proportionate share of a+ b+c  Proportionate shire of a+ b above
use and partly above atuributable to private use. attributable to private use.
for personal use.

OR OR
Where it is difficult to work out Where it is difficult to work out
the above proportion. the above proportion -
i) Rs. 300 pm. (where horsepower th.p.). i) Rs. 100/- p.m. (where h.p. rating
rating does not exceed 16) or does not exceed 16) or
Rs.400 pm. (where h.p. rating Rs. 150/- pm. (where h.p. rating
exceeds 16) plus exceeds 16) plus
ii) Rs, 150 p.m. for salary ofchauffeur, ii) Rs. 150/- p.m. for salary ofchauffeur,
if any. if any.

B. Where the car is owned or hired by the employee==17(2) (Iv)

1)  Used fully for No perquisite arises No perquisite arises
official purpoees

2)  Used fuily for Actual expenditure borne by the No perquisite arises
personal purposes employer

3  Used partly for Reasonable proportion of expenditure No perquisite arises
official useand. borne by the employer which in the
partly for opinion of the AssessingOfficercan be
personal use attributed towards persona use.

C. Where motor-cycle or scooter or any other conveyance is provided by the employer

1)  Used fullyfor No perquisite arises No perquisite arises
official purposes

2 Used fully for Running and maintenance cost + Depreciation or hire charges
personal purpases Depreciation or hire charges.

3) Usd partly for Reasonable share of expenditureborne Proportionate shareof depreciation of
official useand by the employer which intheopinionof  hire charges
partly for the Assessing Officer can beattributed
private use. towards personal use.

Note :

i)  Where no particular car is placed at the disposal of the employee but he is
allowed to use one or more cars out of a pool of cars owned or hired by the
employer, the perquisite value will be calculated as if he has been provided with
a separate car. All rules relating to h.p. chauffeur's salary etc. will be applied
on the above basis.

i) If acar is provided at a concessionnl rate, the valuation will be made according
to the above rules as if the employee'had been provided a free motor-car and
the amount so computed will be reduced by the amount charged by the
employer for the use of the car.

iii)  Where transport facility is provided by the employer for a group of employees
for going from residence to the place of work or from such place back to
residence perquisite under Section 17(2) (iti) would be taken to be nil.

The use of any vehicle provided by an employer for journey by the assessee from his
residence to his office or other place of work or from such office or place to his
residence will not be regarded as a perquisite.

Illustration 4

In the following situations in regard to Mr. A, determine the perquisite value of

, motor-car for the assessment year 1990-91. Ascertain the above value on the
assumption that (a) A is a specified employee[i.e., heis (i) a director—employee o a
company (ii) a substantially interested employee of a company (iii) an employee
drawing more than Rs, 24,000/~ by way of monetary salary and] b) A isnot a
specified employee.

1) A uses his own car fully for official purposes. The cost of maintenance and

4 depreciation comes to Rs. 8,000/- p.a. to his employer.
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2) A'uses his own car for personal purposes. He meets the petrol cost which wartes
amounting to Rs. 5,0001- and the employer bears the cost of the maintenance

amounting Rs. 3,0001-.

3) A uses his own car tully for private purposes. The employer reimburses the entire
cost of running and maintenance amounting to Rs. 6,0001-.

4) The employer provides his own car to A for his private use. WDV o the car as
on 1.4.89 is Rs. 30,0001-. Applicable rate of depreciation is 3313%. The
employer spends Rs.8,2001-, on running and maintenance of the car.

5) A uses his employer's car one-third for private purposes and his two thirds for
official purposes, other facts remain the same as in 4 above.

6) Employer provides own fiat car to Mr. A for his official and personal use.
W.D.V. o the car as on 1.4.89 Rs. 36,000/-. Depreciation is admissible at the rate
of 331/:%. The employer spends Rs. 8,100/- on running and maintenance and
pays Rs. 6,000/-, asdriver's salary. Expenditure attributable towards private use
o the car is 80%.

7) Employer provides a car to A for his private purposes. W.D.V. ason 1.4.89 is
Rs.42,000/-. Depreciation admissible at the rate of 331,3%. A meets a running
and maintenance cost.

8) Employer provides car to Mr. A for travelling from residence to office and back
from office to residence.

Solution
Determination of the perquisite value of car in the hands of Mr. A in different
situations:
Particulars Situation Where A is Where A is
concerned a specified not a
under employee specified
employee
Rs Rs.
[) Mr. A owns the car. Usesit fully for
official purposes. Employer meetsall
costs—No perquisite arises. — Nil Nil
2)  Mr. A hwns the car. Uses for personal
A meets petrol cost and employer mmts
maintenance obligation. 17(2) (iv) Rs. 3,0001- Rs, 3,000/-
3) Mr. A owns the car. Fully used for
private purposes. Employer meets entire
cost obligation. 17(2) (iv) Rs. 6,0001- Rs. 6,000/ -
4)  Employer owns the car. Use-fully 17(2) (iii) Rs. 18,2001~ Nil
private, Entire cost met by (Rs.8,200 4
Employer perquisite 10,000 Dep)

5) Employer owns the car. Usefully
private, entire cost met by 17(2) (iii) Rs. 6,066/ Nil
1/3 depreciation Rs. 3333/~
1/3 maintenance Rs.2733/-

6) Depreciation Rs. 9,600/~
Maintenance Rs. 6,480/-

Driver's salary Rs. 4,0001- 17(2) (iii) Rs. 20,880/ - Nil
7) Depreciation Rs. 14,0001~ ©17(2) (i) Rs. 14,000 Nil
8) Statutory exemption No perquisite arises — Nil Nil

Note : It may be noted that when the employee owns the car any payment or
-reimbursement of expenses by the employer becomes an obligation met by
the latter chargeable under Section 17(2) (iv) and hence the value thereof is
taxable both in the hands of specified and non-specified employees. But
when the car is owned by the employer and is provided to the employee for
user it results in a perquisite chargeable under Section 17(2) (iii). In those
cases only specified employees will be trapped. Non-specified employees will
escape taxation. ' 35
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6.4.2 Free Lodging and Boarding to Hotel Employees

I't iscommon practice for modern hotels to give free board and lodging to employees

whose services are necessary on a continuous basis. The value of such free boarding

and lodging is to be determined as under :

iy  Lodging : If it is unfurnished determine it as per provisions applicable to
‘employees of private sector' explained above. For furnishing add 10% per
annum Of cost of furniture or actual hire charges, as the case may be.

i) Board : The value of free food is determined in such basis and such amount as
the Assessing Officer considersfair and reasonable (Circular No. 311 dated 4th
August, 1981).

6.4.3 Free Supply sf Gas, Electricity and Water —Rule 3(d)

Free supply of gas, water and electricity provided by the employer to the employees
for their private purposes is a chargeable. perquisite.

When it is chargeable under Section 17(2) (iii) us a perquisite:

Where the supply connection for these facilities is in the name of the employer, any
payment by the employer for these facilities for the benefit of the employeesis a
perquisite taxable only in the hands of specified employees.

When it is chargeable under Section 17(2) (iv) Usan ebligation met :

Where the supply connection for gas/electricity/ water isin the name of the employee
and the bills thereof are paid or reimbursed by the employer it is an obligation of the
employee met by the employer. Such payment or reimbursement is taxable in the
hands of all employees.

Valuation : The taxable perquisite under Section 7(2)(iii) is to be valued as follows:

i)  Where such supply is made from resources owned by the employer without
purchasing them from any other outside agency, the value thereof is taken to
be nil. For example if Indian Oil Corporation provides free gas supply to its
employees the perquisite thereof is nil.

ii) Where the supply is made by an outside agency, the amount paid by the
employer to such agency is the perquisite value.

iif) Where the Assessing Officer is satisfied that the gas, electric energy or water
supply to the employee are also consumed for the purposes of his official
duties. the value of the perquisite is taken (@) either, the amount paid on that
account by the employer to the agency supplying the gas, electric energy or
water or (b) an amount equal to 6%% o salary whichever is less, "' Salary" for
this purpose has not been defined. We may however follow the rule that salary
includes basic pay plus dearness allowance if it is ¢onsidered for calculating
superannuation benefits. Commission paid at a fixed percentage of turnover
achieved by the employee can aso be included vide Gestener Duplicator (P)
Ltd., v.C.L.T. (1979) 117 ITR 1 (SC).

A connected question arises. If the employer charges anything from the en .ioyee for
providing this facility, should it be deducted from the perquisite value? The rule is
silent in thisregard. It is logical of course to deduct the same from the value of the
perquisite.

6.4.4 Free Education—Rule 3(e)

There are two ways in which an employer can provide for the free education of his
employee's children.

|. The employer can run the educational institution by himself for the benefit of al
his employees as a group. It is not necessary that such institution should be run for
the exclusive benefit of the employees children. Outside children can of course be
admitted. This results in a perquisite taxable in the hands of the employee. The vaue
should be determined with reference to the cost of such education to the other
students studying in that institution. If, however, such institution is run exclusively
for the benefit of employees' children only than the value of the perquisite will be
equal to the cost of such education in a similar institution in or near the locality.
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It should be noted that the value of this perquisite is chargeable in the hands of
specified employees only.

2. The employer may pay the amount of fees directly to the concerned educational
institution, or, he may reimburse his employee. The actual expenditure so incurred
by the employer is taken as the value of the perquisite. This value being an
obligation met is to be included in the salary of both specified and non-specified
employees.

Scholarship: Where any scholarship is paid by an employer to any child of an
employee, the scholarship so paid to the child cannot be treated as perquisite to the
employee— C.I.T.v. M.N. Nadkarni (1986) 161 ITR 544 (Bom).

Education to Employees: Amount spent on free education and training of employees
is not taxable as a perquisite.

Education allowance: Fixed education allowance paid to employees to meet the cost
of education of his family members is taxable in all cases. However notified
exemption under Section 10(14) can be claimed.

6.4.5 Conveyance Facility by Transport Undertaking— Rule 3(f)

Where any undertaking engaged in carriage of goods or passengers provides
transport facility to any employee, dependent family members of the employee or his
dependent relatives, either free of charge or at a concessional rate, the same is not
taxable provided the conveyance used for this purpose is owned by the employer.
Thus free passes and privilege ticket orders (PTOs) granted to railway employees and
similar facility made available to the employees of Air India and Indian Airlines are
not taxable.

6.4.6 Free Sweeper, Watchman, Gardener, etc.

Where employer owns the house and gives Where employer rents a house

the same to the employee, and provides the same to his
employee or where the employee
arranges his own accommodation

1) Sweeper 75% salary paid to sweeper or Rs. 601-p.m. Entire salary paid to sweeper
whichever is less is taxable is taxable
2)  Watchman 50% of salary paid to watchman or Entire salary paid to
Rs. 601-p.m., whichever is less watchman is taxable
is taxable
3) Gardener Salary paid to gardener is not taxable as Entire salary paid to
a perquisite. However for calculating fair gardener is taxable

rental of rent-free house, gardener' wages,
maintenance cost of garden and swimming
pool are to be added.

4)  Any other
Servant Entire salary paid is taxable Entire salary paid is taxable.

Note: Where the employee engages the services and where the employei engages the
services— Distinction in taxability.

If it is the former case and the employer pays or reimburses the salary then it is an
obligation met and falls under Section 17(2)(iv) and is taxable in.the case of both
specified and non-specified employees,

If it is the latter case, it is a perquisite taxable only in the hands of specified
employee— Section 17(2)(iii).

6.4.7 Medical Benefits

i) Not taxable at all: Provision of medical facilities or reimbursement of actual
medical expenses by the employer for the treatment of employee including
Manager (Director) or the members of hisfamily in a recognised public
hospital under CGHS and CS(MA) in India is"not to be treated as a perquisite.
There is no monetary limit in this regard. However the Assessing Officer will 37
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examine the genuineness of the expenditure at the time of assessment—Circular
No. 445 dated December 31, 1985.

iy Taxable beyond Rs.5,000/- : In the case of any other, hospital the exemption
limit is one month salary of the employee or Rs. 5,000/~ whichever is higher.

However fixed medical allowance paid is aways taxable in the hands of all
employees.

6.4.8 Other Perquisites

a) Holiday honle for employees: Where an employer maintains holiday homes for
his employees with boarding, lodging and transport facilities, it is a taxable
perquisite only in the hands of specified employees under Section 17(2)(iii). The value
thereof cannot be arbitrarily fixed.

Factors like quality, location and extent of accarnmodation, period of stay, other
connected facilities and cost of getting similar facilities from outside sources should
be duly considered.

b) Sale of assets by the employer to the employee nt concessionnl rates. Where the
employer sells any asset to the employee at concessional rate, the value of such
concession is taxable in the hands of specified employee under Section 7(2)(iii).
However recently views have been expressed that where a company sells an asset like
a car, air-conditioner etc. to its employees at their book value, while the market rate
may be higher, no perquisite is involved since it is purely a commercial transaction
between the parties at an agreed price.

c) Interest free loan to employer : If an employer grants interest free loan to any
employee, the cost to the employer for arranging such a benefit'is a taxable
perquisite In the hands of specified employees under Section 17(2)(iii). Thus where
the employer borrows money from.outside and gives the same interest free to his
employee the amount of interest payable by the employer thereon is the taxable
value of the perquisite. Where the loan is advanced to the employee out of the
employer's own funds, a reasonable sum of interest which the employer hasto pay
on such amount will be taken to be the perquisite value. However the above
perquisite is chargeable in the hands of specified employees only..

d) Sharesissued at concessional rates. Where shares are issued by a company to its
employees at concessional rates, the value of the concession is a taxable perquisite in
the hands of specified employees under Section 17(2) (iii).

€) Any other benefit or amenity—Rule 3(g) : The value of any other benefit or
amenity is to be determined on such basis and in such amount as the. Assessing
Officer considers fair and reasonable.

6.5 FULLY EXEMPTED PERQUISITES

There are certain other perquisites which are exempt in the hands of all employees.
They are enumerated below :

1) Premium paid on personal accident policy

Where an employer pays a premium on a personal accident policy taken by him on
the life of the employee, the payment is not a perquisite. It is because the employee
has not voluntarily taken the insurance policy and the employee has no vested
interest in the policy—CIT v Lala Shri Dhar (1971) 84 ITR 192.

2) Recreational Facilities

Provision of recreational facilities by an employer to groups of employees is exempt |
from tax. However, the facility should be made available in general.and should not
be restricted to a few employees. If so restricted, the value thereof is taxable as a
perquisite in the hands of specified employees under Section17(2) (iii).

3) Refreshment during office hours
Provision of refreshments' like coffee, tea, cold drinks, snacks etc., to the employees
during office hours in the office premises is exempt from tax. The value of subsidised
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in the hands of specified employees.

4) Residential Telephone

Where an employer provides a telephone connection to the employee for official use,
the payment of telephone bills does not constitute a perquisite in the hands of the
‘employee, even if he uses the telephone for personal purposes also. The logic behind
thisis that it is difficult for the Assessing Officer to segregate personal and officia
cals.

5) Perquisites to government employees posted abroad—Sec. 10(7)
Perquisites paid or allowed outside India by the dovernment to a citizen of India for

rendering service outside India are fully exempt from income tax.

6) Fees paid for refresher courses

Expenditure incurred by an employer for providing training to an employee in new
management techniques or for improving his knowledge to discharge his officia
functionsin a better way or for sponsoring him for any refresher course or for
attending any seminar connected with the business of the employer is not a taxable
perquisite even if such expenditure includes boarding and lodging expenses of the
employee.

7) Leave Travel Concession— Section 10(5) read with Rule 2 B.

An employee, whether he is a citizen of India or not is fully exempt from tax in
respect of the value of leave travel concession provided to him by his employer. The
extent of exemntion is specified in Rule 2 B. which says. The value of any leave
travel concession or assistance received by or due to an individual.

a) from his employer for himself and his family in connection with his proceeding
on leave to any place in India is exempt; and

b) from his employer or former employer for himself and hisfamily, in connection
with his proceeding to any place in India after retirement from service or after
the termination of his service, is exempt.

This exemption shall be subject to such conditions as may be prescribed (including
conditions as to number of journeys ang the amount which shall be exempt per
head) having regard to the travel concession or assistance granted to the employees
of the Central Government.

Further the amount exempt under this clause shall in no case exceed the amount of
expenses actually incurred for the purpose of such travel,

Explanation. In this clause the word ‘family’ means:
i) the spouse and children of the individual; and

ii)  the parents, brothers and sisters of the individual, wholly or mainly dependent
on the individual. '

The Government has announced that w.e.f. 1.4.1989 the exemption will be available
to an employee in respect of two journeys performed in a block of four calendar
years commencing from the calendar year 1986. If such a concession is not availed of
by an individual during a block of four calendar years, an amount in respect of leave
travel concession first availed of by the individual during first calendar year of the
immediately succeeding block of four calendar years (i.e., the 5th calendar year after
the block of four calendar years) shall be eligible for exemption. The concession shall
not be taken into account for the number of journeys in the aforesaid immediately
succeeding block of four years.

Conditions prescribed under Rule 2B

Amount actually incurred on the performance of such travel shall be exempt subject

to the following conditions:

i) Where the journey is performed by rail, an amount not exceeding the air-
conditioned second class rail fare by the 'shortest route;

i)  Where the places of origin of journey and destination are connected by rail but
the journey is performed by any other mode of transport an amount not
exceeding the air-conditioned second class rail fare by shortest route;
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iii)  Where the places of origin of journey and destination or part thereof are not
connected by rail and thejourney is performed between such places, the
amount eligible for exemption shall be—

A) Where a recognised public transport system exists, an amount not
exceeding the first class or deluxe class fare, on such transport by the
shortest route; and

B) Where no recognised public transport system exists, an amount equivalent
to the air-conditioned second class rail fare by the shortest route, as if the

journey had been performed by rail.

6.6 DEDUCTIONS FROM 'SALARIES

The income chargeable under the head " Salaries™ is subject to certain deductions
allowable under Section 16. They are

i)  Standard Deduction
ii)  Entertainment Allowance
iii) Tax on Employment

Let us now discuss these deductions in detail :

6.6.1 Standard Deduction— Section 16(i)

a) With effect from 1990-91 assessment year the standard deduction will be equal to
33\ of salary or Rs.12,000/- whichever is less.

b) 'Sdary' for the above purpose has been defined in Section 17(1}). It includesall
monetary paymentsand all perquisites.

c) Evenif the employer provides conveyance facility to the employee for personal
purposes there will be no restriction on the amount of standard deduction.

d) Where an employee receives salary from more than one employer, standard
deduction is to be computed with reference to the aggregate salary due, paid or
alowed to the assessee by all the employers. In no case can it exceed the ceiling
limit of 33's% or Rs. 12,000/~ whichever is less.

€) Standard deduction is available to pensioners also.

6.6.2 Entertainment Allowance— Section 16(ii)

Entertainment allowance is normally given to Senior Officers. Entertainment
allowance is part of salary. Hence it isfirst to be included in the salary income.
Thereafter a deduction, as explained below, will be allowed.

i)  Government employee: The least of the following will be allowed as a
deduction:
a) Rs. 5,000
b) 1/5th of the salary
¢) amount of entertainment allowance granted during the year.

ii)  Non-government employee (including semi-Gover nment employee)
The deduction for entertainment allowance is available to those non-government
employees who satisfy the following two conditions:

a) Theemployee must have been in continuous service with the present employer
from a'date prior to 1.4.1955.

:b) He must have been receiving entertainment allowance from his present employer

continuously from a date before 1.4.55 till the relevant previous year.

If an employee does not satisfy both the conditions, entertainment allowance is fully
taxable.

If both the conditions are satisfied the least of the following is allowed asa
deduction :

a) Rs.7,500/-

b) Rs.20% of salary



¢) amount of entertainment allowance granted during the relevant previous year or Sataries- 1§

d) amount of entertainment allowance received during the financial year 19%4-55,
'Sdlary' for this purpose excludes any allowance, benefit or other perquisites.

It may be noted that the prescribed deduction will be available even if the
entertainment allowance received is not actually spent or spent for purposes other
than entertainment of customers.

6.6.3 Tax on Employment

Any sum paid by the assessee on account of a tax on employment, leviable by or
under any law, is alowed as a deduction:

Look at Illustration 5, 6 and 7 and see how taxable income from saaries is
calculated.

Illustration 5

A joined POR Ltd., in 1950. He received Rs.4,000/- p.m. as basic salary Rs. 400/~
p.m. as D.A., Rs.150/- p.m. as education alowance for two children and Rs. 300/ -
p.m. as entertainment allowance during the previous year 1989-90..1In the financial

year 1954-55 he received an entertainment allowance of Rs. 100/- p.m.

Determine the taxable income under the head 'salaries for 1990-91 assessment year.

Solution
Rs.
Basic pay 48,000/ -
D.A. 4,800/ -
Education allowance 1,800/~
less exemption under
Section 10(14)
50 X2 X 12 1,200/ - 600/ -
Entertainment allowance 3,600/ -
Gross salary 57,000/
Less:
i)  Standard deduction 33%9 or Rs.
Rs. 12,000/~ whichever is less 12,0001-
if)  Entertainment allowance :
Least of
i) Rs.7,5001-
ii) Rs. 9,6001- (20% of Rs. 48,000)
iii) Rs. 3,600/- (allowance
received during 89-90)
iv) Rs. 1,200/- (allowance
received during 54-55) 1,200/~ 13,200/~
Taxable sdary 43,8001-

Let us now take few comprehensive illustrations and calculate the taxable salary of
an employee.

Illustration 6

Mr. Naresh is an employee of a private sector company in Bombay and gives you

the following information regarding his receipts during the financial year 1990-91.

You are required to compute his income taxable under the head salaries for the A Y

1991-92 Salary @ Rs. 3,000 per month for 12 months. Dearness allowance Rs. 600/ -

per month. (The DA is not eligible for computation of retirément benefits) Bonus

Rs. 6,0001-, Entertainment allowance Rs. 6,0001- (prior to 1.4.55 he was receiving

only Rs. 250 per month). He is aso provided with a rent-free furnished

accommodation. The fair rental value of the unfurnished accommodation is

Rs. 18,000/-. The cost of furniture in the building is Rs. 10,000/-. A watchman is 4]
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by the employer. The employer has also provided him with a chauffehr driven car of
20h.p. which is used by him partly for his personal use and partly for business
purposes. The expenses for running and maintenance for private purposes are,
however, met by him. He recelves an education allowance d Rs. 450/- per month to
meet the cost of education of his three children. He pays school fees of Rs. 100/~
each for hisfirst two children, and Rs.250- for the third child who is studying in a
hostel. A telephoneis provided at his residence and the hill thereof amounting to
Rs. 3,000/~ for the fimancial year 1990-91 was met by the employer. His wife was
operated in a recognized public hospital and the fees and other incidental expenses
thereof amounting to Rs. 4,000/~ were met by the employer. He is also receiving

Rs. 250/- per month aslunch allowance, and is provided with the services of a cook,
whose salary of Rs.200/- p.m. is met by his employer. He pays a tax on employment
amounting to Rs.400 during the year.

Solution
Taxable Income under head salary o Mr. Naresh for the Assessment year 1991-92
Rs.
Salary @ Rs. 3,000 per month 36,000
Dearness Allowance @ Rs. 600 p.m. 7,200
Entertainment Allowance 6,000
Bonus 6,000
Lunch Allowance @ Rs. 250 p.m. 3,000
Valuation of Rent-Free Furnished Accommodation 5,500
Value of perquisite for Motor-Car 3,600
Children's Educational Allowance 3,000
Salary of Watchman 720
Salary of Cook 2,400
Gross Salary 73,420
Less
Standard Deduction u/s 16(1) 12,000
Entertainment Allowance u/s 16(ii) 3,000
Tax on employment 400 15,400
Taxable Salary Income 58,020
Working Notes
1) Vauation of Rent-free Furnished Accommodation
10% of Salary Rs. 4,500 (Salary, Bonus and Entertainment
Allowance portion not exempt). 4,500
Fair Rental Vaue Rs. 18,000
. 0,
: Less 60% o salary Rs. 27,000
Add 10% cost of furniture 1,000
5,500

Since FRV is not in excess of 60% salary hence vaue of perquisite will be taken as
10% of salary only.

2) Value of perquisite far motor-car : Since he is meeting the cost of running for
personal use, value will be taken at Rs. 150 p.m., plus Rs. 150 p.m. for

Chauffeur.

3) Educational allowance is exempt for 2 children' only at Rs. 50 each, however in
case of child stayingin a hostel the amount exempt is Rs. 150 per month. Hence
in case of Mr. Naresh the exempt amount will be Rs. 150 + 50 = 200. Taxable

perquisite is Rs. 250.

Ilustration 7
Mr. X isemployed in Star Paper Mills.as it Sales Manager since 1962. He furnishes

the following particulars for the year endmg st March 1991,
Salan Rs. 1,200 p.m.



D.A Rs. 400 p.m. Salaries-il
Entertainment allowance 100 p.m.

He is entitled to a commission on sales @ 2%. Total sale for of the company for the
year amounts to Rs. 2,00,000. He owns a car and usesiit for official purpose etc. The
entire expenditure on the car for the year amounts to Rs. 3,500 out of which an
amount of Rs. 2,000 was reimbursed by the employer towards the use of car for
official purpose. He is provided with the facilities of free water and electricity by the
company, the company paid Rs.500 during the year for the same.

A servant employed by the company on a salary of Rs. 100 p.m. renders free service
to him in his house. He spent Rs.600 on books of new marketing techniques for
improving his performance. He is in receipt of house rent allowance @ Rs. 500 p.m.
but the actual rent paid by him is Rs. 1,000 p.m. Calculate in salary income.

Solution
Taxable income under head salary of Mr. X for the Assessment year 1991-92
Rs.
Salary @ Rs. 1,200 p.a. 14,400
Dearness Allowance @ Rs. 400 p.m. 4,800
Entertainment Allowance 1,200
Commission 4,000
24,400

Less standard deduction 1/3 of salary
or Rs. 12,000 whichever is less 8,133

Total Income 16,267

Working Notes

1) HRA
Actual HRA 500 500
Actual Rent
paid 1,000

Less 1/10 of salary 120 880

1/2 of salary 600

Hence exempted amount is Rs. 500 therefore no perquisite arises.

2) Since Mr. X's monetary is less than Rs. 24,000 so he is not a specified employee.
Therefore the value of perquisites like motor-car, free gas, electricity servant etc
is nil.

Check Your Progress B
'1) State whether following statements are True or False.

1) In respect of government employees ten per cent of cost of furniture should
not be added while computing the perquisite value of the furnished house.

ii)  For computing the value of rent free accommodation 'salary' for the entire
yeat should be considered irrespective of the period of occupation of the
house.

iif)  For computing 'salary' for the above purpose exemptions under Section 10
should be allowed.

iv)  If the house is not owned by the employer, salary of gardener and
maintenance expenses of the garden should not be added.

v) Aisan officer in afive star hotel. He has been given a rent-free room to
live in. The perquisite value of the same is 'nil".

vi)  Where the employer owns the motor-car used by the employee, the
perquisite value in respect thereof is taxable in the hands of both specified
and non-specified employees.

vii) Gas, supplied free by Indian Oil Corporation to its employees is a taxable
perquisite.

viii) Medical reimbursement for treatment in private hospitals is fully exempt
without any limit.
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X Co. Ltd. sellsa car owned by it to one of its directors. The book value is
Rs. 20,000. The director takes the car at Rs. 10,000. No perquisite arises in
this transaction.

Value o subsidised lunches is exempt while the value of free lunches is
taxable perquisite.

iX)

X)

Gross Salary of A is Rs.50,000. What is the amount of standard deduction
available to A? wovvvveereiieeenn,

B is a government employee. His basic pay is Rs. 50,000 and he receives a sum
of Rs.6,000 asentertainment allowance. What is the amount of deduction for

entertainment allowance available to him'

6.7 LET USSUM UP

Apart from cash payment an employee also receives certain benefitsin kind which
can be converted into cash. These are caled perquisites. Perquisites may be tax-free,
taxable for specified employees, taxable for all employees. These perquisites are to be
valued and included in the salary of an employee. Charts 6.2, 6.3 and 6.4 will give
the list and valuation of all types of perquisites. After the value d perquisites is
calculated and included in the salaried income certain deductions are available from
the gross salary. They are

i) Standard deduction

ii)  Entertainment Allowance

iif) Tax on Employment.

The net taxable income under the head salary is arrived at -after deductirig the
guantum of permissible deductions mentioned above, from the gross income from
salaries.

Chart 6.2

PERQU SI TES TAXABLE FOR ALL CATEGORIES OF EMPLOYEES

}

Rent Free house

1 \ \
Concessional Liability/ obligation Any sum paid
Accommodation discharged by in respect of
the employer insurance or
annuity on the
life of an employee

[..
Government
Employees

1
Semi-Government
Employees

l Privz!ue
including Hotet
Employees

{
Unfurnished
(A)

As per Govt.
rules,

Note:

‘Salary

1
Furnished
(B) + 10%

ot cost

of furniture
or hire of

furniture etc.

r
Unfurnished
(C)
1093 of salary
or Fair Rent
whichever is
less 'Excess
of Fair Rent
over 50% of
salary (in
ordinary cities)
or excess of Far
Rent over 669 of
Salary (in Dethi
Bombay, Calcutta &
Madras).

!

Furnished
<)+
10% of
cost of

Furniture
or hire

of Furniture

etc.

{
Unturnished
(B)

10% of the
salary or fair
rent whichever
isless

!
Furnished
(A) T 10%
of cost of
furniture
or hire of
furniture
etc.

in case of Semi-Government Employees and Private Employees is
Basic+Bonus+ Commission + Taxable allowance + D.A. if givenunder theterms of employment or

Dearness Piy.




Chart 6.3

PERQUISITES TAXABLE FOR SPECIFIED CATEGORIES OF EMPLOY EES

Zcmon >r< ﬂ“mm weﬁwvnﬂ[ iwar- Uo&@n_o Gardener Free Wa_,:. m.om- m:%o& mm_o womu&um Oz_i
. Car other  education. if appoint- nan if servant  if employ-  lunch gerator day aa o and benefits—
_ convey- Incase ed by the appointed  Actual ed by Reason- heater Home-  discount Assets lodging  Reason-
ance of em- employer by employer wages  employer able boiler expenses Excess at con- of Hotel able
v ployer’s 75% of the 5% of if appoin- expenses etc. 10% on free of cessional Employees, Amount.
:_umsﬁﬁmg W_VH\ M,Mww. .F.EE- wegesor wagesor  ted by _:ocqoa Q cost travel, market price w_wmwm-
employer yee tion Cost Rs.60 p.m. Rs.60 pm. employers. onit if nof board- rate Excess  ing Rea-
_ A of educa-~ whichever whichever given  inglodg-  over of mar-  sonable
I ‘ y tion in isless isless with ing Rea- issue ket pri-  Amount
Exclu-  Excl-  Partly _ similar rent- sonable price. ceover  Lodging
sveuse Svemse  used institution. free amount price General
for for for n@%mn charged. Jc_ﬁ
; ce — -_— other- or
g.d_.bﬁ_vwwmm oﬂ__%m nEMMMW If owned  If owned If house owned by wise /.\m_ ua-
expenses by em- by em- the employer and taxable tion of
vw%_v\ ployer. ployes given on free rent inall new-
office Reason- cases. free
use. able Actual wagesiif house
expenses rented house given or at
1 for or no house given. concess-
All Personal private ional
expenses expenses usein rent.
borne borne H_\-O
by employer by employee opinion
upto 16 HP.  upto 16 H.P. of Assess-
Rs.300 p.m. Rs. 100 p.m. :wN
Beyond Beyond officer.
16 HP. 16 H.P.
Rs.400 pm. Rs.150 p.m. Wit ! 1 I 1 ,
y for Wholly for Partly for If house owned If house taken If house belong
private use Office use office use by employer —nil. as rent by to the employee
Rs. 150 pm. if Total expenses Nil. and partly But Fair Rent employer or no the facility
driver is posted incurred by for private isincreased by house given— of gardener is
employer. use. Reasonable the wages of Actual wages. taxable for all
expenses for gardener. categories of
Wholly *M: private Partly for _o_:<m8 private use employees—Actud
use. Al expenses useand partly . in the opinion Wages.
incurred by employer for official use— O the ASSESS-
: ing officer

Whatever Assessing

Officer deems
reasonabl e for
personal use.
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iv) Taxable'for all employees
v) Taxablefor specified employees

B 1 i) False ii) False iii) True iv) True v) False vi) False vii)-False
viii) False ix) Fase x) True
2 Rs. 12,000 3 Rs. 5,000

6.8 KEY WORDS

Accommodation: This refers to the residential house provided to the employee by the
employer either free of rent or at concessional rent.

Fair-rental value: This means the rent which a similar accommodation would realise
.in the same locality or the municipal valuation of the accommodation whichever is
higher. Where however, a Rent Control Act isin operation, the fair rental value
cannot exceed the standard rent determined or permissible under the Act.

Monetary income: This represents receipts obtained by a salaried employee by way
of money. Obviously perquisitesin kind are to be excluded while calculating
monetary income.

Perquisite: Payment, fee or profit attached to an office.

Personal accident policy: This is policy usually taken on the life of certain key
executives whose functions and movement.may expose then to fatal accidents or
whose existence is for the company's prosperity. The premiums are invariably paid
by the employer.

Specified employee: This term denotes those employees who are directors, employees
substantially interested in a company or when monetary income under the head
'salaries exceeds Rs. 24,000.

Standard deduction: It is one of the three statutory deductions permissible under the
Act.

6.9 ANSWERSTO CHECK YOUR PROGRESS

A 1 i) Taxablefor specified employees.
i) Tax-free
i) Tax-free
iv) Taxablefor all employees
v) Taxable for specified employees
B 1 1) False ii) False iii) True iv) True v) Fase vi) False vii) False
viii) False ix) False x) True
2 Rs. 12,000 3 Rs. 5,000

6.10 TERMINAL QUESTIONS/EXERCISES

Questions
1) What do you mean by a'perquisite’ and what does it include?

2) What isnot included in'salary’ for caiculating the value of rent-free
accommodation for a public employee?

3) What are provisions of Section 16(ii) regarding entertainment allowance received
by a non-govt. employee? .

Salaries-I]

47



Salaries

48

Exercises

1) Compute the monetary income d 'A' from the following particulars for
assessment year 1990-1991 to ascertain whether he is a specified employee or not
a. Basic pay Rs. 4,000 p.m.

b. D.A. (not forming part of salary for calculating retirement

benefits) Rs. 400 p.m.
c. Education allowance Rs. 200 p.m.
d. Income tax paid by the employer on behadf o A Rs. 500 p.m.
(Answer : A is a monetary employee, monetary income Rs. 48,000)

2) AandBarejoint chief officersin the Reserve Bank of India. The bank has
alloted free of rent identical flatsto both A and B in Nariman point, Bombay,
the fair-market rent of each flat being Rs. 5,000/~ p.m. In April '89 A was
promoted as chief officer but he continues to occupy the same flat. The Bank
has also furnished the above flats. The original cost of furniture provided in each
flat works out to Rs. 25,000/~
The salary particulars of A and B areas follows:

A B
Rs. Rs.

Basic 6,000/- p.m. 4,500/- p.m.

Dearness pay (considered for computing

retirement benefits) 750/~ p.m. 600/- p.m.

Dearness allowance 500/- p.m. 400/- p.m.

Educational allowance 300/- p.m, 200/~ p.m.

Children hostel allowance 300/~ p.m. 200/~ p.m,

Petrol allowance 600/- p.m. - 500/~ p.m.

Determine the perquisite value of theflat in the hands of A and B.
Answer: (A) Rs.11,560; (B) Rs.9,340

3)

4)

5)

Cisa private sector employee for the previous year ending 31.3.1990. Hegives
you the following particulars.

a) Basic pay Rs. 4,000 p.m.

b) D.A. (not included for computing retirement benefits) Rs. 400 p.m.

¢) Bonus Rs.9,000 for the year

d) Commission (not based on turnover achieved by C) Rs. 3,600 p.m.

e) HRA received Rs.6,000. Exempted HRA Rs. 3,000

f) Education alowance Rs. 300 p.m. C has got two children.

C was residing in a house provided by the company during June, 89 to March, 8%
Compute 'salary’ for the purpose of arriving at the perquisite value of the
accommodation.

(Answer: Rs. 54,000)

From the following particulars determine the fair-rental value of the housing
accommodation owned by A Co. Ltd. and given free to its director E.

Period of occupation 9 months
Fair market rent Rs. 5,000 p.m.
Standard Rent determined under the Rent Control Act Rs. 4,000 p.m.
Salary of gardener paid by the company Rs. 500 p.m.
Maintenance expenses of the garden and the swimming pool Rs. 6,000 p.a.

(Answer: Rs. 45,000)

Determine the perquisite value of motor-car in the following situations. Assume

that A is a specified employee.

f) A uses his own car for personal purposes. He maets the petrol cost which
amounted to Rs. 5,000 and the employer bore the cost of maintenance
amounting to Rs. 3,000.

iiy ~Employer providesa car to A for his private purposes. W.D.V. ason
1.4.89 is Rs.42,000. Depreciation admissible @ 33% A meets the
running and maintenance cost.




6)

7)

B)

iii) Employer provides car to Mr. A for travelling from residence to office: and
back from office to residence.

(Answer: i) Rs.3,000ii) Rs.14,000 iii) Nil)

D joined E Private Ltd. in 1950. He received Rs. 5,000 p.m. as basic salary,

Rs. 500 p.m. as D.A., Rs.200 p.m. as education allowance for one child and

Rs. 400 p.m. as entertainment allowance during the previous year 1989-90. In the
financia year 1954-55 he received an entertainment allowance of Rs. 200 p.m.
During the year he paid Rs. 600 as profession tax.

Determine the taxable income under the head 'salaries! for assessment year 1990-91
(Rs. 57,600)

Ramesh is General Manager of a Limited Company at Rs. 5,000 p.m. as his
basic pay. He is provided with a rent-free house for which the company pays
Rs. 1,200 p.m. as rent. It has also provided him the necessary furniture costing
Rs. 20,000. The company pays Rs.90 p.m. for electricity and Rs.90 for the
sarvices of a free gardener.

The Company has given him a 16 H.P. car with the chauffeur. He is getting

Rs. 800 p.m. as entertainment allowance. He'is in service of this company since
1952 and getting Rs. 600 p.m. as entertainment allowance from the beginning.
which was increased to Rs. 800 w.e.f. January 1960. Mr. Ramesh himsdlf bears
the persona expenses of the car. He is also provided with free lunch in the office
costing Rs. 250 p.m. Calculate his taxable income.

(Answer: Rs. 66,908)

X isworking in a private company in Delhi and .is drawing a salary of Rs. 4,000
p.m., an entertainment allowance of Rs. 500 p.m., bonus Rs. 10,000.

He is provided with a rent-free furnished house, in respect of which the company
pays Rs. 8,000 as rent per annum and Rs. 3,000 as rent for the furniture installed
therein. A gardener on a salary o Rs. 125 p.m. is employed by the cpmpany.
The electricity and water charges of Rs.800 are also borne by the company. X
has his own car which he usesfor private purposes. The company pays Rs. 2,000
against the expenses.of maintenance o the car. During the year he got Rs. 2,000
reimbursement for medical expenses and Rs, 3,000 by way of L.T.C. The
company contributed Rs. 6,000 towards provident fund. X is working in this
company for thelast 15 years and is getting same entertainment allowance;,

Calculate his taxable income.
(Answer: Rs. 65,980)

Note : These questions will help you to understand the unit better. Try to writeanswerg

for them. But do not submit your answers to the University. These are for your

practice only.

Salaries-I1
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7.0 OBJECTIVES

After studying this unit, you should be able to
list different types of provident fundsand their treatment for tax purposes.
enumerate and calculate the amount of deductions available u/s 80C

# compute the taxable income from salary after taking into account the P.F. and

deduction u/s 80C

7.1 INTRODUCTION

In Units 5 and 6 we have learnt about the items included in the salaried income of an
employee. Apart from many allowances and perquisites there are some other benefits
available to a salaried employee. Provident fund is one of such benefits. In this unit
we will study in detail the provident fund scheme, different kinds of provident fund
and their tax-treatments. We.will also study the various deduction available to a

salaried individual u/s 80C in respect of savings.

7.2 PROVIDENT FUND SCHEME

provident means to provide for future. Provident Fund isafund which is created to
help an individual in future. i.e., after retirement or death. The employee contributes
a certain amount every month out of hissalary an equal amount is contributed by
the employee. This amount is invested in government securities and earns a certain
amount of interest. The interest so earned on the balance standing in the account of
the employee is credited to his provident fund account. This amount gets
accumulated over a period of time. The whole amount accumulated over years is
given to the employee at the time of retirement or voluntary retirement and is paid to
the legal heir after the death of the employee. There are different kinds of provident
funds. The employee can deposit the amount in any of the provident funds. The
different kinds of Provident Funds are:

i)  Statutory Provident Fund

if)  Recognised Provident Fund



iii)  Unrecognised Provident Fund Salarles-111

iv)  Public Provident Fund
v)  Approved Superannuation Fund

Let'us now discuss them one by one.

7.2.1 Statutory Provident Fund

Statutory provident fund is set up under Provident Fund Act, 1925 and is
maintained by government and semi-government departments,Reserve Bank of India,
State Bank of India, Railways, Statutory corporations, Universities, colleges and
local bodies etc.

7.2.2 Recognized Provident Fund

Thisis a provident fund which is recognized by the commissioner of Income Tax in
accordance with the rules contained in part A o the Fourth Schedule to the Income
Tax Act 1961. It includes a provident fund established under a scheme framed under
the Employees Provident Fund Act, 1952. It must be remembered that it is
important for tax purposes. For example where a provident fund i srecognized by
the PF commissioner but not by the commissioner of Income Tax, then the tax
concessions under the Income Tax Act cannot be extended to the contributions to
such provident fund.

7.2.3 Unrecognized Provident Fund

This is a provident fund which is not recognized by the Commissioner of Income
Tax. Since it is not recognized no relief is granted to the assessee for tax purposes.
In other words, it can neither be termed as statutory provident fund nor a recognized
provident fund. Such a fund is normally maintained by private employers.

7.2.4 Public Provident Fund (PPF)

Regular salaried employees save money in provident fund through deductions from
their salaries. For the benefit of the public particularly for self-employed person such
as doctors, lawyers, accountants, actors, traders, the nentral government introduced
the PPF scheme. Individuals and association of persons can deposit in the public
provident fund account, as and when their resources permit. Even salaried employees
can save through PPF in addition to their regular provident funds. PPF accounts
can be opened at any branch of the State Bank of India or its subsidiaries or at any
head post office and specified branches of nationalized banks.

Any individual can subscribe to PPF any amount not less than Rs. 100 and not more
than Rs. 60,000/~ in a year. Interest (which is 12% now) is credited at the end of each
year but is payable only at the time of maturity. The accumulated sum in PPF
account is payable after 15 years.

7.2.5 Approved Superannuation Fund

This means a superannuation fund approved by the Commissioner of Income Tax in
accordance with the rules contained .in part B of the Fourth Schedule to the Income
Tax Act. It issignificant to note that the sole purpose of the above fund should be
the provision of annuities for employees on their retirement after a specified age or
on their becoming incapacitated prior to such retirement or for the widows or
dependants of such employees on their death.

3 TAX TREATMENT OF PROVIDENT FUND

In Section 72 you studied the different kinds of provident funds. Let us now study
various provisions of Income Tax Act 1961 with regard to these funds. The Income
Tax Act lays down provision for

i) employers contribution

ii)  his own contribution

iii) Interest on accumulated, . 8L,



deduction u/s 80C and

iv)

v)

Salaries

tax liability of accumulated balance payable.

Chart 7.1 will help you to understand the provisions of provident fund relating to

fiveabove.
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7.4 CERTAIN OTHER ASPECTS OF TAXABLE
SALARY

While calculating the taxable income from salary, we should take into account the
following aspects of salary:

1)  Waivers of salary : Once salary accrues to an employee it becomes taxable
under Section 15. Even if the employee waives his right to receive payment
thereof it will be considered as a mere application o hisincome and his tax
liability will not be affected.

2)  Surrender of salary: However if an employee surrenders his salary to the
central government under Section 2 of the Voluntary Surrender of Salaries
(Exemption from Taxation) Act, 1961, the salary so surrendered will be
excluded while computing his salary income.

3) Tax-free saaries: Aimemployer can choose to pay the tax on behalf of the
employee and refrairl'from deducting the same from the salary paid to the
employee. However while computing the income of the employee, the tax so
paid by the employer will be added to the salary income of the employee.

7.5 DEDUCTION UNDER SECTION 80C

(applicable up to 1990-91 assessment year)

Chapter VIA of the Income Tax Act contains severa sections which allow
deductions from the gross total income to various types of assessees. 'Gross total
income' means the total income computed in accordance with the provisions of this
Act before making any deduction under the above chapter. | n other words, income
under each head like salaries, income-from house property etc, has to be computed
separately and aggregated. The provisions concerning set off and carry forward of
losses have to be applied. The resulting figure is the gross total income. If the gross
total income is nil or a negative figure, there will be no deduction permissible under

chapter VIA.

For our purpose deductions under Section 80C will be relevant as it allows
deductionsin respect of payments towards life insurance premium, contribution to
provident fund, subscription to National savings certificates etc. In order to compute
deductions permissible under ‘Section 80C three steps are involved. They are 1) Gross
Qualifying Amount 2) Net Qualifying Amount 3) Amount of deduction.

7.5.1 Gross Qualifying Amount

The Gross Qualifying Amount is the amount which qualifies for deduction. The
following payments made out of income chargeable to tax arefirst to be aggregated
to arrive at the Gross Qualifying Amount.

1) L1C premium paid by an individual to effect or to keep in force an insurance
on his own life, life of 'spouse or any child. However, any premium paid in
excess of 10% of sum assured will not qualify for deduction. Such excessis to
be ignored for the purpose of computation. Payment made by the Government
employees to the Central Government Employees Insurance scheme isalso to
be included for the purpose.

However, where an assessee discontinues a policy of life insurance before
premiums for two years have been paid no deduction will be allowed in respect
of the premiums paid in the year in which the policy is terminated. Further, the
amount of deduction allowed in respect of the premiums paid in the preceding
year or years is deemed to be the income of the assessee of such preceding year
or yearsand shall be taxed accordingly. For this purpose, the deduction
allowed in respect of the premiums pad in any previous year or years is the
difference between the amount by which the total deduction actually allowed
under this section for that relevant year exceeds the deduction which would

have been alowed if no such premium had been paid in that year. ' 53



Safurien 2)

4)

5)
6)

8)

4)

Payment by individual in respect of incommutable deferred aunuity o his own
life, life of the spouse or any child. It has been clarified that contribution for
annuity plans under Section BOCCA i.e., Jeevan Dhara and Jeevan Akshay
Policies do not qualify for deduction under Section 80C.

Contribution made towards Statutory Provident Fund qualifies fully.
Contribution inade to recognised provident fund qualifies subject to the
maximum limit of 1/5 o the salary. Salary for this purpose includes Dearness
Allowance if the terms of employment so provide but excludes all other
allowancgs and perquisites. If, however, under the terms of contract of
employment, commission is determined at a fixed percentage of turnover
achieved by'an employee such commission can be included in salary.
Contribution to an approved superannuation fund qualifies fully. Coutribution
to an unrecognised provident fund does not qualify.

Contribution to the Public provident fund, subject to a minimum of RS, 100
and amaximum of Rs.60,000.

Contribution for participating in the ‘Unit-linked insurance plan’.

Contribution to Unit Linked Plan of the LIC Mutual Fund (Dhanaraksha
1989).

Amount deposited in a 10-year account under post office savings bank
(Cumulative time deposit, Rules 1959).

Subseription to National Savings Certificates VIII since (w.e.f. 8.5.89).

Up to 1989-90 assessment year subscription to 6-year National Savings
Certificates VI and VII issues qualified for deduction. The sale of the above
certificates has been discontinued after March 31, 1989. However, interest on
NSC VI issued purchased up to 31.3.89 isto be included in the qualifying
amount.

Payment for the construction of residential house. Any specified payment
subject to a maximum of Rs. 10,000 for the purchase or construction of a
residential house, the construction of which is completed after March 31, 1987
and the income from which is chargeable under the head 'Income from house
property' will qualify for inclusion in the qualifying amount. If the house is not
completed during the relevant previous year no deduction will be allowed.

The following are the specified payments in this regard:

a) Any instalment payment or part payment of the amount due under self-financing
or other schemes of any development authority, housing boards etc. engaged in the
construction and the sale of house property on ownership basis.

b) Any instalment payment or part payment of the amount due te any company or
co-operative society of which the assessee isa shareholder or member towards the
cost of the house allotted to him.

c)

Repayment of the |oan borrowed by the assessee from :

i} The Central Government or any State Government or

ii)  Any bank including a co-operative bank or

i) The Life Insurance Corporation or

iv)  Any public company formed ahd registered in India with the main object
of carrying on the business of providing long-term finance for the
construction or purchase of housesin India for residential purposes and
which is approved for creating specia reserve under Section 36(i) (viii) or

(v) Any company in which the public are substantially interested or any co-
operative society where such company or society is engaged in the business
of financing the construction of houses or

vi) The employer of the assessee, where such employer is a public company or

vii) Public sector company or

viii) University in its affiliated college or

iX) A local authority or

x)  National Housing Bank

d) Any payment of stamnp duty, registration fee and other expenses for the purpose
54 of the transfer of such house property to the assessee,



Ineligible Payments

The following payments do not qualify for the purpose of deduction:

i) Admission fee, cost of share/initial deposit which a shareholder of a company
or member of a co-operative society hasto pay for becoming shareholder or

member or

ii) The cost of land, except where the consideration for the purchase of the house
property is a composite amount and the cost of land alone cannot be separately
ascertained or

iii) The cost of any addition, alteration, renovation, repair of the house, incurred
either after the issue of completion certificate or after the house has been
occupied by the assessee or any person on his behalf or after the house has

been let out or

iv) Any expenditurein respect of which deduction is allowable while computing
the income from house property.

Where the deduction has been allowed to an assessee in any previous year in
respect of payments covered under & b, c or d above and subsequently such
sum is refunded or received back by the assessee in any previous year, the tax
treatment in respect of such refunds will be as follows:

i)  Any money paid in the relevant previous year in which the refund is
received will not qualify for being considered for deduction under Section

80C.

i) The total amount of the deductions alowed in the previous years
preceding the relevant previous year will be deemed to be the income of
the assessee of the relevant previous year in which such refund has been
received. Such income will be chargeable as income from other sources.

Where the house property so acquired is transferred by the assessee before
the expiry of 5 years from the end of thefinancial year in which
possession of such property is obtained by him, the two tax effectsas
explained above will follow.

10) * Deposit with National Housing Bank
Any deposit made in the Home Loan Account Scheme of the National Housing
Bank qualifies for deduction under Section 80C.

If we add uf) all the above qualifying amounts as explained in 1 to 10; the total
will constitute the gross qualifying amounts as explained in | to 10, the total
will constitute the gross qualifying amount.

7.5.2 Net Qualifying' Amount

The entire gross qualifying amount cannot be considered as eligiblefor deduction.
The act provides upper limits in respect of the qualifying amounts. They are as
follows:

i) In the case of an individual being an author, playwright, artist, musician, actor
or sportsman including an athlete, the qualifying amount is either the total o
the contribution to the approved savings or Rs. 60,000 whichever is less.

iiy  In the case of any other individual ei'ther the total dof contribution to the
approved savings or Rs. 40,000 whichever is less.

7.5.3 Amoupt of Deduction

The amount of deduction is computed by applying the prescribed rates to the
qualifying amount. The prescribed rates are as follows:

100% of the first Rs. 6,000 of the qualifying amount
50% of the next Rs. 6,000 of the qualifying amount
40% of the balance of the qualifying amount

7.5.4 System of Rebate from Assessment Year 1991-92

The Finance Act 1990 has replaced the existing system of allowing deduction from
gross total income under Section 80C with a new system of alowing a rebate which
will be deducted from the tax payable by the assessee on his total income. The rebate

Salerics-IH]
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allowableisat the rate d 20% o the quaifying amount. The method o ascertaining
the qualifying amount is the same as described above. The items of approved savings
also temain the same except for the fact that the ceiling limit of 1/5 of the salary in
respect of contribution to recognised provident fund has been removed.

The deduction by way of rebate o tax cannot exceed the following limits:

i)  Inthecase o an individual, being an author, playwright, artist, musician, actor
or sportsman (including an athlete), Rs. 14,000. In other words they can
contribute up to Rs. 70,000 in approved savings to get maximum rebate.

i) In any other case, Rs. 10,000. In other words their contribution can be up to
Rs. 50,000 to get maximum rebate.

Check Your Progress A

1) A person who is a government employee saves the following amount
i)  Rs. 2,000 as premium on LIC
if) Rs. 3,000 as contribution to Statutory Provident Fund
i) Rs 4,000in ULIP
iv) Rs. 12,000 as repayment of loan taken for the house
V) Rs. 4,000 in Jeevan Dhara,

Calculate (@) the Gross qualifying amount and
(b) Net qualifyingamount

2)  Fillin the blanks

) Interest credited to a Statutory 'provident FUN iS...eeeeeressssnneed in the
salary income.

ify  Own contribution t0....cceessssssnnns subject'to a maximum o 1/5 o the
salary qualifies for deduction u/s 80C

iii) A person can deposit Rs. 100 tO.....cccccemrirae, inayear in PPF

iv) Contribution to Jeevan Dhara and Jeevan Akshay are entitled for
deduction u/S.....cevrieerinen

76 SOME ILLUSTRATIONS

You have studied the provisions of Income Tax Act regarding different Provident
funds. Let us now take a few illustrations to clarify the treatment of provident fund
contribution for tax purposes.

Iustration 1
Following particulars are furnished by Mr. Murari, a citizenand resident of

India. Rs.
a) BasicSabry 36,000
b) Own.contribution to Statutory P.F. 5,000
C) Interest credited to P.F. at 12% 3,600
d) House rent allowance (the houseis at Kolar and

rent paid amounts to Rs. 6,000) 4,200
e) LI C premium paid 8,000
) Unit Linked Insurance plan contribution paid by

employer 1,000
Compute the taxableincome of Mr. Murari for 1990-92 Assessment year
Solution
Computation of taxable income of Mr. Murari d assessment year 1990-91
Basic Salary 36,000
House rent allowance: Rs.
iy  Actual HRA received 4,200
i) Rent paid in excess of

10% o salary

Rs. 6,000—Rs. 3,600 2,400 -

iy  40% of salary 14,400

Taxable HRA Rs. 4,200—Rs 2,400 " 1,800



Employer's contribution to Salaeies-

Unit Linked Insurance plan 1,000

(chargeable as a perquisite) 38,800

Less: Standard deduction 331/3% of

Salary or Rs. 12,000 whichever is less 12,080
Taxable Salary being Gross Total Income 26,300

Less : Standard deduction 339 of
Qualifying Amount

PF contribution Rs. 5,000
LIC Premium paid Rs. 8,000
Contribution to Unit
Linked Insurance Plan Rs. 1,000

Rs. 14,000
Deduction
First Rs. 6,000 @ 100% Rs. 6,000
Next Rs. 6,000 @ 50% Rs. 3,000
Balance Rs. 2,000 @ 40% Rs. 800

9,800

Next Rs. 6,000 @ 50% Total Income 17,000

Since the total income is below the exempted limit of Rs. 18,000 so no tax liability
will arise.

Note : Contribution to étatutory provident, fund and interest thereof is not taxable
at all.

From assessment year 1991-92 the deductions u/s 80C will not be available as given
in the solution the qualifying amount will be calculated as it is. 1/5 of the,qudifying
amount will be allowed as a rebate and deducted from the amount of tax calculated
on gross total income. i.e., Rs. 2,800 (1/5 X 14,000) will be deducted from the tax
calculated on Rs. 26,800.

[lustration 2
The following particulars aregiven by S. Rajan, Madras in respect of hisannual
income for the year ended 31.3.90.

i)  Consolidated salary till 30.9.89 at Rs. 2,500 p.m. and from1.10.89 Rs. 3,000

ii) HRA 20% of salary

iii)  Actual house rent paid Rs. 1,200 p.m. However he owns a house property
which he has let out

iv)  Contribution to PF by sdf and employer each 10% of salary

v)  LIC Premium paid Rs. 1,200

vi) LeaveTravel Allowance Received Rs.2,500. Rs. 2,000 wasincurred in travel to
home district.

vii) Medica expenses incurred in treatment of self and family Rs.5,000. Prepare
Rajan's statement of income showing computation of taxable income giving
necessary explanation.

Solution
Previous Year 1989-90
S. Rgjan Assessment Y ear 1990-91
Computation of Total Income
Rs. Rs.
1) Salaries
Consolidated Salary Rs. 2,500 X 6 Rs. 15,000
Rs. 3000 X 6 Rs, 18,000 33,000
House rent allowance (See Note 1) Nil

Leave travel allowance— taxable portion 500 57
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(See Note 3) —
Less : Standard deduction (Section 16(1) 33,500

Less : Standard deduction @ 333% or 11,167
Rs. Rs,
Taxable Salary being GTI 22,333
L ess Deduction Section 80C
PF contribution 3,300
ILIC Premium 1,000
Qualifying Amount 4,500
Deduction @ 100%
(First @ Rs. 6,000-@ 100%)
4,500
Taxable income ® 17,833

Rounded off to Rs. 17,830/ -

Since this is below the maximum ceiling limit of Rs. 18,000 there will be no tax

liability.
Working Notes: 1) Exemption under rule 2A read with Section10(13A)—HRA
i) .Actual HRA received Rs. 6,600
ii) Actual rent paid over 10% of salary

(Rs. 14,400—Rs. 33,800) Rs. 11,100
i) 50% of salary Rs. 16,600
Exempt HRA Rs. 6,600
Taxable HRA Nil

2)  Shri Rajan, though owns a house property, which has been let out, can claim
exemption u/s 10(13A) in respect of HRA as
i) Residential accommodation occupied by him is not owned by him
ii)  He has actually incurred expenditure on payment of rent in respect of the
residential accommodation occupied by him.

3) Leave Travel alowance to the extent of the amount actually spent on travel to
home district has been treated as exempt under Section 10(5) assuming that the
fare does not exceed the air-conditioned second class fare by the shortest route
to the home district. However, in case where an employer regularly paysa
fixed amount as Leave Travel Allowance without any condition whatsoever
and without any reference to the amount actually incurred by the employee on
this account, the entire allowance isincluded in salary, without any exemption.

4)  Reimbursement of medical expenses is entirely exempt since it is not in excess
of one month's salary or Rs. 5,000 whichever is higher.

5)  Employers contribution up to 10% of saary is not taxable,
[llustration 3

Mr. Aggarwal isa professor and head of the department of commerce in Siddarth
college, Delhi. His salary particulars are as follows:

Rs.
Basic pay in April 89 7,500
Annual increment (Rs. 250) due on
14 June 89
Dearness pay forming part of basic pay 200 p.m.
Additional D.A. 150 p.m.
Warden allowance 300 p.m.
Examinership remuneration from various
universities Rs. 4000

The college has provided Mr. Aggarwal a free furnished accommodation. The fair
rental value of the house is Rs. 3000 p.m. A free telephone has beeninstalled in his
house, Mr. Aggarwal uses the phe=e both for official and personal purposes.

He spent Rs. 10,000 on a major operation on his wife performed in a hospital in
London where his son resides. The managing committee, of the college, as a specid
case rgimbursed Rs. 7,000 towards the above expenses.



During the previous year he along with his family visited Kanyakumari by air-
conditioned first class sleeper. The train fare amounted to Rs. 10,000. Thd train fare
for air-conditioned second class’sleeper by the shortest route to Kanyakumari for
his family would amount to Rs. 8000. The college reimbursed Rs. 10,000 to

Mr. Aggarwal.

Mr. Aggarwal isa member of the recognised fund maintained by an independent
board of trustees. He contributes 12% of +* salary as compulsory contribution and
10% thereof a voluntary contribution. The vollege contributes to his PF 12% of his
salary. Mr. Aggarwal was allotted aflat in April 1989 by the Delhi Development
Authority under self-finance scheme. T0 meet the cost of the house Mr. Aggarwal
had borrowed Rs. 1,00,000 from Delhi University and Rs. 50,000 from Housing
Development Finance Corporation. During the previous year the loan and interest

repayments are as follows:

HDFC
Delhi University

Loan Interest
Rs. 7,200 Rs. 2,800

Rs. 6,000 Rs. 2,000

During the previous year 1988-89 Mr. Aggarwal deposited Rs. 1,00,000 in a fixed

deposit.

Complete the taxable income of Mr. Aggarwal for the assessment year 1990-91.

Solution Mr. Aggarwal
Previous year 1989-90
Computation of taxable income

Salaries
Basic pay (7500 X 2 + 7750 X 10)

Dearness pay
Additional DA
Warden allowance

Perquisite value of' house

Fair rental value

10% o salary

(92,500 - 24,000 T 1,800 + 3,600 + 2,000)

Excessof fair rent bver
60% of hissalary (Rs. 36,000—Rs. 61,380)

Use o telephone for officia and
personal purpose is not a taxable
perquisite.

Reimbursement of medical expenses
incurred on his wife in a hospital

in London is taxable since.the
expenses have not been,incurred'in a,
recognised public hospital in'India

The exemption available under Section
10(5) in respect of leave travel
concession is limited to train fare

for air-conditioned second class
deeper by the shortest route to
Kanyaku mari

The excess fare reimbursed is taxable
Excess of employer's contribution over
10% of salary

Incomefrom salary

Less Standard deduction @ 333% or
Rs. 12,000 whichever-is less

Taxable Salary

Assessment Year 1990-91

92,500

2,400

1,800
3,600

36,000

10,230

nil
10,230

7,000

2,000

1,898
1,21,428

12,000
1,09,428

Srlgries-011
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Encome from other sources

i)  Examinership allowance from various
universities
iy Interest on fixed deposit made
in wifés name—includible
in Mr. Aggarwal'sincome by
virtue of
Clubbing provisions of
Section 64(1)

Gross total income

Less Deduction under
Section 80C

Qualifying amounts

Contribution to PF

Contribution to voluntary

Provident fund

Repayment d housing loan to

HDFC and Delhi University qualifying
amount limited to

LIC premium paid by wife from out of
interest on FD limited to 10%

of the face value

Deduction

First Rs. 6,000 @ 100%
Next Rs. 6,000 @ 50%
Baance Rs. 27,878 @ 40%

Taxable income

Rounded off to
Working Notes

1) Salary for the Calculation of concession in rent

Basic

DA

Dearness Pay
Warden Allowance
Taxable portion of

LTC 2,000
1,02,300
10%is Rs. 10,230

2) Salary for the purposes of provident fund

Rs.

Basic 92,500
Dearness Pay 2,400
94,900

Tlhustration 4§

4,000
Rs.
1,09,428
11,000 15,000
1,24,428
11,388
9,490
10,000
9,000
39,878
6,000
3,000
11,151 20,151
1,04,277
1,04,280

Mr. Vinod, Manager in Garwal Paints (P) Ltd., Delhi gives you below the details of

his income for the year ended 31.3.90.

Salary from April to March 90, Rs. 48,000. Dearness Allowance (taken into'account
for computing retirement benefits) @ Rs. 1000 p.m. House Rent Allowance @
Rs. 750 pm. (Mr. Vinod is residing in his own residence). Fixed Medical Allowance

@ Rs. 250/~ p.m.

He was provided with one Motor-car, above 16 h.p. with a driver which was used
partly for business and partly for personal use. The rpnning and maintenance

expenses were met by the employer.



He utilised gas, from quick gas service by paying Rs. 1800 which was reimbursed by Salaries-11l
the employer.

His contribution to unrecognised provident fund was @ Rs. 400 p.m. The employer

also contributed an equal sum. Life insurance premium paid by Mr. Vinod during the

year amounted to Rs. 8000. Compute his taxable income for 1990-91 assessment

year..
Solution

_ Name of the assessment Shri Vinod, Manager, Garwash Paints (P) Ltd. Delhi:
Previous year ending : 31.3.90 Assessment year 1990-91
Calculation of Taxable Income Rs.
Basic salary @ Rs. 4000 p.m. 48,000
Dearness Allowance @ Rs. 1000 p.m. 12,000
Fixed Medica Allowance ) 3,000
House Rent Allowance—fully taxable since
Mr. Vinod is staying in his own residenge 9,000
Perquisites
Motor-car exceeding by 16 h.p.
with driver @ Rs. 550 p.m. 6,600

Car charge reimbursed by employer
—an obligation met by the

ctiipioyer —Hence taxable under Section 17(2) (iv) 1,800
80,400

Less Standard deduction u/s 16(i)

Rs. 12000 or 3349% whichever is less 12,000

Taxable salary being Gross total income 68,400

Deduction under chapter VIA
80C : life insurance premium Rs. 8,000

Deduction
First Rs. 6,000 @ 100% 6,000
Balance Rs. 2,000 @ 50% 1,000 7,000

Taxable income 61,400

Note : Employers contribution to unrecognised pravident fund is not included for
deduction u/s 80C.

Dlustration S

A was employed from 1.4.89 for the first time as an assistant marketing manager
with Pearl (P) Ltd., New Delhi at a monthy salary of Rs. 4,000p.m. He was
provided with a house by his company and the fair rental value of the house was
Rs. 2,000 p.m. He wasalso provided with furniture and a refrigerator costing

Rs. 10,000 and Rs. 6,000 respectively. He contributed Rs.450 p.m. to an
unrecognized provident fund to which hisemployer also contributed a similar
amount.

A resigned the above job on 30.11.89 and joined Pfizer Ltd., Bombay as a marketing
manager from 1.12.89 at a monthly salary of Rs. 6,000 and entertainment alowance
of Rs.500 p.m. At that time his contributions to the unrecognized provident fund
amounting to Rs. 3,600 and a similar amount representing his employer's
contribution and total interest amounting to Rs. 580 were transferred to A's credit in
the recognized provident fund maintained by Pfizer Ltd. A contributed 10% of his
salary to this recognised PF and the company contributed equally.

Pfizer Ltd, provided the following perquisites to A.

i}  Freefurnished accommodation the fair rental value of which.was Rs. 30,000
i)  The original cost of furniture and fittings provided to A was Rs. 30,000
i)  Reimbursement of school fess of A's son amounting to Rs. 250 per month
iv)  Reimbursement of medical expenses actually incurred by A amounting to
Rs.4000in total
v)  Free lunch, otherwise costing Rs. 20, for an average of 25 daysin a month. 61



" Salaries

On 28.2.90 A resigned the job from Pfizer Ltd., and joined a company in middle east
from 1.3.90 on a monthly salary d Rs. 30,000. He therefore got back his provident
fund contributions and interest thereon amounting to Rs. 15,000 in April 1990.

Compute. As taxable income for the assessment year 1990-91.

Solution:
P.Y.ended

Balaries

(2) Peart (P) Ltd.
Salary Rs. 4,000 X 8

Perquisite value of house

Fair rental value of the house

for 8 months Rs. 16,000

10% of salary

Excess of fair-rental value over
60% of salary (16,000—19,800)
10% of cost of

furniture and refrigerator

for 8 months

Employer's share of contribution
in the unrecognised provident
fund now transferred to

Pfizer Ltd.

Interest thereon Rs. 580=-2

(2) Pfizer Ltd.

Salary Rs. 6000 X 3
Entertainment allowance—No
deduction is permissible under
Section 16(ii) Rs. 500 X 3

Perquiste value

(i) House

Fair rental value for
three months Rs 7,500
10% of salary

(salary=Rs. 18000+ Rs. 1500 T

Rs. 600 + Rs.

Excess d fair rental salary
(Rs. 7500—Rs. 12,060)

10% -of cost of furniture for
3 months

Reimbursement of school
fees of son for 3 months
Less Exemption under
Section 10(14) Rs. 50X

Reimbursement of medical expenses

is fully exempt since the same is
below Rs, 5000/

Free lunch is not an exempted
perquisite whereas free
refreshments and subsidised lunch
isexempted perquisite

Rs. 20 X 25 X 3

(iil) Salary frommiddie east

Since A isresident in India during the
previous year 1989-90, salary received
by him in Saudi Arabia for services

rendered there is taxable

3131990  Asst. year 1990-91

32,000
3,200
nil
1,067 4,267
3,600
290
18,000
1,5002
R.
2,010
Nil
. 750 ~ 2,760
750
.. 150 6003
1,500
30,000



(lv) Provident fund dues

A has not completed S years of
continuous service. His resignation

is not due to ill health or factors
beyond his control. Hence the amount
accumulated in his provident fund
account becomes taxable on his
resignation on due basis. The date

of receipt of the amount isimmaterial.
However that portion of unrecognised
provident fund representing A's
contribution and hisemployer's contribution
and interest thereon

which have already been included in
the taxable income have to be excluded
(Rs. 15,000—Rs. 3,600—

Rs. 3,600— Rs, 580)

Less Standard deduction
Taxable Salary

Incomefrom other sources

Interest credited on the employee's
contribution to the unrecognized fund

is taxable as income from other sources
sinceit is not covered by the definition
‘profits in lieu of salary'. 1t may be
noted that employer's contribution and
interest thereon are specifically

covered under the above term and hence
considered as income from salary

Gross total income
'‘Deduction under chapter VIA section 80C:
Contribution to recognized PF
Deduction @ 100%

Taxable income
Rounded off to

Rs. 1800

Salsries-III

7,220

1,01,937
12,000

89,737

290

50,027

1,800

88,227
88,230/ -

Note : For the purpose of alowing 80C deduction the only condition is that the
qualifying contribution must have been made out of incomechargeable to tax. It
isimmaterial if theemployeewithdrawstheentire P Fbalanceon hisretirement or

resignation.

7 LET USSUM UP

Provident fund is the main fund in which a person contributes a certain sum and
saves money for future benefits. Provident Fund scheme is prevalent in most of the
organisations whereby the employer and the employee contribute some amount every
month. This amount earns some interest and keeps accumulating over a period of
time. At the time of retirement or resignation the total balancein the prevident fund

account is given to the employee. Provident Funds are of thefive types

iy  Statutory Provident Fund

i)  Recognised Provident Fund

iii) Unrecognised Provident Fund
iv)  Public Provident Fund

v)  Approver Superannuation Fund

Income Tax Act 1961 lays down provisions of Provident Fund relating to

i)  Employee's Contribution
ii)  Employer's Contribution
i} iii) Interest on the balance

63



Salnrles

v}  Final payment

Section 80-C provides for the deductions relating to savings from gross total income.
The savings include LIC premium, PF contribution, Contribution to ULIP, deposits
in CTD, repayment of loan on residential house, deposits with national housing
bank. All these saving when added amounts to Gross Qualifying Amount, with the
help d Gross Qualifying ameunt to amount of deduction is calculated. This amount
isdeducted from Gross Total Incometo compute the taxable income o the assessee.

7.8 KEY WORDS

Provident Fund: A Fund created to help an individual in future.

Statutory Provident Fund: A Provident Fund maintained by Government and semi-
government departments, RBI, SBI Statutory Corporations, universities and colleges.

Recognised Provident Fund: A provident fund recognised by Commissioner of
Income Tax whereby any contribution of employer in excess of 10% of salary is

-taxable.

Unrecognised Provident Fund: A provident fund meintained by private employers

-and which is not recognised.

Public Provident Fund: A provident fund maintained usually by self-employed
personsin a post office or a branch of SBI in addition to the regular provident fund.

G oss Qualifying Amount: Amount of savings that qualify for deduction u/s 80C.

7.9 ANSWERS TO CHECK YOUR PROGRESS

A1 a) Rs. 19,000 b) Rs. 11,800
2 i) not included, ii) recognised provident fund,
iii} Rs. 60,000 iv) 80 CCA

710 TERMINAL QUESTIONS/EXERCISES

Questions

1)  What are the provisions of Income Tax Act 1961 regarding the Unrecognised
Provident Fund?

2)  What paymentsare not eligible to qualify for deductions in euse of payment of
loan taken for construction of a house?

Exercises
1) What is the total income of Mr. Bhushan who is posted in Delhi for assessment
1990-91
Basic Salary 50,000
Dearness Allowance 6,500
CCA 1,200
HRA 9,600
Actual rent paid 14,580
Contribution to Statutory
Provident Fund 6,500
Investment in ULIP 2,500
Deposits in CTD 1,500

(Answer : Rs, 38,160)

2)  Mr. Kishori Lal, who is employed in Wikro Ltd. furnishes following information
for Assessment year 1990-91



Rs. Salaries-111

Salary @ Rs. 3,200 p.m. 38,400
Conveyance alowance @ Rs. 300 pm. 3,600
Education allowance for two

children 3,800

Reimbursement of Gas, Water,
Electricity charges by the
company 1,800

The Company provides him a rent-free accommodation of the vaue of Rs. 3,000 p.a.
He contributes Rs. 5,000 in RPF. The employer's contribution being Rs. 3,800. Ha
has paid Rs. 4,000 by way of premium on his life policy of Rs.40,000 by him. What
is the total income of Mr. Kishori Lal.

(Answer - Rs.26,300)

3) Mr. Krishna Rao is employed with a company in Bombay. His basic sdlary is
Rs. 3,500 p.m. His contribution towards recognised provident fund is Rs. 6,000.
The employer contributes @ 12.5% o his salary. The interest credited to his P
is Rs. 2,000. The accumulated balance to his credit is Rs. 15,000. Two children
of Krishna Rao are studying in the institution run by the employer for which
no feesis paid. Normal expenditure per student in such institution is Rs. 50 a
month. The assessee is provided with a 14 h.p. care which is used for officia
and private purposes. The maintenance of the car is borne by Krishna Rao.

The Comphny has also provided him a rent-free unfurnished accommodation, the
municipal value ‘of which is Rs.9,400. Calculate the total income of the assessee for
Assessment year 1990-91.

(Answer : Rs. 31,850)

4)  Following information is furnished by Darshan for the Assessment year 1990-
91. Calculate his total Income.

Rs.
Basic salary 40,000
Dearness Allowance 18,500
CCA 1,200
HRA 4,600
Actua Rent paid @ 800 p.m. 9,600

He contributes 15% of his basic salary to an unrecognised. provident fund, the
employee contributing 12% of the same. Heis also paying Rs. 1500 on his life policy
o Rs.12,000.

(Answer : RS, 46,500)

Note : These questions will help you to uniderstand the unit better. Try to write answers
for them..But do not submit your answers to the University. These arefor your
practlce only) e
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8.0 OBJECTIVES

After studying this unit you should be able to

e list the incomes chargeable under the head house property

o list the exempted income from house property

e determine the annual value of house property of different categories

e explain the deductions available in respect of income from house property, and
e compute the income chargeable under the head house property.

8.1 INTRODUCTION

T

Incomefrom house property isthe second head of income since the omission of the
head interest on securities and its transference to the head ‘income from other
sources' by the Finance Act, 1988. The provisionsaf Income Tax Act, 1961 regarding
computation of taxable income from house property are contained in Sections 23 to
27. The taxable income from house property is not the income actually received as
rent but is calculated after meki'ng many deductions.

In this unit you will study the incomes chargeable and incomes exempted umter the
head income from house property. You will also study how the annua value of the
- houses of different categories is calculated and what deductions are alowed to
compute the income chargeable under the head income from house property.

"8.2 INCOME FROM HOUSE PROPERTY

According to Section 22 of Income Tax Act, 1961 the assessee has to pay tax on
annual value of the property:

i) which consists of any buildings or lands apputtenant thereto
ii) whichis owned by-the assesgee, and
iif) which is not used for purposes.of assessee’s businesor profe§§ion.



Other Heads of Income 8.2.1 Buildings or Lands Appurtenant Thereto ,

House property means buildingsor land appurtenant thereto, and the income from
such house properly is chargeable under the head income from house property. The
word 'building’ has not been'defined by the Act. On the basis of judicial decisions,
however, the term building iswide enough to includeresidential houses, warehouses,
auditoriums for enfertainment programmes, cinema halls, buildingslet out for office
use, stadium, open air theatre, dance hall, music halls and lecture halls. Temporary
hutments on vacant land are not included in buildings and any income from such
hutmentsis taxable under the head incomefrom other sources. Land appurtenant to
buildinginclude compound, play ground, kitchen-garden, court yard etc. Land which
is not appurtenant to any building does not become house property for the purposes
of income tax. That means any rental income from land which is vacant and not
attached to buildingis not chargeable under the head income from house property.

Another point whichisto benoted isthat thelocation of the building is immaterial.
It may belocated in Indiaor abroad; but the incomefrom buildingsis taxable under
this head of income. However, there are certain exceptions.

Excepti-ohs
a) Building or saff quarters let out to employeesand others : Where the assessee
lets out the building or staff quarters to the employees of business whose

residence there is necessary for the efficient conduct of business, the rental
income from such employees is not taxable as income from house property.

b) Buildinglet out for locating bank, post office, policestation etc. : If buildingislet
out to authoritiesfor locating bank, post office, police station, central excise

office, etc. such an income will be assessable asincome from business provided
thedominant purpose o |etting out the building isto enable the assessee to carry
on his business more efficiently and smoothly.

¢) Compositeletting of building with other assets : Where the assessee letson hire
machinery, plant or furniture belongingto him and also buildingsfor acomposite
rent, and the rent of the buildingsis inseparable from the rent of the said
machinery, plant or the furniture, the income from such letting is chargeable to
income tax under the head 'Income from+Other Sources or under the head
'‘Business or Profession’, if such letting is his business.

d) Paying-guest accommodation : It is assessable as business income.

8.2.2 Assessee to Pay Tax on Annual Value

Another important point regarding incomefrom house property isthat it isthe annua
value and not the rental value which is put to tax. Annual value is calculated by
making certain deductionsfrom the rental value, reasonable rent or municipal rent.
Y ou will study about the calculation of annual value in detail in Section 8.3.

8.2.3 The Assessee should be the Owner of the House Property

I n order that a house property may be termed as house property under this head of
income', it isnecessary that the assessee should be theowner of the house property.

It isthelegal ownership and not the beneficial ownership. He may or may not bethe
beneficiary but he must be the legal owner. Where the assessee is the lessee of
building and he derives income from sub-letting or re-letting, it will not be taxable
under this head of income but under the head 'Income from Other Sources where
the property is mortgaged, the mortgager is the owner and pays tax and not the
mortgagee. One point which should be noted is that even if the owner is dedling in
the business of letting out of house property, the income therefrom will be charged
under Section 22 asincome from house property and not under Section 28 under
business and profession.

Deemed owner : Section 27 of the Act aso providesfor certain persons who are not
the owners to be treated as deemed owners of house property. These persons have
to pay the tax on income from such house property. They include :

@ anindividual who transfersotherwise than for adequate consideration any house
property to hisor her spouse, not being a transfer in connection with an

agreement to live-apart, or to a minor child not being-a married daughter, shal
. be deemed to be the owner d the house property so transferred.



b) the holcler oi an impartible estate shall be deemed to be owner of the house Income from Haue Property
property.

c) A member of a Cooperative Societ%, to whom a buildingor a part thereof is
alotted or leased under the house building scheme of the society, is treated as
deemed owner of such property.

d) aperson who is alowed to take or retain possession of any building or part
thereof in part performance of acontract of the nature referred toin the Transfer

o Property Act.

e) aperson who acquires any rightsin any building or part thereof by virtueof any
such transaction as is referred to in the clause (f) o Section 268 VA (Transfer

under purchase by Central Government of Immovable Properties)

f) aperson who takes land on lease and constructs a house upon it.

8.2.4 The House Property should not Used for Purposes of Assessee's
Business or Profession
If the property or part thereof isused for assessee's businessor profession, theincome

from which is chargeable to tax, then the annual value of such property or portion
will not be taxed under Section 22 i.e. income from house property.

8.3 INCOME FROM HOUSE PROPERTY
EXEMPT FROM TAX

Therearetwo kinds of exemptions regarding income from house property: (1) which
is totally exempt and (2) which is partially exempt. The first means which is neither
included in total income nor taxable and the second meanswhich isincluded in total
income for rate purposes but is not taxed.

Firgt Category : Income house property which is totally exempt :

i)  Buildingssituated in the immediate vicinity of agricultural land and which is
occupied by the cultivator asadwelling house or asastore house. It istreated as
agriculture income and is fuliy exempt.

i) Any one palace in the occupation of a Ruler.

iii) House properties belonging to alocal authority, scientificresearch association,
University or other recognised educational institution, hospital, or Games or
Sports Association and Registered Trade Union.

iv) Property belonging to an authority constituted under any law for the purpose
of marketing of commoditiesand used for letting of godowns or warehousefor
storage of commodities.

v) House property’held by atrust established wholly 'for charitable purposes.

vi) House property held by a political party.

vii) House property owned by an assessee and used for his own business or
professional purposes.

viii) Self-occupied houses— TheFinance Act, 1986 w.e.f. 1.4.1987 provide that where
the property consists of one house or part of a house in the occupation o the

owner for his own residence and is not actually let out during any part of
previous year, the annual value of such a house shall be taken to be nil.

Second Category : Income from house property which is partially exempt :
i) Building belonging to aco-operative society and incomederived by it from|etting
, of godowns or warehouses for storage of commaodities.

ii) Building belonging to aco-operative society, wherethegrosstotal incomeof the
soci ety does not exceed Rs. 20,000 and the society isnot a housing society or an

urban consumers society or a society carrying on transport businessor a society
engaged in manufacturing-operations with the aid of power. 7



Other Heads of Income

8.4 'v SOME IMPORTANT POINTS

i) Income from house property situated abroad : Income from any house property
situated abroadistaxableonly in caseof anindividual. Not ordinary resident and
non-resident pay tax on such property only when it is received in India. A
resident will pay tax on foreign property as if such property is situated in India.

i) .DisputedOwnership : If the title of ownership is disputed in a court of law,.the
decisionastowho isthe owner restswith the income-tax department. Generally,

therecipient of rental incomeor the person who isin possession of the property
istreated as the owner.

iii) CompositeRent : If abuilding islet out to a person alongwith other facilities(e.g.
electricity, cooler, water pump, water tax etc.) for a composite rent'and if the
rent of the building can be separated from the rent of such facilities, the two rents
will be seperated and that belonging to the building only will be taxed under the
head 'House Property' and that which belongs to other facilitieswill betaxed under
the head 'Income from Other Sources. If the eomposite rent cannot be split up
itwill not be taxed under the head 'House Property', but under the head 'Other
Sources.’

iv) Property owned by Co-owners: Where a property is owned by two or more
persons jointly and their respective shares are definite and can be ascertained
then income from such property shall not be assessed on such persons as
association of persons, but the share of each person will be calculated and added
to their respective total income.

V) Incomefrom sub-letting : Thisischargeable under the head other sources asthe
person sub-letting is not the owner.

8.5 ANNUAL VALUE

Asstated earlier, the assessee hastopay tax on the annual value of the house owned
by him. Therefore, it isvery important to calcul ate properly the annual value of the
property. According to Section 23 of Income Tax Act, 1961, the annual value of a
house property shall be : .

a) thesumfor which the property might reasonably be expected to let from year to
year; or

b) wherethe propertyislet and the actual rent received or receivable by the owner
in respect thereof isin excess of the reasonable rent, the actual amount of rent
received or receivable.

Any taxes levied by the local authoritiesand borne by the owner should be deducted
to calculate the annual value of the property.

Theabove definition makesit clear that annual value of the any house property isits
reasonable rent. But, if the actual rent is higher than the reasonable rent then the
actual rent received or receivable will bethe annual value. It must be noted here that
annual valueis not determined by actual or reasonable rent alone. In case the rent
of house property isfixed by rent controller under the Rent Control Act. Theannual
vauein such a casecannot exceed therent fixed by the Rent Controller, In case the
actual rent exceeds the rent fixed by the rent controller then the actual rent would.
be the annual value. From the above discussion it is clear that annual value is
determined by taking into account many factors. They are:

i) Municipal valuation fixed by thelocal authoritieson the basis of income earning
capacity of the property. It isfixed to calculate the house-tax to be paid by the
owners.

ii) Actudl rent received or receivable from the tenant.
ili) Reasonablerent i.e. the rent of similar propertiesin the same locality, and

iv) Standard rent the rent fixed by the Rent Controller under Rent Control Act.
Where the Standard Rent isapplicable reasonable rent and municipal val uewill



not be taken into consideration even though they are higher than the standard
rent.

Check Your Progress A
1) Who are the 'deemed owners of house property ?
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3) Tick mark the correct answers.
i) The liability to pay municipal taxeslies with
a) owner
b) tenant

c) lease

ii) The assessee should be
a) beneficial owner' -
b) mortgagee
c) lega owner

iii) Which of the followingis treated as business income
a) income from house let out for residential purposes
b) income from a hal let out for entertainment
c) income from houses let out to employees

iv) Which of the following income from house property is totally exempt
a) building of a co-operative society let out for storage of commaodities
b) own house property used for business
¢) income from accommodation given to a paying guest.

8.6 COMPUTATION OF ANNUAL VALUE o

When .a person owns a house he may occupy it himsdf or rent it out. The annual
value of house property would be different for the housewhich isgiven on rent and
which is occupied by the owner for his residentia purposes. For the purposes of
calculation of annual value house property is divided into the following categories:

1) House which islet out
2) House which is occupied by the owners for residential purposes

Let us now discuss each one of them in detail:

8.6.1 L&t Out House

The house which is let out is divided into two categories :

(A) Which is not covered by Rent'control Act.
(B) Whichis covered by Rent Control Act.

Income frem House Property
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(A) Which isnot covered by the Rent Control Act

The actud rental income or the rent at which it might be expected to be let out or
the municipal valuation, whichever is tbe highest, will be gross annual value. Any
municipal taxes or tax levied by any local authority paid and borne by the owner shall
be deducted from the gross annual value and the balance left will be the net annual
value. The municipal taxes shall be deducted in the year in which they are actualy
paid, whether for current year only or for tile previous year and not on accrual basis.
Look at Illustration 1 and see how the annual value of let out house which is not
covered by the Rent Control Act is calculated.

Iustration 1

Mr. Ashok is the owner of a house (not covered under Went Control Act) which is
let out at Rs. 1,500 per month. Municipal taxes of the house are Rs. 1,200 (being
10% of the municipal value) out of which Rs. 700 are paid by the tenant. The
reasonable rent is Rs. 10,000 per annum. What will be unnual value of the house?

Solution
Annual valueisthe highest of the following three less taxes borne by the owner:
Rs.
i) Actua rent (1500 x 12) 18,000
i) Municipal value (1200 x %?) 12,000
iii) Reasonable,rent 10,000
Annual value
Rs.
Actual rent 18,000
Less municipal taxes
borne by the owner
(1200-700) 500
17,500

(B) Which Is covered by the Rental Control Act

In this case standard rent is fixed by the Rent Controller. The annual value will be
the actual rent received or standard rent, whichever is higher. It will be grossannual
value. From the gross annual value any municipal taxes or tax levied by any local
authority and paid and borne by the owner will be deducted and the balance left will
be the net annual value. Look at Illustration.2 for calculation of annual value of alet
out house covered under Rent Control Act:

Note : Even if the Municipal value or reasonable rént are higher than standard rent
or actual rent, they will not be considered in this case.

[llustration 2

Mr. X is the owner of two houses (covered under the Rent Control Act) which are
let at Rs. 1,000 p.m. and Rs. 1,500 p.m. Municipal taxes on these houses are paid
by the owner which amount to Rs. 800 and Rs. 1,000 respectively (being 10% of
municipal valuation). The Standard Rents fixed under the Rent Control Act are
Rs.#14,000 and Rs. 16,000 per annual respectively. What will be their Annual Value?

Solution ,
Gross annual value is the highest of the following;
First House Second House
Rs. Rs.
Rerit received 12,000 18,000
Standard rent 14,000 16,000

Gr,c;sls;'annual valueof the.first housewill Rs. 14,000 and ot the second houseit
will beRs. 18,000.



Annual Value will be: First House Second House . Income fromi House Property!

Rs. Rs.
Grossannual value 14,000 18,000
Less Municipal taxes
borne by the owner 800 1,000
13,200 17,000

Thusannual value of first house isRs. 13,200 and that of second house is Rs. 17,000.

Statutory Deduction

New houses or units, whose construction commenced after 1st April, 1961, and which
are let cut for residential purposes are further entitled-to statutory deduction from
the annual value determined as above. This deduction is allowable for each
independent unit of the house separately, asif each unitis a separate house. Each
independent unit isthat which has separate municipal number, separate electric and
water metres and independent latrine; bathroom, kitchen etc. At present, the
deduction is relevant for those houses which are completed after 31st March 1982.
Thisdeduction isallowed for a period of 60 monthsfrom the date of completion. The
rate of deduction is as under :

i) In respect of any residential unit whose annual value as determined does not
exceed Rs. 3,600, the amount of such annual value and

ii) in respect of any residential unit whose annual value as determined exceeds
Rs. 3,600, an amount of Rs. 3,600.

Ilustration 3 will help you understand the calculation of annual value after allowing
the permissible amount of statutory deduction;
[llustration 3

From thefollowing particulars compute the adjusted annual valueof a house property
for the assessment year 1990-91

1) Date of commencement of construction 10th July, 1987.

2) Date of completion of construction 1st May, 1989

3) Let out for the residential purpose on 1st June, 1989 at the rate of Rs. 600 per
month. .

4) Municipa value of the property Rs. 6,000.

5) Annual municipal taxes paid Rs. 400.

Solution

Gross annual value Rs.

(Municipal value or actual rent, whichever is more) 7,200

Less municipa taxes 400

Annual value 6,800

Less statutory deduction 3,600
Adjusted or net annual value 3,200

Hence, proportionate annual value for 10 months will be
_ 10 x 3,200
12

8.6.2 Self-occupied House
The owner of house can

= Rs. 2,667.

A occupy the house for full year

B occupy the housefor a part of the previous year and for some part of the previous
year it islet out

C occupy a part of the house for full year and a part for the part of the year (i.e.
a part of the house is let out for a part o the previous year).

Let us now see how the,annual value of the house is calculated in the above
mentioned three cases. 11



Other Heads of Income A i) When the houseis self-occupied for the full year
The annual value of the house which is occupied by the owner for his

residential purposes is nil.

i) If apartof the houseisself-occupied by the owner for full previous year and
a part is let out for full previous year, the annual value shall be determined
as under:

i) From the annual value of the full house the proportionate annual value
for self-occupied part for whole year will be deducted,;

i) the balance left will be the annual value of the let out part for full year.

In casethe property consistsof more than one housein the occupation of the owner
for the purpose of hi, own residence, the annual valuein respect of one such house,
which the assessee may choose, shall be taken as Nil. The annual value of the
remaining self-occupied houses will be determined asif such houses had been let out.
However, in respect these other self-occupied houses, which have been deemed to
be let out, the statutory deduction will not be allowed.

B |If the whole house is self-occupied by the owner for a part of the previous year
and the whole house is let out for a part of the previous year, the annual value
shall be determined as under:

j) First of &l the annual value of the whole house shall be determined.
ii) Then the annual value for that period shall be deducted during which the
house is self-occupied by the owner. .
iii) The balance left shall 'be the annual value of the house
Illustration 4 will help you to clearly understand the calculation of.the annual value

of the house whichisself-occupied for apart of the previous year and let out for the
remaining part of the previous year.

Illustration 4
From thefollowinginformation of Mr. A, compute the adjusted annual value of the
let out period of the house for the Assessment Year 1990-91.

Municipal value Rs..20,000

Municipal tax paid 4,000

House was self-occupied for first six monthsand for the remaining six monthsit was
let out at the rate of Rs. 2,000 p.m.

Solution
Gross annual value is highest of the following:

’ Rs.
Municipal value 20,000
Actua rent (2,000 X 12) 24,000
Gross annual value 24,000
Less municipal taxes 4,000
Annual value 20’,000

Less 112 of the annual value
for self-occupied period 10,000

Adjusted annual value for let out period 10,000

C If apart of the house is let out for a part of the. previous year or a part of the
house property isself-occupied by the owner for full year and a part is occupied
by the owner for a part of the year (i.e. a part of the house is let out for a part
o the previous year), the annual value shall. be determined as under:

i) First of al from the annual value of thefull house, the proportionate annual
value of the self-occupied part which is self-occupied for full year shall be

ERIER VA deducted.



iiy From the balance the proportionate annual valuefor the period during which Income from House Property
the remaining part was self-occupied shall be deducted.

iii) The balance left shall be the annual value for let out portion for the let out
period.

Look at Illustration 5 for clear understanding o calculation of annual value of the
above mentioned category of houses:
[llustration 5

From the followinginformation of Mr. A, compute the adjusted annual valued the
let out portion of the house for the Assessment Y ear 1990-91.

Municipal value Rs. 30,000
Municipal tax paid Rs. 6,000

House is self-occupied but is 1/4 of the houseislet out @ Rs. 700 p.m. from 1,1.90

Solution
Calculation of Adjusted Annual Value
RS
Gross annual value 33,600
Municipal value 30,000
Actual Rent
(700 x 4 x 12) 33,600
Less municipa taxes 6,000
27,600

Less 314 of the annual value for self-occupied
portion for full year 20,700
Annual value of 1/4 o the house
for full year 6,900
Less3/4 (ie. 195 of 6,900 for
self-occupied portion of the
house for mine months 5175
Part of the house islet out for 3 months 1,725

Adjusted annual value of part of the
house for part of the previous year.

Note : If the houseis newly constructed and islet out for residential purposesduring
the year, statutory deduction will be allowed as per rulesfor five yearsfrom thedate
of construction. Such a deduction will be allowed only when thelet out portion isan
independent unit.

Self-occupied house remaining vacant

If the owner for some reason is not able to stay in the house then the annual vaue
of such self-occupied vacant house would be nil provided the houseisnotlet out and
no other benefit is derived from it by the owner in the previousyear.

8.7 DEDUCTIONSFROM ANNUAL VALUE

For computing the income chargeabl e under the head 'Income from House Property’,
Section 24 providesfor thefollowingdeductions to be made from the adjusted annual
valuedf house property apart from the deductions regarding local taxesand statutory
dlowance. They are:

1) Repairs

a) Wherethe property islet to atenant or isdeemed to belet out and theowner
has undertaken to bear the cost of repairs a sum equal to 116th of adjusted

13
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annual value shall be deducted as Repairs Allowance. It is a.statutory
dlowancewhichisawaysalowed irrespectived the fact, whether the actual
expenditure on repairs is less than or is more than 116th of annual value, or
whether no amount is spent on repairs or even if the house remained vacant
throughout the previous year.

b) Where the property is in the occupation of a tenant who has undertaken to
bear the cogt of repairs, the repair allowance shall be limited to either:

i) theexcessof annual valueover theamount of rent payable for ayear by the
tenant; or

i) asum equa to 116th of the annua value, whichever isless.

Note : If adjusted annual valueislessthan or equal to actual rent payableduring the
year, no deduction is alowed in respect of repairsin that year.

Look at Illustration 6 and see how deductions in respect of repairs ate made from
annual value to calculate income from house property.

Illustration 6

Mr. Ramesh owns a house, whose municipal valuation is Rs. 10,000 p.a. The house
is let out at a monthly rent of Rs. 8,200 p.a. to Suresh who undertakes the cost of
repairs. Locd taxes of Rs. 600 are paid by Mr. Ramesh. Compute the income from
house property.

Solution
Rs.

Gross annual value 10,000
Municipd vaue Rs. 10,000
Actual rent Rs. 8,200

(whichever is higher)
Less municipal taxes 600
Annual value 9,400
Less dlowancefor repairs,
least of the following two
i) 1/6 of Rs. 9,600 1600
i) Annual value 9600

Less actual ‘

rent paid 8200 '1400 1,400

Income ffom house property 8,000

2) Insurance Premium

Any insurance premium paid on house property against the risk of damage or
destructionthrough any cause, e.g., fire, earthquake, lightening and so on. Itis
only the actual premium paid that can be claimed as deduction.

3) Annua Charge

If thereisan annual charge on the property it isan allowable deduction; but such
charge should be legally enforceable and should neither be created, by the
assessee voluntarily nor it should be in the nature of capital charge. Thus a
revenue annual charge is allowable as deduction only if it has not been created
by the assessee voluntarily. 1t does not includeany tax in respect of the property.

4) Ground Rent

" The owner of a building may be lessee of the land on which the building is
erected. Any ground rent payablein respect of thelease o that land is allowable
asadeductionon accrual basis. No deduction isallowed for interest on enhanced
ground rent but any additional ground rent paid to regulatise the unauthorised
use d buildingis allowed.

5) Interest on Loan Taken in Respect of House Property

Interest on loan taken for the purpose of purchasing, constructing,
reconstructingor repairing the house property is allowable as a deduetion on



accrua basis. It is not necessary, for the purpose, that the loan so borrowed or Income from House Property
the interest payable thereon is secured by a charge on property.

Explanation : Interest payable in respect of funds borrowed for the acquisition or
construction of house property and pertaining to 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.

[llustration 7

Interest on loan of Rs. 40,000 taken on 1.4.1986 at the rate of 10% p.a. to construct
ahouseisRs. 4,000 for the previous year 1989-90, when the construction of the house
was completed. Interest for the preceding three years was aso paid but not claimed
as deduction.

Compute for the assessment year 1990-91 the amount of interest deductible in
computing the income from-house property if the house is (i) let out, and (ii) self-

occupied.
Solution

Rs. Rs.
i) Interestfor P.Y.1989-90 4,000

Interest for three years

prior to the current previous

year (during which the construction

of the house is completed) Rs. 12,000

deductible In five equal instalments. 2,400 6,400

ii) If the house isself-occupied the
deduction shall be alowed to the

extent of Rs. 5,000 only.

6) Land Revenueand Property Tax

Any sum paid on account of land revenue or any other tax levied by the State
Government in respect of the property is deductible.

7) Collection Charges

Any sum spent to collect the rent from the property, not exceeding 6% of
adjusted annual value of the property, is allowed as deduction. |t includes

(i) legal expenses incurred to collect the rent, (ii) salary paid to an employee to
collect the rent, (iii) conveyance charges incurred to collect the rent, (iv) postal
chargesincurred to collect the rent, (v) bank commission to collect the rent.

8) Vacancy Allowance

When the property is let and remains vacant during a part of the year, the part
of the adjusted annual value which is proportionate to the period during which
the property is wholly unoccupied will be deducted as'vacancy allowance'.
Where the property islet out in parts, and any part of it remains vacant for a
part of the previous year, that portion of the adjusted annual value appropriate
of any vacant part, which is proportionate to the period during which such part
remains vacant will be deducted as 'Vacancy Allowance'. Where the property
remains vacant for full year, no vacancy alowance will be available.

Example

Annual value of the house is Rs. 80,000 and Adjusted Annual Value is Rs. 60,000.
A portion of the house fetching rent Rs. 2,000 p.m. remain vacant for 4 months
during the previous year, the vacancy allowance would be computed as follows:

In this case, vacancy allowance shall be computed as under:

Rent p.m. X Vacancy period X Adjusted Annual Value of the house
Annual value of the house

2,000 x 4 x 60,000
' 80,000 - .-

= Rs. 6,000. - - 13'
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9) Unrealised Rent

If the assessee isunableto recover the entire amount of rent due from his tenant
.in respect of house property let out to him, the unrealised amount of rent shall be
,deducted from the adjusted annual value of that house, provided that it fulfils
the following conditions:

i) the tenancy is bonafide;

ii) the defaulting tenant has vacated or legd steps have been talken to compel
him to vacate the property;

iiij the defaulting tenant is not in occupation of any other property of the
aSSesseE;

iv) the assessee hastaken all reasonable stepsof instituting legal proceedings for
the recovery of the unpaid rent or satisfies the Assessing Officer that legal
proceedings would be useless; and

v) the annual value of the property to which the unpaid rent relates has been
included in the assessed income of the previous year during which the rent
was due and tax has been duly paid on such assessed income. Thisis subject
tothelimit that deduction to be allowed on thisaccount shall not exceed the
income under the head 'Income from House Property' included in the total
income as computed without making this deduction. Unrealised rent
would be deductible from the income from house property in each
assessment year till such deduction is exhausted. From the assessment year
1987-88 no deduction will be allowed in respect of self-occupied property
where annual value is nil or in respect of the property which cannot be
occupied and whose annual value is nil. However, this prohibition will not
hit the deduction of interest on capital borrowed for construction, repairsetc.
o self-occupied property if the amount of interest does not exceed Rs. 5,0001-.

8.8 COMPUTATION OF TAXABLE INCOME FROM
HOUSE PROPERTY

Computation of income fram house property is done in the following proforma:

Fair Rental Value of thehouse: L
(Actual rent or Municipal value, whichever is higher,
or if Rent Control Act is applicable on the
house, Standard Rent or Actual Rent,
whicli is higher)
Lessi) Local Taxespaid by theowner ...
ii) Cost of other facilities provided
by the owner to the tenant, such
aslift,chowkidaretc. L.

Annual Value ...

Less Statutory Deduction for 5 years (In case
of newly built house after 31.3.1982 and
let out for residential purposes) ..

Less Deductions:

i) ReparsAllowance ...
ii) Insurance Premium Paid Crerreee
iii) Annual Charge T e,
iv) Ground Rent
v) Interest on Loan taken in respect of

house property .
vi) Land Revenue paid ...
vii) Collection Charges paid

(restricted to 6% of ALAV.)
vifi) Vacancy Allowance et



ix) Unrealissd Rent 0 e . Incom? from House Property
Taxable Income from House Property =S

Look at Illustrations 8, 9 and 10 and see how Income from House Property is
computed.

" lustration 8
Mr. X owns four houses, the details regarding which are as follows:

1)

3

4)

Thefirst housedf theannual rental vauedf Rs. 10,000wasoccupied by him for
his residence. This house was constructed by a loan, Rs. 7,000is the interest

paid during the year on the same.

.The second house of the annual rental value of Rs. 10,000 was let out for

Rs. 12,000 per annum. He claims the following expenses in addition to the
statutory allowancefor repairs, viz., Rs. 100for Fire Insurance Premium, Rs. 24
for Ground Rent and Rs. 1,000 for collection charges.

The third house of the municipal valuation of Rs. 6,000, was let out a Rs. 600
p.m. A loan wastaken on 1st April 1985for the constructiondf the third house,
the construction of which began on 1st May 1985 and ended on 31st January 1987.
The house was let out on 1st February 1987. For the previous year 1989-90 the
interest paid by him in respect of the loan amounted to Rs. 800 and for the
previousyears 1985-86t0 1988-89 the interest paid hasbeen Rs. 1,500, Rs. 1,400,
Rs. 1,200 and Rs. 1,000 respectively. Municipal taxes were paid @ 10% of
municipal valuation.

The fourth house, the municipal valuation.of which is Rs. 6,000 was let out at
Rs. 600 p.m. It remained vacant for 4 months. The unrealised rent in respect of
this house for past years was Rs. 10,000 which satisfiesal conditionsfor its
allowance.

Find out the taxable income from house property for the assessment year 1990-91.

Solution
Computation of Taxable Incomefrom House Property
For the Assessment Y ear 1990-91
1) First House
Annual value'of self-occupied house Nil Rs.
LessInterest on loan upto Rs. 5,000 5,000
Loss from the house.......... —5,000
2) Annua vaueof thesecond house............... 12,000
Less1/6th for Repairs 2,000
Firelnsurance Premium 100
Ground Rent 24
Collection charges
restricted to6% d A.V. 720 2,844 9,156,
3) Annual valued thethird house 7,200
LessMunicipa taxes (10% of 6,000) 600
6,600
LessStatutory Deduction 3,600
Adjusted annual vaue............... 3,000
Less Deductions:
1/6th for Repairs 500 ’
Interest on loan for
P.Y. 1989-90 800
115th of interest on loan
paid in 1985-86(P.Y.) =300 1,600 1,400
4) Annua valued thefourth house 7,200
Less Deductions:
1/6th for Repairs 1,200

Vacancy Allowance 2,400 17
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Unrealised Rent 9,156 12,756

Loss from the fourth house _—5,556
Taxable Income from House Property......c.wvevseeinenns Nil

Notes

1) Inrespeci of thethird house, interest on loan paid in the previousyears prior to
construction of the house is allowable in five equal annual instalments
commencing fgom'the year in which the house isconstructed.. Here the house was
constructed in the P.Y. 1986-87, so the interest for the P.Y. 1985-86 will be
allowablein fiveequal annual instalments commencing from the P.Y. 1986-87 or
Assessment Y ear 1987-88. For the A.Y. 1990-91fourth instalment of Rs. 300 has
been deducted. The interest for P.Y. 1986-87 to 1988-89 would have been
alowed fully in the respective Assessment Y ears.

2) The unreadlised rent in respect of thefourth houseisKs. 10,000, but the taxable
income under the head 'House Property' beforemaking deductionfor unrealised
rentis (9,156+ 1,400+ 3,600 - 5,000) = 9,156. Hence, deduction in thisrespect is
alowed to the extent of Rs. 9,156 only.

Hlustration 9

Mr. X owns a house at Kanpur (Municipal value Rs. 20,000) of the fair rent of

Rs. 24,000 p.a. During the previous year 1989-90 the house is used by him for his
own residence from 1st April 1989 to 30th June 1989 and let out for residential
purposes on 1st July 1989 @ Rs. 2,500 p.m. I-le makes the following expenditure in
respect of the house property.

Municipal taxes Rs. 6,000, Repairs Rs. 2,000, Fire Insurance Premium Rs. 3,500,
Land Revenue, Rs. 4,000 and Ground Rent Rs. 2,000were paid during the year. A
loan of Rs. 30,000 was taken on 1st April 1986 @ 15% p.a. for the construction of
the house which was completed on 1st April 1989. Nothing was repaid on |oan account
so far. Find out his taxable income from house property for the Assessment Y ear
1990-91

Soluation ‘ Rs.
Fair Rent being based on actual rent (Rs. 2,500 X 12) 30,000
Less Municipal Taxes 6,000

Annual value 24,000

Less annual value for self-occupied period
(224 of 24,000) 6,000
Net annual value 18,000
Less statutory deduction for 9 months 2,700

Net Adjusted annual value 15,300

Less Deductions:

116th for Repairs 2,550
Fire Insurance Premium 3,500
Land Revenue 4,000
Ground Rent 2,000

Interest on Loan for P.Y. 1989-90 4,500

Add: 115th of interest on loan
paid'for P.Y. prior to
construcgion, i.e, Rs. 4,500
per year for 3 years, i.e.

1/5th of Rs. 13,500 . 2,700 :
" - 7,200 - 7,200
s 19.250
Amount deductible cannot exceed Rs. 15,300 u/s 24(3)....., ....... 15,300

Taxable Income from House Property Nil




Ilustration 10

Assume in illustration 8 that:
a) three-fourth portion of the house is self-occupied for full year; and

b) one-fourth portion of the house is let out for residential purposes from 1st April
1989 to 31st December 19890n arent of Rs. 700 p.m. and from 1st January 2990
it was again used for his own residence.

Find out his taxable incomefrom Rouse Property for the Assessment Y ear 1990-91.

Solution Rs,
Fair rent being based on actual rent (700x4x12) 33,600
Less municipa taxes 6,000
27,600
Less annual value of 314 portion which is self-occupied 20,700
Annual value of 114 portion............. 6,900
Less annual value for 3 months during which 114 portion is self-occupied 1,725
Annual value of 114 portion let out for 9 months 5,175
Less statutory deduction @ Rs. 3,600 p-a. for 9 months 2,700
Net adjusted annual value u/s 23(2)(a)(ii) 2,475
Less Deductions:
116th for Repairs 412
Fire Insurance Premium 3,500
Land Revenue 4,000
Ground Rent 2,000
Interest on loan as determined in the ‘
preceding illustration 7,200
17,112
Amount deductible not to exceed Rs. 2,475 uls 24(3).............. 2,475
Income from House Property.......ceuune. Nil

~sreck Your Progress b

1) Aisownerd ahouse (covered under Rent Control Act). He letsout his house
to B at Rs. 8,000 per annum. Rent Controller fixesthe standard rent at Rs. 9,600.
However the municipal value of the houseisRs. 10,000. A pays Rs. 800 asloca
taxes. What is the annual value of the house ?

............................................................................................................
..........................................................................................................

----------------------------------------------------------------------------------------------------------

2) How do you calculate the annual valuewhen the part of ahouseislet out fora

part of the previous year.

D R R R I R T T R R R RN R
............................................................................................................

..........................................................................................................

3) The annual value of a houseis Rs. 8,400 and it is let out at an actua rent of
Rs. 9,600. What is the amount of deduction available for repairs.

Ntessrerarea e con Chebasen B R R PR N
Yttt e iaannesran
L N ]
. veteenes . « Ry sheray

.................
..........
................................................................................

Income from House Properly



Other Heads of Income

8.9 LET USSUM UP

Income from house property is second major head of income. Income frorn house
property is the annual value of any property which consistsdof building and land
appartment thereto, isowned by the assessee and is not used for assessee's business
or profession.

Annua vaue of the pfoperty is not the rent received but the reasonable rent, but
where actual rent is higher than the reasonable rent the annual value is the actual
rent received as reduced by the inunicipa taxes borne by the owner of the house.

For the purpases d computation of annual value the house property is divided into
two:

i) Let out house

ii) Self-occupied house.

A housewhichis|let out can either be under Rent Control Act or not. Whenitisnot
under Rent Control Act theannual valueisactual rent, reasonable rent or municipal
valuewhichever is higher asreduced:by municipal taxespaid by the owner. When it
isunder Rent Control Act the annual value is actua rent or standard rent (as fixed
by rent contoller) whichever is higher as reduced by municipal taxes paid by the
owner.

A sdlf-occupied house can be divided itto:
i) Self-occupied house for full year-annua value is nil.

i) Part of the houseisself-occupiedand a part islet out for full year—annual value
is calculated as:
Annua vdue o the full house for full year less annual value of self-occupied
house foir full year.

iii) Full house self-occupied for a part of year and let out for the remaining part of |
the year. Then, annual value is calculated as follows.

Annual valued full housefor full year. Lessannual valueof full housefor the period
for which it is self-occupied.

iv) A part o the houseis let out for a part of the previous year, then the annual,
vaueis
Annua value o full house for full year
Less proportionaté annual value of self occupied part for full year.

Less proportionate annual value of self-occupied portion for part of these year.

Statutory deductionisallowed on dl the houses newly constructed for five yearsfrom
thedate of completion @ Rs. 3,600 on each independent unit let out. Annual value
as reduced by statutory deduction is called adjusted annual value.

Certain deductions are dlowed from adjusted annual value to computeincomefrom
house property. They are repairs @ 1/6th of adjusted annual value or excessaof annual
value over rent payable, whichever is less; insurance premium paid; annual charge
on property; ground rent, interest on loan taken for construction, purchase, repairs
etc. of house; land revenue and property tax; collection charges; vacancy alowance
and unrealised rent. After dlowing al these deductions from adjusted annual vaue
the resulting figure would be the taxable income from house property.

8.10 KEY WORDS

Annual Value : Annual valueof ahouse property isreasonable rent or actual rent (if
let out) whichever is higher as reduced by municipal taxes borne by the owner.

Composite Rent : When the building islet out alongwith certain facilitiese.g. lift.
electricity etc. then the rent includes the rent for the house and these facilities. Such
arent is caled composite rent.

Ground Rent : Rent paid by the lessee on the land on which his building is erected:

Municipal Value: Vaued the property fixed by loca authorities on the basis of its
income earning capacity.

Reasonable Rent : Rent of similar properties in the same locality.



self-occupied House : House occupied by the owner of the property for hisresidential
purposes.

Standard Rent : Rent fixed by the Rent Controller under Rent Control Act.

Statutory Deduction : Deduction available to newly constructed housesfor fiveyears
from the date of completion.

Unrealised Rent : Rent not recoverable by the owner;

8.1 ANSWERS TO CHECK YOUR PROGRESS .

A 3i)a i)c ii)c V)b
B 1 Rs. 8,800
3 Rs. 1,400

8.12 TERMINAL QUESTIONS/EXERCISES

Questions

1) Define annual value and state the deductions that are alowed from the annual
value in computing the income from house property.

2) Write short notes :
a) Vacancy Allowance
b) Unrealised Rent
¢) 'Repair Allowance
d) Income from House Property in foreign country
e) Standard Rent.

3) How would you determine the annual value of house property, which is
self-occupied for a part of the year only and let out for the remaining part.

Exercises

1) Mr. X owns house property. Its annual letting value is Rs. 8,000. During the
previous year it was let out to atenant on monthly rent of Rs. 600. He claimed
the following expenses actually incurred by him:

i)  Municipal taxes Rs. 800.

i) Expensesfor the recovery of rent Rs. 600.

iif) Maintenanceallowance paid to the step-mother Rs. 1,000 annually whichwas
a charge on the property according to his father’s will.

The house remained vacant for one month during the previousyear. Find out the
income from house property for the assessment year 1990-91.
(Answer : Rs. 3,968)

2) Mr. A owns a house which is let out for residential purposes. The construction
of the house was completed in June1986. The annual letting value of the house
isRs. 8,400. Municipal taxes paid Rs. 1,200. He spént Rs. 200 on repairs. On
1.4.1984 he had borrowed Rs. 30,000 on pro-note at 12% interest and spent it
on the construction of the house. Nothing has been repaid out of thisloan sofar.
Mr. A earnssalary of Rs. 2,400 p.m. He hasa scooter for going to office and
spends for petrol etc. on an average Rs. 100 per month. Compute his income
from house property and also his total income for the assessment year 1990-91.

(Answer : Property Loss Rs. 2,040; Net Salary Rs. 19,200; Total Income
Rs. 17,160.)

3) An assessee owns three house properties of which he used one (No. III) for his
residence. The following are the particularsin respect of the p operties for the
year ended 31st March, 1990:

| II III

When constructed 1953 March 1985 1968
Rs. . Rs. Rs.

Standard Rent 13,000 5,000 _

Income from House Proper(y

e
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4)

Municipa Value 12,000, ‘4,000 10,000

Rent Received 14,000 4,800 _

Municipa Tax Paid 1,500 500 500

How used Let out for Letoutfor  Self-occupied
business residence

Repairs .. 600 200 —

Interest on mortgage
(Loan not taken for house

property) — 500 —
Ground Rent 0 . 30 —
Fire Insurance Premium 70 — —
Vacancy 3 months — —
Collectioncharges 850 50 : —_

The assessee'stotal incomefrom other sourcesis Rs. 20,000. Compute the total
income o the assessee.

(Answer : Property | Rs. 6,422; Property II Rs. 670; Property III Nil; Total
Income Rs. 23092 or Rs. 27,090)

Mr. A has the following properties:
1) Flat in Bombay purchased on 1st June, 1989, which islet out on a monthly

rent of Rs. 2,000. The building in which the flat is located was completed in
May 1989. The flat was let out from 1st August, 1989.

2) Flat in Delhi constructed in 1985 which is self-occupied.

3) Godown in Calcuttaconstructedin 1985which islet out on é}nonthly rent of
Rs. 6,000. ‘

The expenses actually incurred during the year against rental income are;

At Bombay At Delhi At Calcutta
Rs. Rs. " Rs.
Municipal TaxesPaid 5,000 8,000 18,000
Building Co-operative )

Maintenance Charges 1,000 900 —
Electricity Charges —_ 1,200 ’ 4,800
FirelnsurancePremium — — 600
CollectionCharges 700 — 5,400
Repairs i .20 1,900 . 11,000

The following further information is given:
1) TheflatinDelhiislet out for godown w.e.f. 1.1.1990 which fetchesa monthly

rent of Rs. 4,000. |

2) Mr. A received aconsolidated salary of Rs. 1}',500 per month during the year
from a part-time employment which he holds. Compute Mr. A's gross total
income for the year ended on 31.3.1950.

(Answer - Bombay Flat Rs. 6,900; Calcutta Godown Rs. 41,160; Delhi Flat
Rs: 8,333; Sdlary Rs. 12,000, Gross Total Income Rs. 68,393.)

5 Mr. P. owrs ahouse at Kanpur (Municipal vaue Rs. 30,000) of thefair rent
of Rs. 36,000 p.a. During the previousyear 1989-90 the house is let out for
residential purposes on a monthly rent of Rs. 4,000 from 1st April 1989 to |
30th June 1989 and self-occupiedfor residential purposes for the remaining
part of the year 1989-90. Municipal taxesRs. 6,000, Fire Insurance Premium
Rs. 3,000, Land Revenue Rs. 3, OOOand Collection Charges Rs. 600 were paid
during the year. 4 loan of Rs. 50,000 was taken on 1st April 1986 @ 10%
p.a. for the construction of the house which was completed on 1st January
’89. Rs. 10,000 was paid towardsthe loan account on 1st April 1988.. Find out
his taxable income'from housq property for the Assessment Y ear 1990-91.
(Answer : Taxable Income ¥rom House Property Nil)

6) Assumein Exercise 5 that: !
a) two-third portion of the h’op{se is self-occupied. and .



b) .ope-third portion o the houseis let out for residential purposes from 1st
April 1989 to 30th November 1989 en arent of Rs. 1,500 p.m. and from
1st December 1989 it was again self-oceupied.

Find ouf histaxable income from hotise ptoperty for the Assessment Y ear
1990-91.

(Answer : Taxable Income from House Property Nil)

Note : These questions will help you to understand the unit better. Try towrite
answers for them. But do not submit your answersto the University.

These are for your practice only.

Income from House Property
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9.0 OBJECTIVES

After studying this unit, you should be able to :

® explain the meaning of the term capital gains;

¢ |igt the capital gains exempt from tax;

¢ discuss the deductions allowed from long-term capital gains;
e compute the income chargeable under the.head capital gains.

9.1 INTRODUCTION b

Y ou know 'capital gains isa separate head of incomeand any income arising out of
sdle or transfer of'acapital’ asset is charged to tax under this head. In this unit, you
will study the meaning of capital gains, items included in capital gains capital gains
exempt from tax and the deductions allowed from capital gains. Y ou will also study
how the taxable income from capital gains is calculated.

9.2 MEANING OF CAPITAL GAINS

Any profitsor gainsarising from thetransfer of a capital asset effected in the previous
year shal be chargeable to income-tax under the head 'Capital Gains, and shall be
deemed to be the income of the previous year in which the transfer took place.

The above definition can be split up into three parts:

(@) Capital Asset
(b) Transfer of Capital Asset
(c) Profitsor Gains

Let us now discuss each one of them in detail ;

9.2.1 Concept of Capital Asset

Capita asset means property of any kind held by an assessee whether or not
connected with his business or. profession. The asset may be movable, immovable, -
tangible or intangible. But the term capital asset does not include:

i) any stock-in-trade, consumable stores or raw materials held for the purposes. of
his business or profession;

ii) personal effects, that isto say, movable property (includingwearing apparel and
furniture but excluding jewellery) held for persona use by the assessee or-any

membet o his family dependent on him;



iii) agricultural land in India (situated in rural areas) not being land situated within
the limits of any municipality or a cantonment board having a population of
10,000 or more or situated in areas lying within a distance not exceeding 8
kilometresfrom thelocal limitsof such municipalitiesor cantonment boards(i.e.,
agricultural land situated within municipal or cantonment board limits or within
a distance of eight kilometres from the local limits of a municipaity or
cantonment board is included in the term 'Capital Asset' and it is only the
agricultural land which is situated outside such limits that is excluded from the
term 'Capital Asset').

iv) 612% Gold Bonds, 1977 or 7% Gold Bonds, 1980 or National Defence Gold
Bonds, 1980, issued by the Central Government.

V) Special Bearer Bonds, 1991.

Note : Capital assetsinclude leasehold rights, apartner's right to share in the profits
of afirm and manufacturing license. For the purposes of clause (ii) jewellery
includes:

a) Ornaments made of gold, silver, platinum or any other precious metal,
whether or not worked or sewn into any wearing apparel.

b) Precious or semi-precious stones, whether or not set in any furniture,
utensil or other article or worked or sewn into any wearing apparel.

Kinds of Capital Assets: Interestingly the classification of capital asset does not
depend on their durability but the period for which they have been held. Capital
assets are divided into two categories:

(i) Short-term Capital Asset and (ii) Long-term Capital Asset.

Short-term Capital Asset - Short-term Capital Asset means acapital asset held by an
assessee for not more than 36 monthsimmediately preceding the date of itstransfer. .
In the case of a share held in a company, short-term capital asset will mean a share
held by the assessee for not more than 12 months instead of 36 monthsin case of
other assets.

Long-term Capital Asset : Long-term Capital Asset means acapital asset (other than
shares in a company) held by an assessee for more than 36 months immediately
preceding the date of transfer. In the case of shares held in a company, long-term
capital asset will mean shares held by the assessee for more than 12 months.

Short-term and Long-term Capital Gains: Capital gains arising from the transfer of
short-term Capital Assets are called short-term Capital Gains. -

Capital gains arising from the transfer of long-term Capital Assets are called
Long-term Capital Gains.

9.2.2 Concept of Transfer

Transfer in relation to a capital asset includes (i) sale, exchange or relinquishment o
the assets, or (ii) the extinguishment of any rights therein, or (iii) the compulsory
acquisition by the Government under any law, or (iv) where the asset is converted
by the owner thereof into stock-in-trade of a business carried on by him, such
conversion. Further, where a business is converted into a limited company, thereis
a transfer of capital assets, or (v) any transaction involving the allowing of the
possession of any immovable property to be taken or retained in part performance
of a contract of the nature referred to in the Transfer of Property Act, 1882, or
(vi) any transaction which hasthe effect of transferring or enabling theenjoyment of
-any immovable property.

Transactions not regarded as transfer

The following transactions are generally not regarded as transfer for the purpose of

capital gains

i)  Any distribution of capital assets on the total or partial partition of a Hindu
undivided family.

ii) Any transfer of a capital asset under a gift or will or an irrecoverable tyust, .

iii) Any transfer of a capital asset by a company to its subsidiary company, if—

Capital Gains
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a) the parent company holds the whole of the share capital of the subsidiary
company, and

b) the subsidiary company is an Indian Company.

Any transfer of acapital asset by asubsidiary company to the holding company, if—

a) thewholedf theshare capital of thesubsidiary company is held by the holding
company, and

b) the holding company isan Indian Company. Any transfer of a capital asset
as per clause (iii) or (iv) .aboveshal be treated as transfer if the transfer is

made after 29th February, 1968, as Stock-in-trade.

.v) Any transfer, in a scheme of amalgamation, of a capital asset by the

amalgamating company to the amalgamated company if the amalgamated
company is an Indian Company.

vi) Any transfer by ashareholder, in a scheme of amalgamation, of a capital asset
being a share or shares held by him in the amalgamating company, if—

a) thetransfer ismade in consideration of the allotment to him of any share or
shares in the amalgamated company, and

b) the amalgamated company isan Indian Company.
vii) Any transfer oi agricultural land in India effected before 1st March, 1970.

viii) Any transfer of acapital asset, being any work of art, archaeological, scientific
or art collection, book, manuscript, drawing, photograph or print, to the
Government or a University or the National Museum, National Art Gallery,
National Archives or any such other public museum or institution as may be
notified by the‘Central Government in Official Gazette to be of national
importance or to be 6f renown throughout any State or States.

Exceptions: If at any time before theexpiry of eight yearsfrom thedate of transfer

of acapital asset referred to in clauses (iii) and (iv) above, such capital asset is
converted by the transferee company into stock-in-trade of its business or the holding
company ceases.to hold the whole of the share capital of the subsidiary company
before the expiry of the period of eight years from the date of transfer, the arnount
of capital gain exempted from tax u/s 47 shall be deemed to be the income of
transferor company chargeable under the head 'Capital Gains’.of the year in which
such transfer took place.

9.3 COMPUTATION OF CAPITAL GAINS

The income chargeable under the head 'Capital Gains' shall be computed by
deducting from thefu| valueof the consideration received or accruing asaresult of
the transfer of the capital asset the following amounts:;

a) expenditureincurred wholly and exclusively in connection with such transfer, and
b) thecost of acquisition of the capital asset and cost bf any improvement therepof.

This may be explained in the form of equation as under:

Capital Gain = Full value of consideration — (Cost of acquisition + Cost of
improvement + Selling Expenses)

9.4 CAPITAL GAINS EXEMPT FROM TAX

As discussed earlier any profits or gains arising from transfer of any capital asset is
chargeable under the head capital gains. But any profits or gains arising out of
transfer of certain capital assets are exempt from tax i.e., such profits or gains are
not included in the taxable income of the.assessee.

The capital gains exempt from tax are :

i) Capital gains arising out of the transactions not regarded as transfer u/s 47.



i) Capital gains arising froni the transfer of a residential house subject to the Capital Gains
conditionslaid down u/s 53.

iii) Capital gai nsafising on'the transfer of property used for residenceand the land
appurtenant thereto subject to'the conditionslaid down u/s 54.

iv) Capital gains arising from the transfer of agricultural land situated in an urban
area are exempt subject to the provisions contained in Section 54B.

v) Any capital gainsarisingout of compulsory acquisition of land and buildingsare
exempt from tax subject to the provisions of Section 54D.

vi) Subject to the conditions of Section 54E, the capital gains arising on transfer of
a long-term capital asset are exempt from tax.

vii) Any long-term capital gainsarisingon investment in residential housesisexempt
subject to conditions laid down in Section 54F..

viii)Capital gains on shifting of industrial undertaking from urban area are exempt
from tax subject to the conditions laid down in Section 54G.

Note : For the purposes of exemption u/s 53, 54, 54B, 54D, 54E, 54F and 54G capital
gain shall be computed as under

Full value of consideration—(Cost of acquisition + Cost of improvement +
expenditure incurred in connection with transfer)

Item number ii), iii), iv) and vi)
being more important are explained in detail.

ii) Capital Gainsarising from thetransfer  aresidential house(Sec. 53) Under this
section if the following conditions are satisfied the capital gain'shdl be exempt

from tax:
a) The buildingis owned by an Individual or Hindu Undivided Family

b) Thebuildingisused for residential purposes (self-occupiedor let out) andits
income is chargeable under the head Income from House Property.

¢) The building has been held by the assessee for rnore than 36 months before
its transfer.

d) The assessee does not own any other residential house on the date of such
transfer.

e) If the consideration received or accruing as a result of the transfer does not
exceed Rs. 2 lakhs, the whole amount of capital gain is exempt. If such
consideration exceeds Rs. 2 lakhs, the capital gain would be exempted
proportionately. In other words, the amount of capital gain to be exempted
would bear the same proportion to the amount of the capital gain arisingfrom
thetransfer as the amount of Rs. 21akhsbearsto the amount of consideration
received or accruing from the transfer.

iii) Capital gainsarising on thetransfer of property used for residence Sec. 54) : Any
capital gain‘arising from the transfer of a house or land appurtenant thereto is
exempt subject to the,following conditions:

a) The building is owned by an individual or H.U.F.

'b) Such property was being used as residential house.

¢) Theincomed such property ischargeable under the head incomefrom house
property.

d) The exemption will be available only in relation to a house property which

had been held by the tax-payer for a period exceeding 36 months befdre
transfer.

€) The assessee has, within a period of one year before or two years after the
date of transfer purchased a residential house

he has within a period of three years after the date of transfer constructed a
residential house.

f) Thecapital gainsarisingfrom thetransfer of such residential houseisexempt
tothe extent of thecost of the new residential house purchased or constructed
within the specified period. It means that if,the whole capital gain is 27
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re-invested in the cost of the new houseit isfully exempt fromtax. If only a
part of it is re-invested, the balance of it is chargeable to tax.

g) Wherethe amount of capital gainisnot utilised by the assessee for acquisition
o new house before the date of furnishing the return of income, it shall be
deposited by him on or before the due date of furnishingthe return of income
u/s 139, in an account opened under the Capital Gains Accounts Scheme,
1988, with State Bank of India or any of its subsidiaries or with any
nationalised bank authorised by the Central Government. The amount
already utilised for re-investment together with the amount of deposits shall
be deemed to be the cost of the new house. After such deposit he must utilise
the deposit for acquiridg the new house within 3 years.

Capital gain arising from the transfer of agricultural land (S. $4B) : Any capital
gain arising on the transfer of agricultural land situated in an urban areaisexempt

subject to the following conditions :
a) The agricultural land is owned by an individual.

b) Theagricultural land was, in the two yearsimmediately preceding the date of
transfer, being used either by the assessee or his parent for agricultural
purposes.

¢) The assessee has purchased within a period of two years, from the date of
transfer, any other land for being used for agricultural purposes.

d) The capital gain arising from the transfer of such agricultural land is exempt
to the extent of the cost of the new agricultural land purchased within the
specified period mentioned in (c) above. It means that if the whole capital
gainisre-invested itisfully exempt from tax. If only a part of it isre-invested
the balance o it is chargeable to tax.

e) If the amount of capital gain is not utilised by the assessee for acquisition of
new agricultural land before the due datefor furnishing the return of income,,
it shall be deposited'by him on or before the duedate of furnishingthereturn
d income in an account opened under the Capital Gains Account Scheme,
1988. The amount already utilised for re-investment together with the amount
of depsoitsshall be deemed to be the cost of the new agricultural land. If the
amount deposited is not fully utilised for acquiring the new agricultural land
within two years, the amount not so utilised shall be treated asthelong-term
capital gain of the previous year in which the period of two years expires.

v) Capital Gain on the transfer of long-term Capital Asset (Sec. 54E) : Any capital

gain on the transfer of a long-term capital asset is exempt if the following

‘conditions are satisfied: , |

a) The assessee has transferred a long-term capital asset.

b) The net consideration (i.e. net sale proceeds) has been invested in specified
new asset by initially subscribing to such new asset within six monthsfrom the
date of transfer of the asset.

c) If apart of net consideration isinvested, proportionate part of the capital gain
will be exempt from tax.

d) If theassessee receivessomemoney asearnest money or advance and invests
in the specified assets before the date of transfer of asset, the amounl so
invested will qualify for exemption under section 54E.

€) Wherethe asset istransferred after 31.3.1989 the exemption will be available
if the amount isinvested in—

i) Securities of the Central Government specified by that government in this
behalf;
ii) 'Special series of units of the Unit Trust of India specified by the Central -

Government in this behalf. Units issued under the Capital Gains Unit
Scheme, 1983 have been notified for this purpose.

iii) Notified National Rural Development Bonds.

i,v)ﬂ Such debentures issued by the Housing and Urban Development Finance
Corporation Limited, as the Central Government may specify in this
beHhalf,



V) Notified Bonds issued by any public sector company.
vi) Notified debentures or bonds issued by the National Housing Bank.

f) Theassessee will berequired to hold the new asset for aperiod d threeyears
fromthe date of itsacquisition. Thegxemption will beforfeited if the assessee
transfers the assets with three years and the exempted. capital gain will be
taxed aslang-term capital gainin the year in which the assets are transferred.

9.5 DEDUCTIONSALLOWED FROM LONG-TERM
CAPITAL GAINS

Y ou know how the amount of capital gainsiscalculated. After thisamount has been

computed as explained in Section 9.3 certain deductions are to be made in order to
calculate the taxable amount of capital gains. Before explaining the deductionswe
must reminded you that gainsare of two typesshort-term and long-term capital gains.

No deduction is allowed from short-term capital gainsi.e., the total amount,of
short-term capital gainsistaxable. Asfar asthelong-term capita gainsare concerned
certain deductions are alowed u/s 48(2). The amount of deduction is calculated as
follows:

i) Where the amount of long-term capital gain, does not exceed Rs. 10,000 the
whole of such amount shall be deducted, or

ii) Where the ainount of long-term capital gain exceeds Rs. 10,000 the following
deductions shall be made.

Status of Ratesaf deduction Ratesdf deduction Ratesaof deduction

Assessee in respect of long-term inrespect of long-term in respect of long-term
capital gainsrelatingto  capital gainsrelatingto  capital gainstoequity
buildingsor lands, gold other-Capital Assets shares of Venture Gapital
bullion or jewellery Undertakings

Non-company Rs. 10,000 * 50% of Rs. 10,000 * 60% of Rs. 10,000+ 60% of

Assessee thebalance the balance the balance

Company Assessee  Rs. 10,000+ 10% of Rs. 10,000t 30% of Rs. 10,000 % 30% of
thebalance the balance the balance

Proyided that where the long-term capital gain relates to both categoriesd capita
assets referred to above, the deduction of Rs. 10,000 shdll first be allowed against

thelong-term capital gain relating to buildingsor landsor gold or bullionor jewellery
and thereafter the balance, if any, of thesaid Rs. 10,000 shall be allowed as deduction
against long-term capital gain relating to other assets.

’

Explanation

1) Venturecapital company means acompany whichisengaged in providingfinance
to Venture Capital Undertaking mainly by way of acquiring equity sharesof such
undertakings or by way of advancingloans to such undertakings.

2) A VentureCapital Undertaking meanssuch company asthe prescribed authority
appraves having regards to the followingfactors:

'a) thetotal investment in the company does not exceed Rupees 10 Crores or
such other higher amount as may be prescribed.

b) The company does not have adequate financial resourcesto undertake
projects for which it is otherwise professionally or technically equipped; and

¢) the company seeks to employ any technology which will result in significant
improvement over the existing technology in Indiain any field and the
investment in such technology involves high risk.

Deductionsif thereare Long-term Capitﬂ L osses (Section 48(3) )

Long-term' capital losses will also be scaled down. as per the above deductions(i.e.,
these deductions will be madefrom long-term capital lossesal soin the same manner

Capital Gains
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asfrom long-term capital gains) and the balance amount shall be net'long-term capital
lossto be set-off against any other capital gain or income under any other head. The
net unabsorbed long-term capital losses will be alowed to be carried forward for 8
years as business losses to be set-off against capital gains only.

9.6 COMPUTATION OF TAXABLE INCOME FROM
CAPITAL GAINS

After the amount of capital gains is calculated and the deduction u/s 48(2) alowed
the amount left is the income chargeable to tax under the head income from capital
gains.

Let usnow look at few illustrations to clearly understand the computation of income
from capital gains.

[llustration 1

From the information given below compute the amount of capital gain that should
be included under the head capital gains :

Rs.
1) Purchased agricultural land in 1976 1,50,000
2) Sold the land on 1.9.1989 2,50,000
3) Purchased another agricultural land on 1.10.89 50,000
Solution Rs.
Selling price of the agricultural land 2,50,000
Less : Cost of acquisition of the land 1,50,000

Long-term capital gain..... 1,00,000
Less : Cost of the new land purchased before

the due date for furnishing the

return of income (Exempt u/s 54)..... 50,000"

50,000
Less : Deduction u/s 48(2):

(Rs. 10,000 * 50% of Rs. 40,000) _ 30,000
Capital gain for inclusion in income under the head capital gains 20,000
[lustration 2
During the year ending 31st March 1990, Mr. X sold the following assets:

Sale Proceeds

1) House (non-residential) purchased for Rs. 28,000 in Rs.

January 1974 sold on 28.2.1990 50,000
2) Machinery purchased for Rs. 50,000 in December 1982

(written down value on 1.4.1989 being Rs. 35,000) sold in

January 1990 60,000
3) Officefurniture purchased for Rs. 1,0000n 1.5.87

(W.D.V. on 1.4.89 Rs. 800) sold on 15th December 1989 - 1,300
4) Land situated in Agra purchased for Rs. 10,000 in

December 1984 sold in January 1990 24,000
5) Residential house purchased 5 years back for

Rs. 50,000 sold on 15th February 1990 90,000

During theyear beforethedue datefor filingthe return of income he bought another
house for the residential purposesfor Rs. 40,000. Work out the amount of capital
gainto beincluded in his'total income.



Solution
computation of Capital Gains

L ong-term Capital Gains - Rs. Rs.
Non-residential house 22,000
Residential house exempt u/s 53 Nil
Land 14,000
Less deduction allowed u/s 48(2) 36,000
Initial Deduction 10,000
50% of*Rs. 26,000 13,000 23,000 13,000
Short-term Capital Gains:
Furniture
Sdle proceeds 1,300
LessW.D.V.on1.4.89 800 500
- Machinery :
Salesproceeds 60,000
LessW.D.V. on1.4.89 :ig)@ 25,000 25,500
Taxable Capital Gains Rs. 38,500

Note : The capital gain on the sale of residential house is exempt u/s 53 as the assessee
does not own any other residential house on the date of sale and the sale proceeds
do not exceed Rs. 2 lakhs.

[llustration 3

A sdIshisonly residential housein Delhi on 31t October 1989 for Rs. 16,00,000 and
incurs an expenditure of Rs. 40,000 in connection with the transfer. Cost of:
acquisition of the house by him in 1976 is Rs. 2,10,000. On 28th February 1990 he
investsRs. 5,20,000 in the Capital Gains Unitsdf the U.T.I. On 15th March 1990 he
purchases a residential house in Delhi for Rs. 4,00,000 and deposits Rs. 1,50,000 in
the Capital Gains Account Scheme. Compute the taxable Capital Gain.

Solution Rs.
Full value of the consideration 16,00,000
Less Expenses incurred on transfer 40,000
Net Consideration 15,60,000
Less Cost of acquisition 2.,10,000
Capital Gain 13,50,000
. 0,000
Less Exemption u/s 53 for sale of = 13’50’;);) %5( 020’3 = 1,73,077
residential house e —
11,76,923
Less Exemption u/s 54 (Rs. 4,00,000 Cost of house + Rs. 1,50,000
Deposit in.C.G.A/c) 5.50,000
6,26,923
: ,000 .
LessExemption u/s 54E - 13’50’?2068( 050’30 000 . 4,50,000
(general) m _—
Chargeable C G 1,76,923
Less Deduction u/s 48(2):
Initial Déduction .......... 10,000
50% of the balance of
Rs. 1,66,923 .......... 83,461 93,461
Taxable Capital Gain.,....Rs. 83462
[llustration 4

Mr. R sdlls shares of a company on 31st July 1989 for Rs. 9,00,000, incurring an
expenditure of Rs. 50,000 in.connection with transfer. The cost o acquisition of
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shares on 15th December 1987 was Rs. 2,50,000. On 15th November 1989 he
purchased the National Rural Development Bonds for Rs. 2,50,000 and capital gains
unitsof U.T.I. for Rs. 90,000. Compute the amount of taxable capital gains.

Solution Rs.
Full value of consideration 9,00,000
Less Expenses on Transfer 50,000
Net Consideration 8,50,000
Less Cost of acquisition 2,50,000

Capitd Gain being long-term as it was held for more than
12 months before transfer 6,00,000

LessExemption uis 54E (6’00

,000, X 3,40,000)
8,50,0 2,40,00
% 380,000
Chargeable Capital Gain ,01,

Less Deduction u/s 48(2). Initial Rs 10,000 + 50% of
balance of Rs. 3.50,000 = Rs. 1,85,000 1,85,000

Taxable Capital Gain Rs. 1,75,000

"Check Your ProgressA

1) Read the following and tick mark the correct answer in each of the following:

)

iif)

On 31,3.90 ‘D’ earns a profit of Rs. 50,000 by selling a piece of land in
Lucknow on which vegetables were being grown and which was purchased
0on30.12.1981. I n hisIncome-tax Assessment for 1990-91 the profit would be
taxable as;

a) Short-term capital gain;

b) Long-term capital gain;

¢) Not taxable, being profit on sale of agricultural land.

An individual invested Rs. 1 lakh in a partnership businessin 1975. On
retirement from the firm on 31.3.1990 he was paid Rs. 3 lakhs in full and
final settlement. For 1990-91 capital gains to be included in his income-tax
assessment are:

a) Rs. 2lakhs;
b) Rs. 97,500;
¢) Rs. Nil.

'A' purchased aniotor-car for his personal use on 10.1.1987 for Rs. 20,000.
Hespent Rs. 5,000 on fittings, accessoriesetc. and sold it for Rs. 35,0000n
31.3.1990. The capital gainsfrom the sale of the car to be included in total
income for the assessment year 1990-91 would be:

a) Rs. 10,000;

b) Rs. 5,000;

c) Nil ,

Mr. X sold a house used for his residence since 1969 in July 1983. On this
sale he earned a capital gair} of Rs. 60,000. He constructed another house
for Kis residencefor Rs. 60,000in June 1986. The latter house was sold in
December 1989 for Rs. 90,000. Capital gains assessable in his hands for
assessment year 1990-91 will be:

a) Rs. 30,000;
b) Rs. 60,000;
¢) Rs. 90,000.

In accounting year 1989-90, A sellsdl the three housesbelonging to himfor
Rs. 9,000, Rs. 10,000 and Rs..15,000, which were purchased in 1983 for
Rs. 5,000, Rs. 6,000 and Rs. 8,000 respectively. For inclusion in his total
income for the assessment year 1990-91 long-term capital gains would be:

a) Rs. 15,000;
b) Rs. 11,500;
c) Nil

d) Rs. 2,500.



vi) Assessee 'A' purchased a residential house on 1.5.1984 for Rs. 50,000 and
.Started living in it. On 1.8.1989 he sold this house for Rs. 80,000. He
constructed another residential house for self-occupation at a total cost of
Rs. 70,000in December 1989. Capital gainsto beincluded in his assessment
for assessment year 1990-91 are:

a) Rs. 10,000;
b) Rs. 15,000;
¢) Rs. 14,400;
d) Nil

2) Fill up the blanksin the following:
i) Any distribution of capital assets on the partition of a Hindu Undivided

Family is.............. as transfer.

ii) Long-term Capital Asset means acapital asset heldfor morethan...............
months.

iii) Under section 48(2), adeduction of.................. is admissible regarding

long-term capital gainsin respect of land and buildingsin the case of a non-
corporate assessee.

iv) Long-term capital lossesarescaled down.............. asdeduction isadmissible
from long-term capital gains.

v) Unabsorbed long-term capital losses are alowed to be carried forward

9.7 LET USSUM UP

Any profits or gains arising from the transfer of acapital asset affectedin the previous
year shall be chargeable toincome-tax under the head 'Capital Gains'. Capital asset
means property of any kind held by an assessee whether or not connected with his
business or profession, but does not include stock-in-trade, personal effects and,
agricultural land in India. Capital assetsare dof two types—Ilong-term and short-term.
Long-term capital assets are those which are held by the assessee for more than

36 months before transfer and short-capital assets are those which are held by the
assessee for not more than 36 months before transfer.

Capital gains arising from the transfer of short-term capital assets are called
short-term capital gainsand capital gains arising from the transfer of long-term capital
assets are called ldng-term capital gains.

Transfer of acapitaT asset means sale, exchange or extinguishment of any rights
therein, or its compulsory acquisition under any law or its conversion into
stock-in-trade etc.

The income chargeable under the head 'Capital Gains' shall be computed by
deductingfrom thefull value of the consideration received or accruing asaresult of
the transfer of the capital assets: (i) experditure incurred wholly and exclusively in
connection with the transfer, and (ii) the cost of acquisition of the capital asset and
cost of any.improvement thereto.

Only long-term capital gains areexempt from tax under Section 53, 54, 54E, and 54F,
subject to thefulfilment of certain conditions. Similarly , capital gainsare also exempt
under sections 54B, 54D and 54G subject to fulfilment of certain conditions.

In the case of long-term capital gains an initial deduction of Rs. 10,000 is made and
thereafter on the balance of such capital gain deduction at specified percentage will
be allowed on specified nature of capital gains. The net balance left thereafter shall
be taxable capital gain.

Incase of long-term capital losses also deduction shall be madein the same manner
asisdonein respect of long-term capital gainsu/s 48(2) and the balance of the amount
shall be net long-term capital loss to be set-off and/or carry forward. s

Capital Gains
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9.8 KEY WORDS

Capital Asset : Capital asset means property of any kind held W an assessee, whether
or not connected 'with his business or profession except stock-in-trade, personal
effects and agricultural land in India.

Capital Gains: Profits or gains arising from the transfer of a capital asset is called
capital gain.

- Long-term capital gain : Capital gain arising from the-transfer of an asset held for

more than 36 months (in case of sharesfor more than 12 months) is called long-term
capital gain.

Short-term capital gain : Capital gain arising from the transfer of an asset held for
not more than 36 months (in case of sharesfor not more than 12 months) is caled
short-term capital gain.

Transfer : Transfer in relation to a capital asset includes the sale, exchange or
relinquishment of an asset, the extinguishment of any rights therein, or compulsory
acquisition thereof under any law or conversion o an asset into stock-in-trade.

9.9 ANSWERS TOCHECK YOUR PROGRESS

A 1) i) b; i) c; iii) c(Persona effect); iv) a; V) d; vi) d.

2) i) not regarded
i) 36
i) Rs. 10,000 *+ 50% of the balance
iv) in the same manner
V) « eight

9,10 TERMINAL QUESTIONS AND EXERCISES

Questions
1) What does the term 'Capital Gains signify under the Income Tax Act?

2) Explain the following termsin the context of the I.T. Act.
i) Capital Assets;
ii) Short-term Capital Assets
iii) Transfer of Capital Assets

3) Discusstheprovisionsaf the Income-tax Act regarding exemption of capital gains
u/s 54E7?

Exercises

1) Mr. X had two houses. Thefirst housewasoccupied by himsdf for residence: He .
got this housefrom hisuncleasagift on 15th July, 1984. His uncle purchased this
housein 1972for Rs. 56,000. Itsfair market value on April 1, 1974, wasRs, 70,000
and on January 1, 1981, it was Rs. 1,10,000. Mr X spent Rs. 5,000 on its
improvement and sold it on 30th November, 1989 for Rs. 2,00,000. He purchased
another house for his residence on 25th February, 1990 for Rs. 1,00,000.

He had purchased the second house for Rs. 50,000 in 1975 and had let out for
residential purpose. H e sold this house on 15th June, 1989, for Rs. 90,000 and
purchased another residential house on 18th March, 1990, for Rs. 60,000.

He had purchased some jewellery in 1976 for Rs. 70,000. On 22nd February, 1990,
he sold this jewellery for Rs. 1,50,000 and purchased on 15th March, 1990, notified,
National Rural Development Bonds o Rs. 75,000.

You have to determine the taxable capital gains of Mr, X for Assessment Year.
1990-91. (Answer : Rs. 15,000) .-



2)

3

4)

Mr. A provides the following data regarding his transaction for the sale of his
residential house for assessment year 1990-91. Compute the amount of Net
Capital Gain to beincludedin hisTotal Income for the Assessment Y ear; 1990-91:

Rs.
House purchased in 1977 4,50,000
Sold in November 1989 7,50,000
Purchased another house in September 1989 1,50,000
Invested in Notified Government Securities in January, 1990 3,00,000

(Answer : Rs. 10,000)

Mr. X sold hisresidential housefor Rs. 20,00,000 on 10th June, 1989. Thishouse

was constructed in 1976 at a cost of Rs. 5,00,000. Mr. X did not own any other
house on the date of thistransfer. For securing exemption in respgect of long-term

capital gains, he made the following investments:

1) He purchased National Rural Development Bonds on 5th July, 1989 for
Rs. 1,00,000.

2) He purchased a residential house 6n 1st December 1989 for Rs. 2,00,000.

3) Hedeposited Rs. 10,00,000 on 30th November 1989, in Capital Gains Account
Scheme, 1988. This amount'was deposited for purchasing or constructing a
house. Compute the amount of taxable capital gainsfor the Assessment Y ear
1990-91. _

(Answer : Exemptionu/s 53 : Rs. 1,50,000; u/s 54 Rs. 12,00,000; and u/s 54E
Rs. 75,000..Taxable Capital Gain Rs. 32,500.)

Mr P sold the following assets during the financial year 1989-90:

i) Sold a self residential house for Rs. 3,00,000; Rs. 20,000 were spent in
connection with thissale. The house was purchased for Rs. 1,00,000 ten years
back and Rs. 20,000 were spent on its renewal.

i) Soldgold ornamentsfor Rs. 1,50,000. These ornaments were made in 1972 at
a‘ost of Rs, 50,000 and their fair market value on 1st April, 1974, was
Rs. 70,000.

iii) Sold an'agricultural land situated in a village for Rs 80,000. The land was
bought in 1976 for Rs. 50,000.

iv) On 1st February 1990 he sold 1,000 sharesin acompany @ Rs. 250 per share.

Half of these shareswere purchased by him on 1st December 1988 @ Rs. 150
per shareand half were purchased on 15th March, 1989 @ Rs. 120 per share.

Answer : STCG Rs. 65,000; LTCG Reg : House Rs. 1,60,000; Reg : Gold
Ornaments Rs. 80,000; Reg : Shares Rs. 50,000 = Total LTCG Rs. 2,90,000:
Deduction u/s 48(2) on House Rs. 10,000 + 75,000; On Gold OrnamentsRs. 40,000
and on Shares Rs. 30,000. Total Deduction Rs. 1,40,000. Taxable LTCG Rs.
1,50,000. Total Taxable Capital Gains LTCG+STCG=Rs. 2,15,0Q0.

answers for them. But 'do not submit your answers to the University.
These are for your practice only.

Note : Thesequestionswill help you to understand the unit better. Try to write ’
|
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10.0 OBJECTIVES

After studying this'Unit you should be able to:

e |ist the incomesfalling under the head 'Income from other sources’;

e explain in detail the provisions of income tax for dividends and interest on
securities;

o discuss the set off and carry forward of losses

10.1 INTRODUCTION

You have read about three heads of income. Income specific to a particular head is
includedin and charged to tax under that head. Income from other sourcesisa head
o income which includes all those incomes which are:

i) listed in the definition of income,

ii) not exempt from tax, and

iii) notincludedin any specifichead i.e., salaries, house property, capital gainsetc.

iv) Thismeansit isaresiduary head which includesall those incomes which are not
included in a specific head. In this unit you will study in detail the incomes
included under thishead and the provisionsdf income tax relating to them. You
will also study about the set-off and carry forward of lossess.

10.2 INCOME CHARGEABLE UNDER THE HEAD
'INCOME FROM OTHER SOURCES

Section 56(1) of the act states that, every kind of income which isincluded in the .
total income under the Incometax Act, and which is not chargeable to income tax



under any other head of income, is chargeable to income tax under the head 'Income
from Other Sources. )

Under Section 56(2), the following incomes shall be chargeable under the head
'‘Other Sources”:

1) Dividends;

2) Income from winnings from lotteries, crossword puzzles, races including horse
races, card games or any other games, gambling or betting etc.

3) Any sum received by the assessee from his employees as contribution to any
provident fund or superannuation fund or any fund set up under Employees’
Insurance Act 1948 or any other fund for the welfare of the employees ptovided
it isnot chargeabl e under the head "' Profits and Gains of Business or Profession™.

4) Income by way of interest on Securities if not chargeable under “Profits and
Gains of Business or Profession™.

5) Income from machinery, plant or furniture belonging to the assessee and let on
hire if the income is not chargeable to income tax under the head 'Business or
Profession'.

6) Where an-assessee lets on hire machinery, plant or furniture belonging to him
and also buildings, and the letting of the buildingsisinseparable from theletting
of the said machinery, plant or furniture, the income from such letting, if not
chargeabletoincometax under the head 'business' ischargeable under the head
'Other Sources'.

Besides the above, there are some other incomes a so which are chargeable under
the head 'Income from Other Sources.' They are:

i) Any feesor commission received by an employee from a person other than his
employer.

iy  Any annuity received under a will. It does not include an annuity received by
an employee from his employer.

iii)  All interest other than interest -on securities.
iv)  Incomeof atenant from sub-lettingthe wholeor a part of the house property.

V) Remuneration received by a non-professional for doing examination work,
viz., a professor getting such remuneration.

vi)  Incomed Royalty.
vii)  Director's fees.
. viii) Rent of land not appurtenant to any building.
ix)  Agricultural Income from land situated outside India
x)  Income from markets, ferries and fisheries, etc.
xi)  Income from leasehold property.

Xii)  Income of other persons included in the total income.of the assessee, €.g., if
the assessee and hisspouse are partnersin the same firm, the share of income'
of the spouse isincluded in the total income of the assessee under the head
'Income from Other Sources.

xili) Income received by non-professionals in consideration of writing articles in
Journals.

xiv) Interest received on foreign securities.
xv)  Income from undisclosed sources.

xvi) Interest received by an employee on hisown contributions to an unrecognized
provident fund.

xvii) Casual incomein excess of Rs. 5,000.

xviii) Salary of Member of Parli ament, Member of Legislative Assembly or Council.
XiX) Interest received on securities of a co-operative society.

XX) Family pension received by the widow and heirs of deceased employees.
xxi) Incomereceived from units of Unit Trust of India.
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xxii) Amount withdrawn from deposit in National Savings Scheme on which

deduction w/s 80CCA has been allowed including interest thereon.

-10.3' DEDUCTIONS ALLOWED

Under Section 57, the income chargeable under the head 'Income from Other
Sources shall be computed after making the following deductions :

1)

4

In the case of dividends or interest on securities, any reasonable sum paid by way
of commissionor remuneration to a banker or any other person for the purpose
of realising such dividend or interest on behalf of the assessee, isdeductable. No

such deduction is allowed in case of aforeign company.

Where employees' contribution to Provident Fund, etc., are treated as the
income of the assessee (employer) it isincluded in hisincomefrom other sources
and a deduction of the sum, credited by the assessee to the employee's account
inthe relevant fund on or beforethe due date, will be allowed under this head.

In the case of income from letting of machinery, plant or furniture alongwith
letting of buildings, whichischargeable totax under the head 'income from other
sources, the deductions in respect o the following shall be allowed:

i) Expenditure incurred regarding current repairs of machinery, plant,
furniture or building.

ii) Insurance premium paid regarding building, machinery, plant or furniture
againgt risk of damage or destruction of the assets.

iii) Depreciation on buildings, machinery, plant or furniture.

Inthe caseof incomein the nature of family pension received by the widowsor
heirsof deceased employee, adeduction of sumequal to 33!/3% of such income

or Rs. 12,000, whichever is less, will be allowed.

Any other revenue expenditure incurred wholly and exclusively for the purpose
of eéarning such income. It should not be in thé nature of personal expenses of .

the assessee. No such deduction is allowed in case of aforeign company.

104 DIVIDENDS

In ordinary language dividend means the sum received by a shareholder of acompany
on the distribution of its profits; but under Section 2(22) dividend includes the -
following:

a)

b)

Any distribution by acompany of accumulated profitsif such distribution entails
therelease by the company toitsshareholders-of all or any of the assets of the

company. |

Any distribution to its shareholdérs by a company of debentures or deposit
certificatesin any form, and any distribution to its preference shareholders of

shares by way of bonus, to'the extent to which the company possesses
accumulated profits.

Any distribution made to the shareholders of acompany on itsliquidation, tothe
extent to which the distribution is attributable to the accumulated profits of the

company immediately beforeits liquidation.

Any distribution toits sharehol ders by acompany on the reduction of itscapital,
to the extent to which the company possesses accumulated profits.

Any payment by acompany, not being a company, in which the public are
substanttallyinterested, of any sum by way of advanceor |oan toashareholder,

being a person who is the beneficial owner of shares holding not less than 10%

of thevotingpower or to any concern in which such shareholder is amember or
apartner and in which he has a substantial interest, to the extent to which the

company possesses accumulated profits except where the advance or loan ismade




to a shareholder or the said concern by a company in the ordinary courseof its
business, where the lending of money is substantial ‘part of the business of the
company.

Dividend does not Include the Following

) A distribution made in accordance with the above Clause (c) 'or Clause (d) in
respect of any sharesissued for full cash consideration, where the holder o shares
is not entitled in the-event of liquidation to participate in the surplus assets.

i) A distribution madein accordance with Clause (c) or Clause(d) in so far assuch
distribution is attributabl e to the capitalised profitsdf the company representing

bonus shares allotted teits equity shareholders after March 31, 1964 and before
April 1, 1965.

. iii) Where the company goes into liquidation consequent of the compulsory
acquisition of its undertaking by the Government or any Corporation owned or
controlled by Government the distribution made by the liquidator of the
company to itsshareholderswill not be charged to tax as'dividend' to the extent
such distribution is attributable to the accumulated profits of the company
relating to any period prior td' the three successive previous years immediately

proceeding the previous year in which the undertaking of the company isacquired.

iv) Any advance or loan made to ashareholder of thesaid concern by the company
in the ordinary course of its business, where thelending of money isa substantial
part o the business of the company.

V) Any dividend paid by a company which is set-off by the company against the
whole or any part of the sum previously paid by it as advance or loan referred
to above in Clause (€).

vi) Where a company transfers its assets to another company in a scheme o
amalgamation, such transfer is not regarded as a 'distribution’ by the company
d its accumulated profits to its shareholderseven thoughits accumulated profits
are embedded in the assets so transferred.

10.4.1 Rulesfor Taxation of Dividends
The following are the rules for taxations of dividends:

i) Any dividends declared by acompany shall he deemed to be the income of the
shareholders of the previous year in which it is declared.

i) Any interim dividend shall be deemed to be the income of the shareholders of
the previous year in which the amount of such dividend isunconditionally made

available by the company to the members who are entitled to it, It means that
the date of declaration of such dividends is immaterial so long as the amount is
not released for disbursement.

iii) Dividend paid by an Indian Comipany outside Indiashall be deemed to accrueor
arise in India

iv) Theentireamount of dividend received by a shareholder istaxablein hishands,
even if the company had distributed this dividend out of non-taxable income,
e.g., 60% of theincome of ateacompany istreated asagricultural incomewhich
is not taxable but the entire amount of dividend received by the shareholder of
this company will be taxable in his hands with few exceptions.

v) Inthecased dividend received from aforeign company if the foreign company
has deducted tax at source and nothing is paid out o it to the Government of
India, theamount deducted astax at source shall not beincluded in the dividend
income of the Indian shareholder.

. vi) Theincome tax deducted at source from the dividend declared for the

. shareholdersisto beincluded in thedividend incomedf the shareholdersand as
such the net amount of dividend received by ashareholder hasto begrossed up
or increased by the amount of tax deducted at source, and the shareholder gets
credit in his assessment for the amount of tax deducted at source from the
dividends declared by the company.

10.4.2 Grossing up of Dividends

Dividends-may be tax-free or Tess tax. Tax-free dividends are those dividendsfor
which the company does not deduct income tax at source. The total amount of
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dividend declared is paid to the shareholders. The income tax though not deducted
is paid by the company to the income tax department on behalf of the shareholders
such income tax is actually the income of the shareholder so while calculating of
income from dividends the tax-free dividends are to be grossed up.

Similarly less tax dividends are to be grossed up because in this case the income tax
is deducted at source by the company and the net amount is paid to the shareholder.
But the incomefrom dividends earned by theshareholder is not the net dividend but
the gross dividend beforeincometax isdeducted therefrom, for the year 1989-90 the
rate of deduction of tax at source for less tax dividendsis 21.6%. In order to gross
up less tax dividends, the net amount of dividend received should be multiplied by

% However, dividends shall be paid without deduction of tax at source ‘in the

following cases if —

i) It is paid to the non-company resident shareholders, who furnishesto the
company (which pays dividend) a certificate from Assessing Officer that to the
best of his belief the total income of the shareholder will be less than the
minimum exempted limit of income-tax.

i) It ispaid by awidely-held company to an individual who is resident in India if
a) thedividend is paid by an account payee cheque; and

b) the amount of such dividend during the financial year does not exceed
Rs. 2,5001-.

10.5. WINNINGS FROM LOTTERIES, CROSSWORD
PUZZLES, HORSE RACES, CARD GAMES, ETC.

Incomefromwinningsfrom lotteries, crossword puzzles, racesincluding horse races,
card games and other games of any sort or from gambling or betting of any form of
nature whatsoever, istaxable under head 'Income from Other Sources. No deduction
in respect of expenditure or allowance in connection with income by way of winnings
from lotteries, cross word puzzles, horse races, card games etc. shall be alowed in
computing the said income.

However, the person responsible for paying to any person any income by way of
winningsfrom any lottery or crossword puzzlesor horserace, of an amount exceeding
Rs. 5,000 shall a the time of payment deduct income tax thereon at 43.2% during
thefinancial year 1990-91for the assessment year 1991-92. It was the same rate during
the financial year 1989-90 for the assessment year 1990-91 in the case of resident
non-corporate tax-payers. The amount of tax deducted at source shall becredited in
the account of the assessee in hisindividual assessment,

Look at Illustration 1and 2 and see how the income from other sourcesisworked out :

Ilustration 1
Mr. X isaMember of Parliament from Lucknow. During the previous year 1989-90
he had the following'incomes.
i) AsaMember of Parliamenthereceived asaary of Rs. 1,000 per month and daily
allowance of Rs. 7,000 for attending various sessions.
ii) He held the following investments:
a) 10% Preference Sharesin Daurala Sugar Factory Ltd. of theface valueof the
Rs. 6,000.

b) 2,000 Equity Shares of Rs. 10 each in D.C.M, Ltd. The company declared
Interim Dividend of 10% on 15th March, 1990 but paid it on 15th April 1990
and declared afinal dividend of 10% on 31st March, 1990.

c) A 10% Fixed Deposit of Rs. 15,000 is held by him in State Bank of India,
Lucknow. Interest is credited annually.

iii) Hewon Rs. 10,000 in Crossword Puzzles.

iv) On 1st August 1989 he purchased a plot of land for constructing his house. On-
account of shortage of funds, he could not get his house constructed and hence
let out the plot at Rs. 200 p.m. from 1st September, 1989.



v) Hehaslet machinery and furnitureand also building to Mr. Y at amonthly rent.
of Rs. 6,000. He spent Rs. 2,000 on the repair of machinery, furniture and

building during the previous year. Depreciation allowed in respect of these assets
for the previous year was Rs. 12,000.

The Bank charged Rs. 25 commission on collection of dividends.

.

Compute the taxable income of Mr. X under the head Income from Other Sources.

Solution
Computation of Taxable Income under the head 'Income from Other Sources for the
Assessment Year 1990-91:

Rs.
1) Salary as Member'of Parliament 12,000
(Rs. 1,000 p.m, for 12 months)
2) Dividend on Preference Shares 600
3) Final Dividend on Equity Shares 2,000
4) Interest on Fixed Deposit 1,500
5) Winning from Crossword Puzzles in excess of
Rs. 5,000 (Rs. 5,000 is exempt) 5,000
6) Rent of land for 7 months
(from September 89 to March, 90) 1,400
7) Rental income from Machinery, Furniture
and Building 72,000
L ess Repairs 2,000
Depreciation 12,000 14,000 58,000
80,500
Less Bank Commission 5

Incomefrom Other Sources Rs. 80,475

Note : 1) Daily Allowance of Members of Parliament for attending Sessionsis
exempt u/s 10(17).

2) Interim Dividend has been received during the previous year 1990-91,
hence it is not taxable in the Assessment Year 1990-91.

[lustration 2,

Dr. Puri is a Prbfessor of Economics and is.a resident in India, He submits before
you the following incomes for computing his income under the head 'Income from
Other Sources' the assessment year 1990-91.

1) Heis the author of a text book which fetched him a gross royalty income of
Rs. 50,000. He claims the following expenses regarding earning this royalty

income:

a) Salary to a clerk who collects for him necessary data and goes thraugh the
final proof regarding Rs. 500 p.m.

b) Cost of 'books purchased in connection with the revision work of the book
Rs. 1,000.

¢) Telephone Expensesof Rs. 1,800 attributed to the publication and sale of his
book and other mattersin connection with the printing of the new edition of
the book. .

2) Incomefrom Research Papers published in'Taxation' and ‘Taxmann’ Rs. 4,000.

3) Helives in a rented house paying rent of Rs. 600 p.m. The houseis too big for,
his family. Hence he has sub-let one-third portion of the house on a rent of
Rs. 350 per month. Dr. Puri has undertaken the liability of paying municipal
taxes of Rs. 600 on the whole house and also the current repairs of the whole
house amounting to Rs. 900.

4) Dr. Puri received Rs. 75 per lecture delivered at the Institute of Management.
During the previous year he delivered 20 lectures.

5) Heisan examiner in anumber of Universities, from which he got aremuneration
of Rs. 3,000.
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Other Headsof Income 6) His other incomeswere:
i) Winningsfrom Card Games Rs. 8,000
if) Received interest on Government Securitiesof U.K. Government Rs. 1,500,

7) Received Rs. 2,500 as dividend from a company in which the public are
substantialy interested by an account payee cheque.

Solution:
Computation of TaxableIlncome under the head ‘Income from Other Sources for the
Assessment Year 1990-91:
Rs.
1) Incomefrom Royalty 30,000
Less Expensesincurred:
i) Sdlary toclerk 6,000
i) Costd bookspurchased 1,000
iii) Telephone Expenses 1,800 ~8.800 41,200
2) Income from Research papers published 4,000,
3) Income from sub-letting:
Rent Received 4,200 )
Less Rent paidfor 1/3rd portion 2400 1,800
Less Proportionate Expenses.. -
1/3 Municipa Taxes 200 1.300
113 Repairs 30 500 e
4) Income from Lectures 1,500
5 Income from Examinership 3,000
L) 1,500 k

- Income form Foreign Govt. Securities
7) Incomefrom Card Games in excessdf Rs. 5,000 exempt u/s 10(3) 3,000

8) Dividend (Not to be grossed up asit is received by account
payee cheque from a company in which the public are
substantialy interested and is not more than Rs. 2,500) __ 2500

Income from Other Sources Rs. 58,000

Check Your ProgressA

1) Statc whether the following statements are True or False?

i) Anyincome tither than theincomes under the head Salary, Ho.se Property,’
'Businessor Professionand Capital Gains, isincluded in Incoine from Other.
Sources.

i) Interim Dividendistheincomedf shareholdersdof the previousyear in which
the interim dividend is declared.

iiiy Find Dividend is the'incomedf the shareholders of the previous year in
which theamount of such dividendisreleased for payment to sharehol ders.

iv) Income tax deducted at source from the dividend declared is to be included
inthe dividend income of: the shareholders.
2) Fill up the blanks in the following sentences:

i) Wirnings from crossword puzzlesisa............... income bait is taxable under
the head......................

ii) Therate df deductionof tax at sourcefrom paymentsof winningsfrom lottery
Co S, during the financial year 1990-91,

iii) Cost of purchasing lottery ticketsis.................... from the amount of
,winningsreceived.

106 INTEREST ON .SECURITIES

Interest on Securities if charged under the head ‘income from other sources meat
42 the following:




) Interest on any security of the Central or State Government;

. ii) Interest on debentures or other securities for money issued by or on behalf of a
local authority;

iii) Interest on debentures issued' by a company (whether Indian or foreign); and
iv) Interest on debentures or other securities issued by a Statutory Corporation.

Security means an acknowledgement of a debt represented by a debenture, bond,
etc., issued by the Central or any State Government, local authority, statutory
corporation, or acompany. Even securities issued by aforeign government or foreign
cempany are covered by this definition of securities and interest thereon will be
chargeable as interest on securities.

10.6.1 Basisof Charge

1) Income from'interest on securitiesis chargeable on due basisif the assessee
follows mercantile system of accounting. In case books are maintained on cash
basis this income is taxable on receipt basis. However, where no method o
accounting is regularly employed by the assessee, the income from interest on
securitiés shall be chargeable to tax astheincome of the previousyear in which
it becomes due though it may be received 1atter.

2) Interest on securitiesdoes not accruefrom day to day but becomesdueon certain
fixed datesonly; which are mentioned on the security itself. It meansthat interest
on securitiesischargeable to tax in the hands of onewho holds the securities, as
owner, on theduedateof interest. Where securities are sold before the due date
of intere:;, the entire amount of interest payable on the next due date shall be
deemed to be the income of the buyer who holds the securities on the said due
date as owner thereof. This amount will not be apportioned on time basis
between the seller and the buyer, whether it is bought and sold on cum-int. basis
or ex.int. basis.

3) Interest on securitiesshall be chargeable to tax under the 'Business or Profession'
if securities are held as stock-in-trade or under the head ‘Income from Other

Sources, if securities are held as investments.

10.6.2 Kindsof Securities

Securities may be (1) Government Securities and (2) Commercial Securities.
Government Securities may further be sub-divided into (i) Less Tax Securities and
(ii) Tax-free Securities. Similarly Commercial Securities may also besub-divided into
(i) Less Tax Securities and (ii) Tax-free Securities.

1) Government Securities

i) LessTaxGovernment Securities: In thecaseof these securities, income tax
isdeducted at source on theaccount of interest calculated at the percentage
stated on the securities and the balance of the amount of interest left after
deduction of the aforesaid income tax is paid to the security-holder. In this
casethegrossamount of interest (calculated at the rate per cent given on the
security) is liable to tax in the hands of the owner of the securities, end the
tax deducted at source will be deducted from the total tax payable by the
assessee.

i) Tax-freeGovernment Securities: Securities, theinterest on which isexempt
from tax and also excluded from computation of total income in case of dl
assessees are called tax-free government securities. These arefully exempted
securities. There are no partially exempted government securities.
Government specifically declares certain securities to be tax-free. However,
there are some persons who are exempt from tax regarding their incomefrom
interest from government securities (even if they are, otherwise, taxable);
but it does not mean that these are tax-free sdcurities. It is only the holder
who is exempt.

2) Commercial Securities

i) LessTar Commercial Securities: These are just like the lesstax government
securities, Theonly difference is that these are'issued by some company or
corporation and the government securities are issued by the government.
From tax point of view there is no difference between the two.
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ii) Tax free Commercial Securities : These are issued by a company or some
other business-institution. Really speaking, their interest is not tax-free,
because tax due on this interest is payable by the company or the business
institution concerned. These are called tax-free because the entire amount of
interest due is paid to the assessee without deduction of tax at source and
the assessee has not to pay tax on it from his own pocltet. The tax paid by
the company on this interest is deemed to have been paid on behaf o the
assessee, hence the relevant amount of tax paid on any interest due to an
assessee is added up in his interest income, i.e., the interest due to an
assessee isgrossed up and then this grossed up amount isincluded in histotal
income. No rdief is granted on thisinterest, except that the,amount of tax

ai the com on thisinterest i ucted fr the toaI Lt
B/ %gssesseeo {ﬂ%tota} r?ncome ancf tﬂe%ﬁ ance amount eft %(p%%%tﬁ
by the assessee as tax. For example, if a company has issued 10% tax-free
Debentures, the debenture-holder will receive the entire amount o interest

caculated at 10% but the amount to be included in the total income of the

debenture-holder will be the amount actually received by him asinterest plus
income tax thereon paid by thecompany. The net amount o income tax

payable by the debenture holder will be the total tax payable by him on his

total income minusthetax paid by the company on hisbehalf on interest on
debentures.

10.6.3 Grossing up of Interest on Securities
The following are the rules for grossing up interest on securities:

1
2)

3)

If therated interest isgiven, only theinterest of tax-free commercial securities
is grossed up and interest on al other securities is not grossed up.

Interest on tax-free commercial securities is always grossed up whether itsrate
per cent isgiven or the amount received is given.

Interest on less tax securities is grossed up only when the amount received is
given.

The following formula may be used to find out the gross amount in different
circumstances (for the assessment year 1990-91):

In case of a person other than a company:

a)

b)

where the person is resident in India:
i) interest received on tax-free government securities— Never grossed up.

i) Interest received on government securities or debentures of a company
which are listed in a recognised stock exchangein India —

Stoek Exchangein India —
100
89.2

iii) Interest received on other debentures and other securities not listed in a
recognised stock exchange

100
784

Where the person is non-resident in India:

Interest received x

Interest received X ==—

i) Interest received on tax-free government securities:

100
85
ii) Interest on other securities:
100
70
Interest received plus tax deducted at source, whichever is higher.

Interest received X —=

Interest received X == or

It should be clearly understood that the taxableincome from interest on securitiesis
(i) net interest received by the security-holder plus (ii) the amount of income tax
deducted at source or paid by .the authority responsible for paying the interest,
directly into the government treasury on behalf o the security-holder.



10.6.4 Bondwashing Transactions

These transactions are not genuine. It is a device to avoid tax. Generally, interest
on securities is payable half-yearly or yearly on fixed dates. As the whok amount of
interest is regarded as the income o the person who happens to be the owner on the
due date of interest, some tactful persons sell their securities a few days before the
due date of interest, to some of theirfriendsor relativesand buy it back afew days
after the due date. Thus they do not remain the owner of the securitieson the due
date and they are not required to pay tax on thisincomefrom interest on securities.
They sl their securities to such persons whose total income including the income

from interest on securities either does not exceed the minimum taxable limit or if it _

exceedsthat limit it is lesser than that of the seller, so that either no tax will be
payable on such interest or it will be payable at alower rate. Thus the seller escapes -
tax completely; and the buyer also does not pay tax on it ashisincomeis below the
minimum taxable limit; and even if the buyer's income exceedsthe minimum taxable
limit, he will pay tax at lower rate, which is in fact, secretly paid by the seller on
behaf o the buyer. Such transactions are called '‘Bondwashing Transactions. The
genera rule that tax is payable by the person who is the owner of the securities on
the due date of interest does not apply to bondwashing transactions. In order to
prevent this device of avoiding tax, it has been provided that the Assessing Officer
caninclude the wholeinterest in respect of bondwashing transactions in the income
of the transferor and not in the income of the transferee.

10.6.5 Interest on Securities Exempt from Tax

According to Section 10(15) theinterest on certain securitiesisfully exempt from tax.
They are:

1) Income by way of interest, premium on redemption or other payment on such
securities, bonds, annuity certificates, savings certificates, other certificates
issued by the Central Government and natified in this behaf to the extent of as
notified.

Under clause (i) the interest/premium on the following securities/bonds shall be
fully exempt:

i) 12years National Savings Annuity Certificates.

i) National Defence Gold Bonds, 1980.

iil) Special Bearer Bonds, 1991.

iv) Treasury Savings Deposit Certificates (10 years).

v) Post Office Cash Certificates (5 years).

vi) National Plan Certificates (10 years).

vil) National Plan Savings Certificates (12 years).

viii) Post Office National Savings Certificates (7 years/12 years).

iX) Post Office Savings Bank Account. .

x)  Post Office Cumulative Time Deposit Rules, 1981.

xi) Scheme of Fixed Deposits governed by the Government Savings Certificates
,  (Fixed Deposits) Rules, 1968.

xii) Scheme of Fixed Deposits governed by the Post Office (Fixed Deposits)

Rules, 1968.
xiii) Special Deposit Scheme, 1981.

Further interest on Public Account shall be exempt upto Rs. 5,000.

Under the Post Office Savings Bank Rules a 'Public Account' can be opened by a
local authority, a lawfully constituted association, institution or other body for the
encouragement of thrift or for the mutual benefit of itsmembersand a High School
and Intermediate College (Payment of Salaries of Teachers and other Employees)
Act, 1971.

2) (iia) 7% Capital Investment Bonds held by individual and H.U.F. assesseesonly.

3) (iib) Inthecase of anindividua of Hindu undivided family, interest on 9% Relief
Bonds shall be exempt.

4) (iic) Interest on the notified bonds arising tofollowing isexempt subject to certain
conditions:

a) anon-resident Indian, being an individual owning the bonds; or
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b) any individua owning the bonds by virtue of being a nominee or survivor of
such non-resident Indian; or
¢) by anindividua to whom the bondshave been gifted by Non-resident I ndian.

[lustration 3

The investmentsof Mr. X on 1st April 1989 were as given below:

a) Rs. 30,000, 10% U.P. Government Loan;

b) Rs. 10,000, 10% Debentures of a Jute Mill company.

¢) Rs. 2,000 Interest received on Debentures of a Co-operative Society.

d) Rs. 15,000, 6% Securities issued by a Foreign Government.

€) 7% National Plan Certificates Rs. 10,000.

f) Rs. 1,500 received as dividend on units of Unit Trust of India.

0) Rs. 3,568 received as interest on less tax Government Securities.

The Bank commission for collecting interest is Rs. 30: Interest on securities being

payablein each caseon 1t January and 1st July. Find out income from other sources
for the assessment year 1990-91.

Solution
Income from Other Sources : Rs.
a) Int, on 10% UP Govt. loan for 1 year 3,000
b) Int. on 10% Debentures of 4 Jute Mill Company for 1 year. 1,000
c) Intereston Debentures of a Co-operative Society

(Not to be grossed up) 2,000
d) Interest on foreign government securities

(Not to be grossed up) 900
e) Interest on National Plan Certificates Exempt
f) Dividend from U.T.I. (Not to be grossed up) 1,500
g) Interest received on less tax govt.

securities Grossed up % 4,000

12,400
Less Bank Commission for collecting I nterest 30

Income from Other Sources....... 12,370

Notes: 1) Interest from co-operative society, foreign government securities, and
dividend from U.T.I. is never grossed up.

2) Interest on National Plan Certificates is exempt from tax.

[llustration 4
Mr. Y hasthefollowinginvestmentsin the previousyear ended on 31st March, 1990:

i)  Rs 10,000 Equity Shares of Thapper & Company Limited on which afinal
dividend of 10% declared on 28th February 1990, which was received by Mr .’
Y on 15th April, 1990.

i) Rs. 12,000 Equity Shares of Birla Jute Limited on which an interim dividend
10% was declared on 15th February, 1990 but paid on 15th April, 1990.

iii) Rs. 45,000 Tax Free Debentures of alimited company (not listed on any stock
exchange) on which Rs. 3,528 received as interest.

iv) 10% Rs. 10,000 U.P. State Electricity Board Bonds. .

v) Rs 10,000 in Post Office Savings Bank Account on which Rs. 600 credited as
interest during the year.

vi) Rs 10,000 9% National Rural Development Bonds.

" vii) Special Bearer Bonds of Rs. 10,0000n which a premium of Rs. 1,000 received

during the year.



viii) On 1st September 1989 he'bohg‘ht 7% Capital Investment Bonds of the fice
value of Rs. 20,000 at par, for which he took aloan of Rs. 10,000 @ 10% p.z.
on the same date.

.Find out the income from other sources for.the assessment year 1990-91.

Solution
Computation of Income from Other Sources for the Assessment Year 1990-91: RS
i)  Final Dividend' on Equity Shares 1,000

i) Interim Dividend on Equity Shares not taxable in the A.Y.
1990-91 as it is received in the previous year 1990-91

assessable in A.Y. 1991-92 Nil

jii) Interest on tax-free Debentures of a company
(not listed) grossed up 4,500

3,528 x 100
78.4

iv) Interest on U.P.S.E.B. Bonds 1,000
V) Interest on Post Office Savings Bank A/c Exempt
vi) Interest on National Rural Development Bonds 900
vii) Premium on Special Bearer Bonds Exempt
viii) Interest on Capital Investment Bonds Exempt
Rs. 7,400

Notes: 1) Interest on P.O. Savings Bank Afc is totally exempt.
2) Interest on Capital Investment Bonds is exempt u/s 15 (iib).
3) Premium on Special Bearer Bonds is exempt w.s. 15(i).

4) Interim dividend istaxablefor'the year in whichitisreleased for payment,
and not in the year of declaration.

5) Interest on loan for purchasing exempted securities is not deductible asits
income is not taxable. Interest on Capital Investment Bonds is exempt,
henceinterest on loan taken to purchase them is not deductible.

Check Your Progress B

1) Fill up the blanks in the following sentences:
i) Security means an acknowledgement of a debt represented by-.--«.--...e..
issued by the Central or any State Government, local authority or a Company
etc.

ii) Where no method of accounting is regularly employed by the assessee, the
incomefrom interest on securitiesischargeable to tax on...«eeeeeeeeeeeee. basis.

iii) Interest on securitiesdoeSNOt.....vevvnerers but becomes due on certain fixed
dates only.

iv) Where securities are sold in between the due dates of interest,
the.oooveennn . amount of mterest due on the next due date is deemed to be
the income of the............... ...

V) Bondwashing transactionsare not.........c...... sitisadevice . oeovererirenn

2) State whether they are True or False:

i) Interest on debenturesissued by aforeign company isnot treated asinterest
on securities.

ii) If any security is bought from a person in between the two due dates of
interest, the buyer will pay tax on interest for only the remaining period
before the next due date, i.e., the period during which the buyer was the
owner of the security,

iili) Thereisnoexception tothe rulethat interest isdeemed to be the income of
the person who owns the security on the due date.
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wv) From the point of view of security-holder there is no ditterence between a
tax-free government security and tax-free commercial security.

v) Even if the rate of interest is given, the interest on tax-free commercial
security is always grossed up.

10.7 SET-OFF AND CARRY FORWARD OF LOSSES

Set-off of losses means setting-off losses against theincome of thesameyear. Where
it is not possible to set-off the losses during the same assessment year in which they
occurred so much of theloss as has not been so set-off out of certain specified losses
can be carried forward for being set-off against his income in the succeeding years
provided the losses have been determined in pursuance of a return filed by the
assessee within the time allowed uls 139(1) or within such further time as may be
allowed by the Assessing Officer and it is the same assessee ‘who sustained the loss
and the business is continuing.

10.7.1 Inter-Source Adjustment

Where thereis more than one source of income under the same head, the lossfrom
one or more sources is allowed to be set-off against the income from the other
sources. |t meagsthat where the net result for any assessment year in respect of any
source falling under any head of income is a loss, the assessee shall be entitled to
havethe amount of such loss set-off against theincome from any other source under
the same head. This is called inter-source adjustment. For example, suppose an
assessee hasfour house properties. Three of them yield net taxable income; but from
the fourth thereis net loss. The assessee can set off the loss of one house property
against the income of the remaining house properties. Similarly, if an assessee has
four businesses d different nature, In aparticular year suppose from two businesses
there is taxable profit and from the remaining two businesses there is loss. The loss
of these two businesses can beset off against the profits of the other two businesses.

Exceptions

1) Speculation losses can be set off only against profits, if any, of another
speculation business carried on by the assessee. They cannot be set-off either

against any other regular business or against any other head of income.

2) Lossesfrom the activity of owning and maintaining race horsesin any assessment
year shall be set-off only against income from owning and maintaining
race-horses only and not against any other income.

3) Losses from other businesses will not be allowed to be set-off against winnings
from races, lotteries, etc.

10.7.2 Inter-Head Adjustment

Wherein respect of any assessment year the net result of the computation under any
head of income is a loss, the assessee shall be entitled to have the amount of such
loss set-off against hisincome, if any, assessable under any other head d income.
There are, however, certain exceptions to this general rule, which are as under:

Exception : Loss under the head 'Income from House Property' on account of
unrealised rent. Such loss cannot be set-off against income under any other head.

Thus, theloss from 'non-speculative business or ‘capital losses (whether short-term
or long-term) may be set-off against the income falling under any other head
'Salaries, 'Income from House Property', '‘Capital Gain', 'Income from other
sources' (excluding winning from races, lotteries etc.).

10.7.3 Set-Off of Capital L osses

Such losses can be set-off against the gain from any other short-term capital assetsor

long-term capital assetsas well asagainst the income under any other head of income.
Long-term capital losses will be scaled down in the same manner and by the same
percentage of deduction, asare allowed out of long-term capital gainsand thereafter,



the balance of long-term capital lossesshall be set-off against income under any other
head in the same year as business |osses.

10.7.4,Carry Forward and Set-Off of Capital Losses

Capital Losses (Whether short-term or long-term) : Capital losses which cannot be
wholly or partially set-off in the same assessment year, against income under any
other head, shall be carried forward to the following assessment year and shall be
set-off against income, if any, under the head capital gains. If the entire amount of
carried forward capital loss cannot be set-off in the following assessment year, the
amount remaining unabsorbed shall be carried forward to be set-off against capital
gains in subsequent years upto a maximum of eight assessment yearsimmediately
succeeding the assessment year for which the loss was first computed.

Special provisionsregarding long=term capital losses of assessment yearsprior to the
assessment year '1988-89 carried forward to the assessment year 1988-89 or any
subsequent year : "

Carried forward long-term capital losses of any assessment year prior to the
assessment year 1988-89 shall be dealt with in the assessment year 1988-89 or any
subsequent assessment year in the following manner:

It shal bereduced by the deductions specifiedin Section48(3) (i.e., first Rs. 10,000
plus 10% or 30% of the balance in the case of a company, and 50% or 60% in the
caseof any other assessee depending on the category of the asset concerned) and the
reduced amount shall be carried forward and set-off against income under the head
‘capital gains’; but such carry forward shall not be alowed beyond the fourth
assessment year immediately succeeding the assessment year for which the loss was
first computed.

Ilustration 5

Mr. X, aresident of India submits the following particulars of hisincomefor the
assessment year 1990-91.:

Rs.
1) Income from house let out (Computed) 15,000
2) Profit from cloth business . 20,000
3) Speculation.income 2,000
4) Short-term capital gains -+ . 4,000
5) Long-term capital gainsfrom shares 20,000

Thefollowing items have been brought forward from the preceding assessment year
1989-90.

iy Lossfrom Iron businessdiscontinued during the previousyear (1988-89) 4,000

ii) Loss from cloth business 2,000
iii) Speculation loss 3,000
iv)' Short-term capital loss for the assessment year 1987-88 4,500

v) Long-term capital loss from land for the year 1987.-83
before deduction uls 48(3) .18,000

You are required to compute hisgrosstotal incomeand dea with thecarry-forward

of losses,,
Solution

Treatment of Carried-Forward L osses Rs.
1) ' Business Income (Cloth) 20,000
Less Cloth Business Loss b/fd 2,000
18,000
, 2) Speculation Business Income 2,000
Less Speculation Loss b/fd .3,000

Speculation Loss ¢/fd......... 1,000

Income from Other Sources

- 49



Other Heads of Income

50

3) a) Capital Gains
i) Short-term capital gain

ii) Long-term capital gain regarding shares 20,000
Less deduction u/s 48(2):
Initial 10,000
60% of balanceof Rs. 10,000 6,000 16.000
b) Capital Losses
i) Long-term capital lossfrom land 18,000
Less Deduction u/s 48(3):.
Initial 10,000
50% of the balance of Rs. 8,000 _4.,000 14,000
4,000
i) Short-term capital loss 4500

'Capital loss carried forward .......

Statement of Gross Total Income

1) Income from House Property
2) Income from Business
3) Capital Gains

Rs.

Gross Total Income Rs.

Notes :

Rs.
4,000

:

8,000

Rs.
15,000
18,000

Nil

33,000

1) Lossesdf businesswhicharediscontinued or whose ownership is changed cannot
be carried forward for set-off in subsequent years. Asiron busines has been .

discontinued. its loss cannot be carried forward and set-off.
2) Speculation loss can be set-off against speculation profits only.

3) Brought forward short-term capital loss can be set-off-against short-term as well

as long-term capital gains.

4) Brought forward long-term capital losses can be set-off against short-term aswell
aslong-term capital gains, but before being set-off such long-term capital loss has

to be reduced as provided under Section 48(3).

[llustration 6

Mr. Y furnishesthe following particulars of hisincome for the assessment year

1990-91.

1) Income from salary

2) Interest on securities (gross)

3) Dividends (gross)

4) Profits from a proprietory business

5) Profit from speculation in shares

6) Profit from speculation in wheat

7) Lossfrom speculation in silver

8) Short-term capitd loss

9) Long-term capital loss from sale of machinery
(before scaling down uls 48(3)

10) Profit from horse-racing

11) Lossin crossword puzzles

12) Profit in rummy (card games)

13) Lossin flash (card games)

14) Brough forward capital loss (long-term) in respect of sale of
building in theprevious year 1988-89 after deduction u/s 48(3)

Compute his gross total income for the assessment vear 1990-91.

Rs.
21,000
10,000
10,000
40,000
15,000
15,000
35,000

9,000

50,000
8,000
2,000

. 5,000

7,000

10,000



Solution

1)

Rs.
Incomefrom salary 21,000
Less standard deduction @ 33'/3% 7,000 14,600

Profit of proprietory business 40,000

Speculation Business
Profit from speculation in shares 15,000
Profit from speculation in wheat 15,000

Lesslossfrom speculation in Silver

~ Carried forward speculation loss 5,000

4)

Capital Loss
i) Short-term capital loss -9,000
ii) Long-term capital losson
saleof machinery............ 50,000
Less deduction u/s 48(3):
Initial 10,000
60% of the balance
of Rs. 40,000....... 24,000 34,000 —16,000 -25,000

Income from Other Sources

Interest on securities 10,000
Dividends 10,000
Profit from horse-racing 8,000
Profit from Rummy
(card game) 5,000
13,000
Less : Exempt u/s 10(3) 5000 8,000 28,000

Gross Total Income Rs. 57,000

Notes

1)

2

Brought forward capital loss can be set,off only against capital gains. As there
are no capital gains thisloss has again been carried forward to be set-off in

subsequent years against capital gains.

Lossof crossword puzzlesand card games cannot be set-off against any income,

. whatsoever.

Chek Your ProgressC

)

2)

Fill up the blanks in the following sentences:

i) Set-off of losses means setting-off losses against the income of the.........
year.

ii) Set-off of loss of one source against income of other source under the same
head of incomeiscaled....................

iii) Business loss which cannot be set-off against any income in the same

assessment year can be.carried forward for.............., years to be set-off.
iv) Long-term capital losswhich cannot be set-off against any incomein the same
assessment year can be carried forward for................. yefars,

State whether they are True or False :
i) Speculation businesslosses can be set off against profitsof regular business.

ii) Non-speculative (regular) business losses can be set-off against speculation
business profits.

iii) When inter-source adjustment exhausts, inter-head adjustments begins.

iv) Loss under the head,house property-can be carried forward for eight years
to be set-off in the following and subsequent seven years.

Income from Other Sources
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V) If aspeculation businessis discontinued its brought forward lossescannot be
carried forward any further to be set-off against profits of any other
speculation business.

10.8 LET USSUM UP

Any income which, though to be included in total income but does not find place
under anyother head of income, is taxable under the head ‘Income from Other
Sources. It includesdividends; income from winnings from lotteries, crossword.
puzzles, horse races,card games or betting etc., interest on securities, income from
letting of machinery, plant or furniture which is not chargeable as business income,

etc.

Incased dividendsor interest on securitiesany commission paid to a banker or any
other person for collecting the dividendsor interest on behaf of the assessee is
deductible from such income.

In case o income from letting of machinery, plant or furniture alongwith letting of
buildings, which is chargeable under the head 'Other Sources deduction in respect
of repairs, insurance premium and depreciation o buildings, machinery, plant or
furniture shall be alowed..

In the.case of incomefrom family pension received by thewidows or heirsof deceased .
employee, a deduction o a sum equal to 33!/3% o such income or Rs. 12,000,
whichever is less, is to-be allowed.

Any other revenue expenditure incurred wholly and exclusively for the purpose of
earning such incomeis allowed. Dividends are classified into two types—fina
dividend and interim dividend. Final dividend is deemed to be the income of the
previous year in which it isdeclared and interim dividendis deemed to be theincome

o the year inwhichit isreleased for payment. Dividendsareto be grossed up before
includingin thetotal incomeasincometax paid by company isalsotheincomeof the
assessee, However, the tax paid by the company will be deducted from the total tax
payable by the assessee. Winnings from lotteries, crossword puzzles etc. are casual. .
in nature and therefore thisincomein excessof Rs. 5,000 is taxable under the head
'‘Other Sources.

Interest on Securities: Any security issued by the Central or State Gpvernment or
local authority or any company or a statutory corporation isa security for this
purpose. Any interest earned on such securitiesis taxable under the head 'Other
Sources, generally, on due basis. Interest on securitiesis deemed to be due on the
due date of .interest and does not accrue from day to day. Securities can be :
Government Securities and Commercial Securities. Securities may also be less tax
and tax-free. Commercia tax-free securities are, in fact, not tax free but tax on
interest on such securities is paid by the Company paying interest on behalf of the
security holder. Like dividends, the interest also should be grossed up beforeit is
included in thetotal income of the assessee.

The Deductionsper missiblefrom interest income include : (i) bank commission for
collectinginterest and (ii) interest on loan taken to purchase the securities.

Set-off of losses means setting-off lossesagainst theincomed thesameyear. Where
it'isnot possible to set-off the losses during the same assessment year in.which they
occurred, so much of the loss as has hot been so set-off out of certain specified losses
can be carried forward for being set-off against hisincome in the succeeding years.
Set-off can be inter-source and inter-head. Inter-source means when loss of one
source is set-off against the income of some other source under the same head of
income. Inter-head meanswhen aloss remains unabsorbed from inter-saurce set-off,

. the balance d it can be sat-off against income under ‘other.head of income.

So far as capital losses are concer ned (whether long-term or short-term) they can be
set-off against the gain from any other long-termcapital assets or short-term capital
assets as well as against the'income under any-other head of income. Long-term

capital losses shall be scaled down in the same manner and by the same percentage
of deduction asareallowed out of long-termcapital gainsand thereafter the balance - -



of long-term capital losses shall be set-off. Capital losses which cannot be wholly
st-off in the same assessment year against income under any other head, shall be
carried forward to the following assessment year/years and shall be set-off against
income if any, under-the Capital Gains.

109 KEY WORDS

Bondwashing Transactions: When securitiesare sold near the due date of interest to
some friend or relative with an intention to buy back after the due date of interest,
it isa bogus transaction, as it is a device to avoid tax. Such transactions are caled
Bond-washing Transactions.

Dividends: Any distribution by acompany o accumulated profitsin any form which
results in reduction of assets or increase of liabilitiesor distribution at the time of
liquidation of the compapy, of by way of reduction of capital is called dividend.

Interest on Securities : | nterest on securities means interest on any security o the
Central or State Government or interest on debenturesissued by alocal authority or
acompany or a Statutory Corporation.

Inter-head Adjustment : Where in respect d any assessment year the net result of
the computation under any head of incomeisaloss. Heshall be entitled to have the
amount o such loss set-off against his income, if any, under any other head o
income. This iscalled Inter-head Adjustment.

I nter-sour ce Adjustment - When there is more than one source of income under the

same head, thelossfrom one or more sourcesis allowed to be set-off againstincome
frem the other source under the same head. It is called Inter-source Adjustment.

L ess Tax Securities(both Gover nment and Commer cial) : On such securitiestherate
of interest is given. The interest calculated at this rate is gross amount of interest
from which tax is deducted at source.

Tax-free Commercial Securities: These are issued by a company or some other
businessinstitution. Really, their interest is not tax-free but the tax on thisis paid by
thebusiness ingtitution concerned on behalf o the debenture holder over and above
the interest, which isfully paid to the debenture holder.

Set-off of losses: Setting off losses against the income of the same year.

Carry forward of losses: The losses which cannot be set off in the same year are
carried to next year to set-off against income of next year.

10.10 ANSWERSTO CHECK YOUR PROGRESS

A 1)i) Fase, ii) False; iii) False; iv) True.
2) i) Casual; Income from other sources.
ii) 43.2% iii) not allowed as deduction.

B) 1) i) Debenture, bond etc. i) due iii) accrue from day to day
iv) entire, buyer v) genuine, to avoid tax.

2) i) False, ii) False, iii) False, iv) False, V) True.
C 1) i) Same, i) inter-source adjustment, iii) eight, iv) eight.
2) i) False, 1ii) True, iii) True, iv) Fase, V) False

10.11 TERMINAL QUESTIONS/EXERCISES

Quettions

1) Explain clearly the meaning of the term 'dividend' as defined in the Indian
Income-Tax Act, and point out the law relating to taxation of dividends.

2) Discussthe variouskinds of securities? Explain the ruleregarding grossing up of
interest on Tax-Free Commercial Securities.

Intome from Othér Sources
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3) Explain Bond Washing Transactions? How it is a device to avoid tax?

4) Discuss the provisions relating to set-off d lossesin the following cases:
i) Speculationloss, ii) Short-term Capital Loss, iii) Long-term Capital Loss,
iv) Losses from horse-race, gambling and crossword puzzles.

5) Discussthe conditions subject to which losses are allowed to be set-off in the
current year and carried forward.

Exercise

1) Mr. X furnishes thefollowing particulars d hisincome for the previous year
ending on 31 March, 1990:
i)  Dividend from atea company Rs. 2,500 (gross) (60% of the income of the
company is not taxable).

iy Amount won on 1st November'1989 from a horse race Rs. 2,500.
iii) Interim Dividend declared by the directors of A Co. Ltd. jn January 1990

but the payment was made in June 1990 for which dividend warrants were
despatched in May 1990. Amount received as dividend was Rs. 7,800.

iv) Final dividend declared by B Co. Ltd. in January, 1990, 'dividend warrants
weredespatched in April, 1990 and the payment wasreceived in June, 1990

amounting ta Rs. 4,000-
V) Winning from alottery Rs. 62,500.

vi) Received refund from Compulsory Deposit Scheme (Income-tax payer's)
Rs. 1,000 principa deposit and Rs. 200 interest.

vii) Interest received on deposit with a firm Rs. 5,352.
viil) Dividend received from a co-operativesociety Rs. 450.

ix) Income from non-agricultural land Rs. 1,500. Mr. X claimsthefollowing
expenses:
Bank Commission for collectingdividend Rs. 100; Interest on loan taken to

purchase sharesin tea company Rs. 800; and expenses incurred for )
purchasinglottery tickets Rs. 2,000. Compute the taxableincome of Mr. X

-under the head 'Income from Other Sources for the Assessment Y ear
1990-91.

(Answer : Rs. 73,750)

Hint : Intérestfeceived from a firm Rs. 5,352 will be grossed up at therate
of 10.8% T.D ,S. (Tax deduction at source) which will amount to Rs. 6,000.

2) Fromthe followingparticularsof Mr. Pfor the assessment year 1990-91, compute
hisincome from other sources:

i) Rs. 3,136 received as dividend on tax-free Public Ltd. Company's Shares.

ii) Rs. 3,568 received as interest on U.P. Govt. Securities.

iii) He holds Rs. 10,000 unitsof Unit Trust of India on which a dividend of
Rs. 1,200 has been received during the previousyear.

iv) He received Rs. 1,000 as interest on the debentures of the co-operative
society.

v) HeholdsRs. 35,680, 10% Tax-free Debentures of Dethi Municipal
Corporation.

vi) Rs. 1,500 received by an Account Payee Cheque as interest on debentures
(Listed) of a company in which the public are substantialy interested. He

collected the entire interest and dividends himself and charged Rs. 200
collection fees.

vil} Mr. P had set up afactory with building, plant, machinery, furniture etc.
However, he decided togiveit on hireat Rs. 2,000 per month. During the
year he spent Rs. 2,000 for repair and Rs. 500 for insurance. The
depreciation alowableisRs. 5,000. He had borrowed Rs. 30,000 against
mortgage of these assets and paid Rs: 3,000 interest thereon. The amount
we spent for the marriage of his daughter.

(Answer : Rs. 32,200)



Hints - 1) Collection feesis not deductible as he himsdf collected the interest
(United Commercial Bank v. CIT(1953) 4 ITR p. 425).

2)-Tax-free dividend on shares has been grossed up a the rate 21.6% TDS
and interest on U.P. Govt. securitiesand Tax free Debenturesaof D.M.C.
have been grossed up at the rate of 10.8% TDS.

3) Dividend'from U.T.I. and interest on debentures o co-operative society
are not to be grossed up-as no TDSis done in these cases.

4) Interest on Debenturesaof Rs. 1,500received by Account Payee isalso not
to be grossed up as the amount does not exceed Rs. 2,500.

3) A resident assessee, furnishes the following particularsfor the accounting years
ended on 31st March 1989 and 1990:

Accounting Y ear ending on 31.3.1989

Rs.

Silver Speculation Business Loss brought forward 10,000

(Discontinued in 1987-88)
Profit of Cloth Business 35,000
Saw Mill Business Profit 25,000

Accounting Y ear ending on 31.3.1990
Gold-Speculation Business Profit (newly started this year) 50,000
Loss of cloth business 10,000
Saw Mill Business Loss 14,000
Profit from a business adventure in foreign country not

brought to India 35,000

Compute the gross total income d the assessee for the
assessment years 1989-90 and 1990-91.
(Answer : 1989-90 Rs. 60,000; 1990-91 Rs. 51,000.

Hint - Silver speculation loss shall be carried forward to 1990-91.
Discontinuance o speculation businessis immaterial.

|

.Note: These questionswill help you to understand the unit better. Try to write
answersfor them. But do not submit your answers to the University.
These are for your practice only.
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UNIT 11 DEDUCTIONS FROM GROSS
TOTAL INCOME
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11.11 Answersto Check Y our Progress

'11.12 Terminal Questions/Exercises

11. OBJECTIVES

After studying this Unit you should be able to :

® |ist the deductions available from gross total income;
@ calculate the amount of each deduction; and
e compute the taxable income of an assessee after allowing such deductions.

1 1 INTRODUCTION

Indian tax laws contain certain provisions which are intended to act as an incentive
for achieving certain desirable socio-economjc objectives. These provisions ate
contained in Chapter VIA and arein theform o deductionsfromthe Gross Income.
By reducing the chargeable income, these provisions reduce the taxable liability,
increase the post-tax income and thus induce the tax-payersto act in the desired
manner. This Unit is intended to give a broad idea of such deductions.
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1 2 DEDUCTIONS FROM GROSS TOTAL INCOME

The first step in the computation of income is to work wut the income under the
individual heads of income. Computation under each head takes into account the
expenditure incidental to earning such income. The aggregate of income under each
head is known as " Gross Total Income™. Certain deductions which are not necessarily
referable to any particular head are allowed out of Gross Total Income to arrive at
the Total Income liable to tax.

Total income is accordingly computed as under :
1) Incomefrom Salaries —
2) Income from House Proporty —
3) Profit and Gainsof Businessand Profession —
4) Income from Capital Gains —
5) Income from other sources —
GrossTota Income. - —
Lessdeduction under Chapter VI-A (=) —

Total Income —

These deductions are discussed in 11.2 to 11.7 below.

11.3 DEDUCTIONSTO ENCOURAGE SAVINGS

These deductions are allowed if the tax-payer makessavingsand investsit in specified
areas. Some of these are based on gross amount of savings, which means that benefit
alowed is not withdrawn when the saved amount is disinvested after the specified
period. There are others which give tax benefit only on net savings. Deduction is
alowed when the'saving is deposited/invested but any withdrawal/disinvestment is
treated asincomein the year d withdrawal. Thusonly the net saving getstax benefit.

Deductioq is also alowed in respect of income from certain investments.

11.3.1 Based on Gross Amount of Savings
I. In respect of Life Insurance Premium etc. (Seéc. 80-C)

This section providesfor'deduction in respect of the undermentioned paymentsand
contributions :

a) Payments in respect of life insurance. premia;

b) Payments made to effect or keep in force a contract for deferred annuity;

c) Contribution to a Recognized Provident 'Fund;

d) Subscriptions to the Public Provident Fund Scheme;

€) Deposits under Post Office Savings Bank (Cumulative Time Deposits) Rules 1959;
f) Contributions to an Approved Superannuation Fund;

"g) Contributions for participating in the Unit-linked Insurance Plan;

h) Subscriptions to National Saving Certificate;

i) Deposits with the National Housing Bank;
i) Payments in respect of purchase cr contruction of a residential house.

The deduction, however, isadmissible subject to the limitsof the amount qualifying
for the same and certain conditions laid down tin the sections, In case of authers,
playwrights, artists, mucians, actors or sportmen including athelectes, the limit of
amount qualifying for the deduction is Rs. Rs. 60,000 or sums actually paid,
whichever is least.

In case of other individuals and Hindu Undivided, families this limit is Rs. 40,000.

Quantum of deduction : The quantum of deduction in respect of the qualifying
amount is :

at 100% on the first 6,000



at 50% on the next 6,000 and
at 40% on the balance of the qualifying amount.

Switch over to system ef Granting Tax Rebate

The above mentioned system of granting deduction, on aslab basisis applicable upto
the assessment year 1990-91. For Assessment year 1991-92 and onwards there is a
switch over to a system of granting tax rebates. Thus under the new provisions the
tax liahility of the assessee will be computed and a tax rebate of 20 per cent of the
qualifying savings would be allowed.

The maximum tax rebate admissible is Rs. 10,000 generally. However, B case o
authors, playwrights, artists, mucians, actors or sportmen the limit is Rs. 14,000.

Conditions for deduction
As stated earlier these deductions are available subject to certain conditions. These
are discussed below :

a) For Life Insurance Premium: Payments mdde on account of Life Insurance
Premium would be €eligible for deduction/rebate if:

i) theinsurance premium is paid in order to effect or keepin force an insurance
on the life sf the assessce, his/her spouse or child.

ii) the premium paid in excessto 10% of the capital sum assured does not qualify
for deduction.

iiij where the tax payer terminates a policy of Life Insurance before paying
premium for 2 years, no deduction will be allowed in respect of premium paid
in the year in which the policy isterminated. Further the arnount of deduction
allowed in respect of premium paid in the preceding year will be deemed Lo
be income of the year in which the policy is terminable.

b) Paymentsfor deferred annuities: Any sum paid in order to effect or keep in force,
a contract for deferred annuity provided such contract does not contain a
provision for an option to be theinsured to receive a cash payment in lieu of the
payment. of annuity.

i) in case of an-individual on his own life or the life of his spouse or child,

Itisimportant to note that the restruction in respect of sums paid in excessof
10% of capital sum assured does not apply to deferred annuity policies.

c) Contribution to recognised provided fund: Where the assessee is an employee
participatingin a rccognised provided fund, hisown contribution to the fund shall
be deductible upto one-fifth of his salary. 'Salary' for this purpose includes
dearnessallowance if the terms of employment so provide but it does not include
any other allowance or 'Perquisites.

d) Subtscription to the Public Provident Fund Scheme: This scheme was introduced
by the Government for the benefit of self-employed persons such as doctors,
lawyersktc. in particular. Under it an individual may subscribeto the fund on his
own behalf and also on behalf o a minor ward.

The salient features of the scheme are —

i) An account can be opened at any branch of State Bank of India and its
subordiante or at any head Post Office or at some related branches of other
nationalised banks.

ii) Subscription may be of any amount not lessthan Rs. 100 and not more than
Rs. 60,000 in every financia year.

iii) Loans from the funds are permitted in or after the third year of opening the
account; of an amount up to 25% of the balance to the credit of the assessee
at the-end of the 2nd preceding financial year. Interest ischarged at 13% and
the loan is repayable in 24 months.

iv) Withdrawals are also permitted ‘every year between the 6th arid 15th year of

an amount not exceeding 50% of the balance to the credit df the assessce at

the end of the 4th year immediately proceding the yegr of withdrawal or at
the end of the preceding year whichever is lower.

v) A-persgn can continue his account after 15 years with or without fresh
subscription for a block period of 5 years.

Deductions from Cross Total Income
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e)

f)

9)

h)

Deposits in 10 years or 15 years account under the Post Office Savings Bank
(Cumulative Time Deposits) Rules1959: The minimum deposit under thisscheme
is Rs. 10 with multiples of Rs, 5 and the maximum limit is Rs. 1,000 per month.
A loan up to 50% of the. balance is permitted twice in a period of 10 years. An
indjvidual can make deposit in more than one account e.g. in the name of the
wife, children, etc.

Contribution to an approved superannuation fund by an employee qualifiesfor
deduction.

Contribution for participating in the Unit linked insurance plan: Any sum paid
by an individua as contribution for participation in the Unit Linked Insurance
Plan, 1971 of the Unit Trust of India qualifies for deduction. It is important to
note, however, that if a member terminates his participation before making
contribution for a period of 5 years, no deduction will be allowed in respect of
contribution made in such year. Besides, an aggregate of deduction allowed in
respect of contribution to the plan in past years will be included in the total income
of the previous year in which he terminates his participation in the plan.

Subscription to Nationa Savings Certificates: This deduction is available to
individualsand H.U. Fundssubscriptions to NSCs VIII issues carry an interest of
12% per annum.

Depositswith National Housing Bank with effectfrom the A.Y . 1990-91, any sum
paid as subscription to any deposit scheme of the National Housing Bank is also
deductable.

Payments in respect of purchase or construction of a residential house: This
provision has been introduced w.e.f. the assessment year 1988-89 onwards. Any
sum paid (up to amaximum of Rs. 10,000) by an individual or a HUF for the
residential house property the construction of which iscompleted after 31.3.1987,
are eligible for deduction, provided such payments are made towards or by way.
(o i
i) any instalment of amount due under any self-financing or other schemeodf any
development authority or housing board engaged in the construction and sale
of house property on ownership basis, or

i) any instalment or part payment of the amount due to any company or
cooperative society of which the assessee isa shareholder or member towards

the.cost of the house property allotted to him, or

iii) re-payment of the amount borrowed by the assessee from

a) the Central Government or any State Government, or

b) any bank, including a cooperative bank, or

c) the Life Insurance Corporation, or

d) the National House Bank, or

€) any public company formed and 'registered in India with the main object
of carrying on the business of providing long-term financefor construction
or purghase of housesin Indiafor residential purposeand approved in this
regard, or

f) any,compgny in which the public are substantially interested or any
cooperative society, where such company or cooperative society is
engaged in the business of financing the construction of houses, or

g) the assessee’'s employer where such employer is a public company or a
public sector. company or a University established by law or a college
‘affiliated to-such a University or a local authority.

iv) Stamp duty,. registration fees and other expenses for the purpaose of transfer
of such house property to the assessee.

There are however, Eertaip payments which are not eligible for dedaction. They
include :

i)

admission fees, cost of shareor initial deposit paid by a shareholder of company
or amember of acooperativesociety to becomesuch shareholder or member, or

if) Cost of the land, except where the consgruction for the purchase of the house

property is a composite amount and the cost of land cannot be ascertained
separately, or

iii) Cwst of any addition or alteration to or renovation or repair of the house property



iv)

which iscarried out after the house property or any part thereof hasecither been
occupied by the assessee, or

any expenditure in respect of which deduction is allowablc while computing
income from house property u/s 24,

The house property for which deduction isso claimed must not be transferred by
the assessee before a period of 5 years from the possession of the same. If he
docsso the deduction allowed will be added back asincomc from other sources

in the previous year in which the transfer takes plice.

Look at Illustration 1 and see how amount for deduction u/s 80-C is calculated :

Mustration 1

An individual who hasagrosstotal income of Rs. 1,00,000 makes following payments:

iy Life Insurance premiuni on a policy of Rs. 30.000 4.000
i) Contribution to Statutory Provident Fund 24,000
iii) Repaid loan in respect of residential house constructed in 1988. 15,000
iv) Purchased National Savings Certificates VIII Issue 10,000
Solution
i) The qualifyingamount is restricted to 10% of the policy amount 3,000 |,
it) Contributionto P.F. 24,000
iil) Qualifying amount in respect of such payment isrestricted to 10,000 10,000
iv) Purchase of N.S.C. VIII Issuc 10,000
47,000

Theoverall qualifying amount isrestricted to 40,000. Hence, only 40.000 will qualify
for deduction at the following rate:

First 6000 _ 100% 6, 000
Next 6000 _ 50% 3,000
Balance 28,000 _ 40% 11,200
20,200
The total incomc will be —
Gross Total income 1.00,000
Less deduction u/s 8()-C 20,200
79,800

N.B.—The above position is applicable to assessments up to the assessment year
1990-91. With effect from. assessment year 1991-92, there will be ,nodeduction -in
respect of such-payments and the tax will bc worked out on the total income (without
any dedugtion for such payments). The lax so worked out will be reducedy 20% of
the overall qualifying amount which has been raised to Rs. 50,000 and the balance
amount will be the net tax payable. In the above example, tax will be worked out on
1,00,000 which for 1091-02 will be Rs. 27.600. Out of this. 20% of Rs. 47,000, i.e.
Rs. 0,400 will be deducted leaving Rs. 18,200 (plus surcharge) as tux-payable.

II.
1)

In Respect of Investment in Certain New Eligible Shares (Sec. 80-CC)
Deduction equal to 50% of the total investment is allowed in respect of—
i) equity shares forming part of any eligible issue of capital and

ii) Unitsof Unit Trust of Indiaor any other Mutual Fund Issued under a Scheme
in which the amount of subscription is used for subscribing only the equity
shares of the type referred in (i) above.

‘Eligible issue of Capital means on issue which satisfies following conditions —
i) Itismade by acompany formed and registered in Indiawhich isengaged in
construction or manufacturing of articles (not being non-priority articles in

eleventh schedule) or providing long-term finance for residential housesor a
hospital or a hotel or operation of ships.

ii) Theissueismade by the company for thefirst time. (This condition does not
"apply in the case of issues made by shipping companies.)

Deductions from Gross Total Incomp
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3)

iii) The issue is offered for subscription hetore 1.4.1990.
The qualifying amount for such dcduction is restricted to Rs. 20.0007and the
amount of deduction at the rate of 30% isthus restricted to Rs. 10,000,

N.B.-—~The above position is applicable up to assessment year 1990-91 only. With
effect from the assessment year 1991-92, the system of deduction from Gross
Total Income will be replaced by deduction from the tax chargeable on income

computed beforeatiowing such deduction, The qualifying amount of deduction
will he Rs. 25,000 and the dcduction from tax will be alowed of an amount
calculated at 20% thereof. Thismeans that the credit in tax on thisaccount will
be restricted to Rs. 50,000.

For assessment year 1991-92, the issuc will be considered as an cligible issuc if
offered for subscription before 1.4:1991 (in place of 1.4.1990 for earlier
assessment years— Please rcfer to condition in para 2(iiiV

Check Your Progress A

An individual purchased a lifeinsurance policy for Rs. 10000 maturing after
5 years. Annual premium payable is Rs. 20,000,

i) What will be the qualifying amourrt of deduction available for the assessment

a)

year 1990917 Rs. ——MM
i) What will be relief for assessment year 1991-92. presuming he has not made
any other saving'?" Rs.

I

b) An individua paid a premium of Rs. 3,000 on a life policy of Ms 1,00,000 and
contributed Rs. 24,000 towards a Recognlsed Provident Fund. Hc purchased
National Savmgs Certificates VIII issue of Rs. 10,000and subscribed Rs. 12,000
to the Home Loan Scheme of National Housing Bank. What will he the
deduction admissible for the assessment ycar 1990-917 Rs.

c) Anindividua, a government employee completed construction of a residential.
property in. April, 1988. I-le had taken a house building advance of Rs. 2.50,000
from the Government for which a deduction of Rs. 2000 per month isbeing made
from hissalary. What will the total income for the assessment year 1990-91 if the
gross total income from dl sources is Rs. 90,060. Rs.

d) An individual whose gross total income is Rs. 78,000 purchased 'Can XOOC

UN TS (Units of Canara Bank, the proceeds of which isrequired to be invested
in new eligible issues only) of the value of Rs. 25,000, He contributed Rs. 200

per month to the Public Provident Fund.
“Find out his total income for the year 1990-91.

11.3.2 Based on Net Savings

I. In Respect of Depositsin National Saving Scheme ete. (See. 80-CCA).

Deduction isalowed infull in respect of the following deposits/payments in the ycar

of such deposits/payment:

i) deposit in accordance with the notified National Savings Scheme.

ii) payment towards a notified annuity plan of the, Life Insurance Corporation of
India. (So far the 'Jiwan Dhara and 'Jiwan Akshy' plan of the LIC has been
notified,)

The qualifying amount for such deduction is
For assessment year 1988-89 actual or Rs. 20.000 whichcvcr islcss

For assessment year 1989-90 -do- Rsg. 30,000 -do-
For assessment year199(3-91 -do- Rs. 33,000 -do-
For assessment year 1991-92

and subseguent years -do- . Rs. 40.000 -do-

The interest accrued on the depositsshall not be chargeable to tax from year to year.

Whenever any amount in respect of which deduction was allowed in the vear of
deposit is withdrawn, the amounts together with interest withdrawn by the {,x o, ayer
istreated asthe incomedf thetax- payer of the year in whichwithdrawal ismade and ,
charged to tnx along with other income at the normal rate applicable to him. If,

however, the tax-payer dies without making the withdrawa and the withdrawal is



made by his legal representatives, the withdrawal having not been made by the Deductions from Gross Total Income

tax-payer himself will not be charged to tax. With effect from the assessment year
1991-92 if the deposit was made by the HUF and the HUF is partitioned, the
individual member who makes the withdrawal will be taxed in respect of the amount
withdrawn by him. The same rules are applicable when the amount'of annuity is
received from the L1C under a policy in respect of which deduction was allowed when
payment was ade by the tax-paycr.

IL. In Respect of Investment in Equity Linked Savings Scheme (Sec. 8¢-CCB)

Where an individual or a HUF acquires Units of Unit Trust of India or any other
recognised mutual fund under any plan which is formulated under the notified equity
linked saving scheme. he shall be entitled to full deduction in respect of such
investment subject to the maximum of Ms 10,000.

Asin the case of deposit under National Savings Scheme, whenever any such
investment is returned to the assessee in whole or in part either by way of repurchase
of the unit or on termination of the plan in any previous ycar, the entire amount
(including the accretion) received back will be charged to tax as the income of the
previous year in which it is received.

If in the meantime, a partition is made in the HUF or dissolution takes place in the.
AOP (Association of Persons) which initially made the investment, the return of
investment will be taxable in the hands of the person who takes it.

11.3.3 Based on Income from Specified |nvestments(Sec. 80-L)

Deductions, subject to the monetary limit specified in para 2 below is alowed in
respect of following investment income —

i)  Interest on any security of Central Government or State Government.

i) Interest.on notified debentures issucd by certain authorities.

iii) Interest on National Savings Certificate VI and VII Issues.

iv) [Interest on deposits under any notified Scheme of the Central Ciovernemnt.
v) Interest on deposits under Post Office (Monthly Income Account) Rules, 1987,
vi) Interest on deposits with Banking companies including co-operative banks.

vii) Interest on deposits with financia institutions providing long-term finance for
industrial development approved for the purpose of Section 36(1)(viii).

viii) Interest on deposits with authority constituted for satisfying the housing needs
etc.

ix) Interest on deposits with co-operative societies.

x)  Dividend on shares of co-operative sacieties.

xi)  Interest on deposits with or dividend from sharesof a public company providing
long-term finance for construction or purchasc of residential houses and which
is approved for the purposcs of Section 36(1)(viii).

xii) Income from Units of recognised Mutual Funds,

xiii) Income from Units of Unit Trust of India

Xiv) Interest on deposits under National Deposits Scheme framed and notified by
"+ .the Central Government. .

xv) Dividend on shares of Indian companics.
The deduction is limited in the aggregate to Rs. 7,000,

However, if the GrossTotal Income includes Items (xi), (xii) and (xiv) an additional
deduction can be allowed in respect of these amounts to the extent deduction in

respect of such income is not fully allowed within the limit of Rs. 7000. Such
additional deduction will not exceed Rs. 3000.

Further if deduction in respect of income from interest on deposits under Natiofal
Deposit Scheme and dividend from shares of Indian companiesis not fully alnwed
within the above limitsd Rs. 7000 and Rs. 3000 a further additional deduction can
be alowed to the dxtent of unallowed position. This further additional deduction will

not exceed Rs. 3000. 1
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The net effect is that with properly planned investment, onc can get a total deduction
of Rs. 13.000.

Look at the 1Mustration 2 for clear understanding of deduction u/s 80 L.

Ilustration 2
1) Interest on National Savings Certificate V1 Issuce Rs. "1000
2) Interest on deposits with Banks Rs. 2,000
3) Interest on deposit with Housing Socicty [Item (xi)] Rs. 2.000
4) Income from Mutual Fund Rs. 500
5) Dividend from shares of Indian companics Rs. 4.000
Rs. 12.500
" Solution

Following deduction will be allowed :
i) Overall general deduction Rs. 7.000
ii) Additional deduction for 3 & 4 to the extent not met

(2500—1000)* Rs. 1.500
iii) Further additional deduction for 5 i.¢. dividend to the cxtent

not met or Rs. 3,000 whichever isless Rs. 3,000

Rs. 11.500

* Note : Deduction of Rs. 1,000 in respect of'3 & + has alrcady been’included in
Rs. 7,000.

Check Your Progress B

a) A Professor having Gross Total Income of Rs. 80,001) has kept his saving made
out d this income in following:

1) .Paid Life Insurance Premium ... Rs. 5,000
2) Repaid loan for construction of property

(completed in Junk 1987) ... Rs. 15,000
3) Contributed to Recognised Provident Fund 10% of

salary ... Rs. 6,000
4) Deposited under the National Saving Scheme e Rs 9000

Find out the total income for 1990-91.

b) A person deposited Rs. 20.000 on 30,3.1988 under the National Saving Scheme
and got deduction in the year 1988-89. What will be the'tax treatment if

i) he withdraws Rs. 10,000 in June 1992 when the balance in the account
including interest and further deposit is Rs. 32.000.

ii) hediesin September 1990 and the balance in the account is withdrawn by his
on in June, 1992{‘

¢) An individua's groStoml income of Rs. 50,000 includes —

i) Interest from fixed deposit with Hank ... Rs. 3,000
i) Interest from National Saving Certificates VI issue ... Rs. 3,000
iii) Interest from Tata Chemicals ... Rs. 2,000
V) Dividend from Indian Companics ... Rs. 3,000
v) Income from UTI ... Rs.5,000

Isany deduction admissibleto him? What will be his total income {or 1990-917

11.4 EEBEI&EII?BEEOR CERTAIN PERSONAL

Under Section 80-D, 86-DD and 80-GG 'of IT Act 1961 some deductions are,

allowed in respect of personal expenditure. Let us now discuss these three
sections one by one. ,




11.4.1 For Medical Tkeatment (Sec. 80-D)

beduction is allowed in respect of any sum paid out of chargeable income by
cheque towards an insurance policy taken on the health of the assessee or his
wife/husband or dependent parents or dependent children.

The deduction is subject to a maximum amount of Rs. 3,000, provided the
scheme for insurance is framed by GIC and approved by Central government
.under Section 80-D the Income Tax Act 1961.

11.4.2 Maintenance of Handicapped Dependents(Sec. 80-DD)

Deduction is allowed to a resident individual in respect of expenditure incurred for
medical treatment (including nursing), training and rehabilitation of a handicapped
relative who is dependent upon him and is not dependent on any other person for
support or maintenance. A handicapped rclative means a relative who is suffering
from permanent physical’ disability (including blindness) or who is subject to mental
retardation. They should be of the nature specified in I.T. Rules and should be
certified as such by a physician. a surgeon. an oculist or a psychiatrist working in a
government hospital. Further, it should have the effect of reducing considerably such
persons capacity for normal work or engaging in gainful employment or occupation.

The deduction will be allowed of a fixed sum of Ks. 0,000. This deduction is
irrespective of actual expenditure.

It applics from the assessment year 1991-92,

Deduction is not admissible in cases where the total income before ticduction under
this section exceeds Rs. | lakh,

11.4.3 For Payment of House Rent (Sec. 80-GG)

Deduction is allowed to an asscssee in respect of payment of rent of the premisey
occupicd by him for his own residence. This deduction is permissible of an amount
by which the rent paid exceeds 10% of the total income.

Thus, if total incomc is Rs. 50,000 and rent paid is Rs. 7,000, permissible deduction
will be 7.000 — 10% of 50.000, i.e. Rs. 2.000.

But cven the amount calculated as above is restricted to —

i) Rs. 1000 per month or |
i) 25% of total income whichever is less,

Thus, in the above case if therent paid was Rs. 20,000, the excess over 10% of total
income. would have been Rs. 15,000 which would have been further restricted to
Rs. 1,000 per month, i.c. Rs. 12.000.

Thisdeduction isnot allowable to an employee getting house rent allowance from his
employer, the exemption in rcspect of which is governed by the provisions of
Section 10(13A).

Total income for this purpose means the gross total income reduced by al the
deductions under this Scction,

Check Your ProgressC
Indicate whether any deduction 1s admissible, Also quantify the amount of deduction :
a) 1) An expenditure to mecet cost of children's education
2) An expenditure to meet cost of medical treatment
3) Premium paid for life insurance on the life of
i) Sdf
ii) Wife/Husband
iii)" Minor Son
iv) Dependent Mother

4) Premium in respect of medical insurance on the health of
i), Sdf
ii) Wife/Husband
iii) Dependent Son

Deductions from Gross Tolal Income
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b)

iv) Independent Son
v) Dependent Father
vi) Dependent Sister
5) Sum spent on treatment of
i) handicapped dependent sister
ii) handicapped dependent sister-in-law
6) Sum spent for purchase of books required for employment
7) i) Rent pad for a house belonging to wife
ii). Rs. 6,000 paid as rent by one whose total income is Rs. 75,000
i) Rent paid for house in respect of which house rent
allowance is admissiable.

An individual whose gross total incame is Rs. 50,000 and who is entitled to @
deduction of Rs. 10.000 under Section 80-C. 80-CC incurred an expenditure of
Rs. 1.500 per month on house-rent. Is he entitled to any deduction. If yes, how

much?

An individual who has a permanently physicaly handicapped brother tatally
dependent upon him incurs an expenditure of Rs. 3,000 on his treatment.
i) Is he entitled to any deduction? If so, what is the amount of deduction?

ii) How much deduction he would have got if he had another handicapped
dependent relative and incurred expenditure on the treatment of both.

11.5 DEDUCTIONSFOR ENCOURAGING VOLUNTARY

PARTICIPATION IN CHARITABLE AND
SOCIALLY DESIRABLE ACTIVITIES

The Income Tax Act, 1961 also allows certain deduction for the contribution made,

in the charitable and socially desirable activities. These arc explained in Section HOG
and 80-GGA.

11.5.1 Contribution to Charitable Trusts/Associations/Societies

1)

2)

3)

(Sec. 80-G)

Contribution made to following trusts, associations or societies qualify for
deduction —

i)  Nationa Defence Fund

ii) Jawaharlal Nehru Memoria Fund

iii) Prime Minister's Drought Relief Fund

iv) Prime Minister's National Relief Fund

v)  Prime Minister's Armenia Earthquake Relief Fund

vl) National Children's Fund

vii) Indira Gandhi Memorial Trust ‘

viii) Any other fund or institution to which Section 80-G applies

ix) Government or any local authority to be utilised for charitable purpose
other than promotion of family planning

x)  Housing authorities mentioned in Section 10(20A)

xi) Government or such local authority, institution or association as arc
approved if the payment is for promoting family planning

xii) For renovation or repairs of such temple, mosque, guardwara, church etc.
.as are notified to be of historic, archaeological or artistic importancc.

The deduction will be 100% o the qualifying amount in respect to payments
mentioned;in (jiv)', (v) and (xi) and 50% of the qualifying amount in respect of
the rest.

The qualifying amount will be determined as under :

i) If the aggregate of the amount paid isless than Rs. 250, no deduction will be
alowed.

ii) If the aggregate of items refcrred in items (viii), (ix), (x), (xi) and (xii)
exceeds 10% of the Gross Total Income (asreduced by all deductions except
thisone) the aggregate qualifyingamount for these itemswill be restricted to
10%.. .



4) Regarding item mentioned in (viii), i.e., contribution to any other fund or

institution to which this section applies, it is necessary that the fund etc. should

comply with following conditions :

i) the income of such fund, institution etc, should be exempt by reason of

itscharitable other provisions exempting income viz. educational institutions
[10(22)], hospitals ctc., [10(22A)], sports associations [10(23)], Regimental
Fund established by Armed Forces[10(23AA)] or other funds mentioned in

Section 10(23C);

ii) the rules should not permit application on transfer of any part of income or

asset for any purpose other than charitable purposes;

iii) theinstitution ctc. should not be for the benefit of any particular community;

iv) the institution etc. should maintain regular accounts of income and

expenditure;

V) the institution ctc. should be constituted either asa public charitable trust or
registered under Societies Registration Act or under Section 25 of Indian

Companies Act or should be a University established by law or should be
any other educational institution recogniscd by or affiliated to any University

or an institution appproved for the purpose of Section 10(23C) or an

institution financed by the Government or local authority.

Look at Illustration 3 and see how the amount of deduction u/s 80G is regulated.

IHlustration 3

A person with gross total income of Rs. 80,000 for the assessment.year 1990-91 is
entitled to deduction of Rs. 10,000 (under Section 80-C) for life insurance premium

etc. Further he made following donations:
i) toNationa Defence Fund
i) to Prime Minister's National Relief Fund
iii) toacharitable hospital whose income is not to be taxed
under Section 11
iv) toan educational institution whose income is exempt u/s 10(22)

Solution

Qualifying Amwnt

i) National Defence Fund

ii) Prime Minister's National Relief Fund

iii) charitable hospital and

iv) educational institution 10% of (80,000—10,000)

Deduction

i) 50% or 1,000
ii) 100% or2,000 .
iii) & iv) 50% of 7,000

. Total Income

GrossTotal Income
Lessdeduction u/s 80-C

Lessdeduction u/s 80-G

1,000
2,000

5,000
5,000

13,000

1,000
2,000
7,000
70,000

10,000

500
2.000

3,500

et

6,000

80,000
10,000

70,000
6,000

64,000

Deductions from Gross Total Income

15 .



Assessment of Individual 11.5.2 Contribution to Certain Approved Ingtitutions (Sec. 80-GGA)
1) Deduction is allowed in respect of—

a) Contribution to an approved scientific research association or to an approved
University, College or other Institution to be used for scientific research.

b) Contribution to an association or institution having the object of undertaking
an approved programme of rural development.

¢) Contribution to an approved association or institution having the object of
undertaking an approved programme o conservation of natural resourcesor
afforestation.

d) Contribution to notified fund for afforestation.
e) Contribution to notified Rural Development Fund.

f) Contribution to an association or institution which has as its object the
training o persons for implementing programmes of rural development.

2) These deductions are not to be alowed to an assessee deriving income from
businessor profession. In his case, these contributions are allowed in the

computation o the business income.

Check Your Progress D

a) How much deduction isadmissible u/s 80-G in each case to asalaried employee
presuming that no other donation is made and the total income before such

deduction is Rs. 50,000.

Deduction

i) Rs. 10,000 to National Defence Fund ... Rs.
ii) Rs. 10,000 to Prime Minister's National Relief Fund. ... Rs.
iii) Rs. 7,000 to the institution for promotion of family

planning ... Rs.
iv) Rs. 6,000 for renovation of mosque notified as of

historic importance ... Ra
V) Rs. 200 for Adarsh Vidyaaya whose income is not

taxable under Section 10(22) ... Rs.
Vi) Rs. 2,500for Cancer Saciety of India Lo which Section

80-G applies ... Rs.

b) How much deduction is admissible in respect of the

following:
) Rs. 1,000 to an approved University for scientific

research ... Rs.

ii) Rs.2,000t0 aninstitution set up'for rural development
for carrying out an approved rura development
programme approved having been granted in 1982 ... Rs.

iii) Rs. 3,000to Rura Development Fund ... Rs.

What will be the position if these: payments Were made by a doctor having
independent private practice?,

c) Work out the taxableincomefor the assessment year 1990-% from the following:

1) Income under the head 'Saary' Rs. 43,000

2) Income under the head 'Other Sources Rs. 8,000

3) Income under the head 'Other Sources' includes Rs. 3,000 interest from the
Bank, Rs. 3,000 income from UTI and Rs,, 2,000 interest from Reliance
Industries

4) He deposited Rs. 5,000 under the National Savings Scheme
5) He contributed Rs. 700 per month to a Statutory Provident Fund

6) Donated Rs. 700to Blind Relief Society to which provisionsd Section 80-G
16 apply. !

i



11.6 DEDUCTIONS FOR ECONOMIC GROWTH

Tn order to encourage the new industrial units for the overall balanced economic
growth of the country, the IT Act 1961 allows certain deductions. These deductions
are as follows:

11.6.1 For Setting up New Industrial Units Anywhere (Sec. 80-I)

1

2)

3)

Deduction is allowed out of income from a new industrial undertaking at the
following ratks:

i) If theindustrial undertaking begins to manufacture or produce articles or
operate cold storage prior to 1.4.1990 ... 20% of the profit

ii) If theseoperationsstart on or after 1.4.1990 e 25%

These deductions are alowed in theinitial year in which the industrial
undertaking begins production and the following seven years. In effect,

therefore, the deduction is allowed in 8 assessment years.

If, however, these operationscommence on or after 1.4.1990, the deduction will
be allowable for initial years and the following nine years. This means that
deduction will be allowed for 10 assessment years.

Deduction is allowed only to those undertakings which fulfil al the following

conditions:

a) the new undertaking is not formed by the splitting up or reconstruction of
already existing business;

b) itisnot formed by transfer to a new business of machinery or plant previously
used for any purpose. Thisconditionwill not apply in the case of second-hand
imported machinery which at no time was used in India and in respect of
which no depreciation was allowed or allowable in India. This condition will
also not apply if the total value of transferred machinery or plant does not
exceed 20% of thetotal value of machinery or plant used in that business;

c) thenew undertaking beginsoperating at any time within a period of fourteen
years next following the 31st day of March, 1981,

d) thenew undertaking, if itisnot asmall scaleindustrial undertaking, produces
any article other than those mentioned in Eleventh Schedule (Eleventh
Schedule consists of non-priority items such as cigarettes, liquor, cosmetics
etc.).

e) the new undertaking employs ten or more workersif the manufacturing
processiscarried on with theaid of power and twenty or more workersif thé
process is carried on without the aid of power.

11.6.2 For Setting up New Industrial Unitsin Backward Areas

1)

2)

(Sec. SDWW)
Deduction isallowed out of profit from an industrial undertaking or hotel set up
in any backward areaat the rate of 20% of such profit for a period of tenyears |
beginning with the year in which the industrial undertaking begins manufacture
or hotel starts functioning. Backward area means such area which has been
notified by the Central Government as backward area having regard to itsstage
of development.

This deduction applies only to those undertakings which fulfil the following

conditions:

i) it beginsto manufacture or the hotel begins to function after 31st December,
1970;

it) itisnotformed by splitting up or the reconstruction of a businessalready in
existence in any backward area;

iii) it is not formed by the transfer to'a new business of machinery or plant
previously;
This condition will not apply if the total value of transferred machinery or
plant does not exceed 20% of the total value of machinery or plant used in
the business;

Deductions from Gross Total Income
)

17
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iv) it employs at least ten workersif the manufacture is with the aid of power
and at least twenty workers if the manufacture is without the aid of power:

y) inthe case of hotels, they should be approved for the purpose by the Central
Government.
3) If the industrial undertaking is also a small scale undertaking set up in a rurd
areaand hasclaimed deduction under Section 80-HI-1A (to he discussed later in
11.5.3), this deduction will not be allowed.

4) Thisdeduction will not be allowed in respect of undertakings or Hotels beginning
manufacture (in the case of hotelsstarting to function) on or after Ist April, 1990.

This means that the deduction has been discontinued in respect of
undertakings/hotels coming into existence now.

11.6.3 For Setting up Small Scale Unitsin Rural Areas
(Sec. 80-HHA)

1) This deduction is allowed out of profits and gains of new small scale industrial
undertaking set up in rural areas. The undertaking should be one which begins

to manufacture after 30th September 1977 and which complies with all other
conditions which are laid down for the undertakings qualifying for deduction
under Section 80-HH (Refer 11.5.2—Para 2).

2) Thisdeduction is also admissible for a period of ten previous years beginning
with fheprevious year in which the industrial undertakings begin to manufacture

or produce articles. The amount of deduction is 20% of the profits or gains
derived from such undertaking.

3) If, however, an undertaking qualifies for deduction under Section 80-HH
(applicable to undertakings in backward areas) also and claims deduction undet

that Section, no deduction will be allowed under this Section.

4) This deduction will not be allowed if the undertaking begins to manufacture
articles on or after 1st April, 1950.

11.6.4 For Encouragement to Poultry Farming (Sec. 80-JJ)

Deduction is alowable out of profit and gains of the business.of poultry farming at
the rate of 33'3% thereof.

This deduction is allowable for and from the assessment ycar 1990-91.

11.7 DEDUCTIONS IN RESPECT OF EARNINGS IN
FOREIGN EXCHANGE

There are certain deductionswhich are alowed in order to boost exports and earn
foreign exchange. These are explained w/s 80-HHB, 80-HHC, SO-HHD, 80-HR,
80-HRR, 80-HRRA.

11.7.1 In Respect of Income from Project Exports (Sec. 80-HHB)

1) Thisdeduction is alowable only to an individual who is resident in India.

2) Thedeductionisalowable out of the profitsand gainsderived from the business
of —
a) execution of foreign project, or
b) execution of any work forming part of aforeign project undertaken by any

other person.

In both the cases, the contract should-be with the foreign government or any
foreign authority or agency or aforeign enterprise.

3) The anjount of allowable deduction is 50% of the profits and gains from-the
execatien gf such projects/work.

4) The deduction is alowable only if the consideration for execution of such
project/wark is payable in convertible.foreign exchange.



5) The deduction is allowable subject to the fulfilment of following conditions: Assessment of Individual

a) Separate accounts for such projects/works should be maintained and got
audited by a Chartered Accountant.

b) A reserve of an amount equal to 50% of the profit from such projectlwork
should be created by credit to 'Foreign Projects Reserve Account’ This
reserve should be utilised in the next five years for the purposes of the
business but not for distribution by way of profit. If the amount is utilised
within five years for any other purpose or for distribution as profit, the
deduction shall be considered to be wrongly allowed and the assessment shall
be rectified towithdraw such deduction.

c) Atleast 50% of the profitsor gainsfrom such project/work should be actually
brought in Indiain convertible foreignexchange within sx monthsof theend

of the previous year. If, for unavoidable reasons, it is not possible to do so,
the Commissioner/Chief Commissioner can extend this time.

Where the amount credited to Foreign Project Reserve Account--or the
amount actually remitted to India is less than 50% of such profits the
deduction is restricted to the amount credited or actually brought into India
whichever is less.

11.7.2 In Respect of Income from Export of Goods or Mercandise
(Sec. 80-HHC)

1) This deduction is allowable only to an individual who is resident in India.

2) The deduction is allowable out of profit derived from the export of goods or
mercandise. It, however, does not apply to profit derived from export of
(i) mineral oil, and (ii) minerals and ore.

3) Uptothe assessment year 1990-91 the deduction alowable is of the entire profit
derived from export. For this purpose, the profit derived from export is to be
computed as under:

a) If the assessee's turnover is from export only, the entire profit computed
under the head " Profits and gains of business or profession’ will be the profit
derived from export.

b) If only part of the total turnover isfrom expaort the proportionate amount of
profit computed under the head " Profit and gainsof business and profession™
will be the profit derived from export.

i) Domestic Sales 10,00,000
ii) Export Sales 20,00,000
) 30,00,000

and thetotal profit under the businesshead is Rs. 3,00,000, the profit derived
from export will be

20,00,000
30,00,000

4) With effect from the assessment year 1991-92, the amount of deduction depend
upon the sale consideration brought in India. If the entire consideration for
export turnover is brought into India in convertible foreign exchange within six
months of the end of previous year or within such extended time as many be
permitted by the Commissioner/Chief Commissioner, the entire profit computed
in the manner described in Para 3 will be allowed as deduction.

3,00,000 X i.e., Rs. 2,00,000

If, however, only a part of the total consideration is brought in India, only the
proportionate amount will be allowed as deduction.

Total Turnover shall not include:

i) any sums receivable by an exporter by way of profit on sale of a license
granted under ttie Imports (Control) Order 1955.

ii) Cash received or receivable against export under any scheme of the
governments assistance. 19
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iii) Repayment o any duty d customsfor example:

Profit derived from export 2,00,000
(computed in the manner mentioned in para 3)
Export turnover 20,00,000

Convertibleforeign exchange brought in India  15,00,000
The deduction will be limited to

15,00,000

B — Rs. 1,50,000
0000 - RS 1:50.00

2,00,000 x

5) Thisdeduction is also available to a supporting manufacturer who, instead of
making a direct export himself, exports through an Export House or Trading
House. In thiscase the Export House or Trading House should issue acertificate
of disclaimer that they have in respect of such export turnover not claimed the
benefit of Section 80-HHC. The benefit available to the Export House/Trading
House will in such cases be proportionately reduced.

[lustration 4 will help you to clearly understand the provisions Section 80-HHC.

Illustration 4

‘A’ supporting manufacturer exports through B, a Trading House, goods of
Rs. 2,00,000. The total turnover o 'A' is Rs. 10,00,000 and the business profit is
Rs. 1,00,000.

The total export turnover o the Trading House 'B' is Rs. 20,00,000 and business
profit is Rs. 3,00,000. The entire sale proceed is brought into India in convertible
foreign exchange. 'B' issues a certificate disclaiming the turnover of Rs. 2,00,000 of
goods manufactured by 'A'.

Solution

Benefit availableto 'A’ Rs.

BusinessProfit 1,00,000

1,00,000 X 2,00,000
10,00,000

Deductionu/s 80-HHC 20,000

Benefit availableto'B'

Business Profit 3,00,000

Less on account of disclaimer i.e.,

2,00,000 (disclaimed T/o)

20,00,000 (Tota export Tio)

Profit attributable to export 20,000

3,00,000 x 30,000

Deduction u/s 80-HHC Rs. 2,70,000

11.7.3 In Respect of Earningsof Tour Operators and Hotels
(See. 80-HHD)

1) Thefalowing deduction is allowable to resident person engaged in the business
o approved hotels, tour operators or travel agents in respect of profit derived
from services provided to foreign tourists :

a) 50% o profit derived from services provided to foreign tourists, plus

b) somuch o the remaining50% as has been debited to Profit and L oss Account
and credited to a reserve account.

2) The amount transferred to reserve account has necessarily to be utilised within
next five years for following purposes:

a)-.construction of new approved hotelsor expansion d facilitiesin existing
approved hotels

b) purchaseof new cars and new coaches

¢) purchase of sports equipments for mountaineering etc.

d) construction of conferenceor convention centres

€) provisionof such new facilitiesfor growth of Indian tourism asmay be notified
by the Central Government.



For AY 1991-92 and onwards the amount brought in or received in Convertible
Foreign Exchange (CFE) within 6 months from the end of PY will qualify for
such deduction. It is further provided that the deduction will be restricted in the
proportion as the receipt in CFE received in or brought in, if the reserve-is
utilised for any other purpose, it shall be deemed to be the profit of the year in
which the amount wasso utilised and shall be charged to tax. If the same remains
unutilized in the next fiveyears, the unutilized amount shall be deemed to be the
profit of the sixth year and shall be charged to tax.

3) Profits derived from services provided to foreign tourists will be computed as -
under:

a) Incaseswhere the businessconsistsexclusively of servicesto foreign tourists
resulting in receipts in convertible foreign exchange, the entire profit
computed under the head 'Profit and gains of business or profession'.

b) Where only part of the total activitiesconsist of services to foreign tourists
resulting in receipt of convertible foreign exchange, only that part of the
business profit which isin proportion to such receipts and total receipts.

For example:

The total receipt of hotel . ... 1,00,00,000
Receipts in convertible foreign exchange ... 25,00,000
Profit from business 20,00,000

The amount would be calculated as follows:

20,00,000 x 25,00,000
100,00,000

The profit derived from servicesto foreign tourists will be

i.e., 5,00,000

Presuming that no reserve is created. the deduction will be 50% of 5,00,000 i.e.,
2,50,000.

For AY 1991-92 and onwards the amounts brought or received in convertible foreign
exchange (CFE) within 6 month-from end of PY will quaify for such deduction, It
is further provided that the deduction is restricted in the proportion in which the
receipts in CFE received or.brought in India bears to the total receipt of the tourist
carried on by the assessee.

11.7.4 In Respect of Remuneration of Teachers, Professors etc.
(Sec. 80-R)
An Indian citizen deriving remuneration for services rendered outside India in the

capacity as a professor, teacher or research worker in any University or.other
educational institution established outside India is entitled to following deductions:

Up to assessment year 1990-91 ... 50% of such remuneration for a maximum
period of 36 months.

For and from assessment year 1991-92 ... 50% of remuneration or 75% of such
remuneration asis actualy brought into
India, whichever is higher. The condition
of 36 months is no longer applicable.

11.7.5 In Respect of Income Earned by Artists, Authorsand Playwriters
(Sec. 80-RR)
An Indian resident deriving income from outside India in exercise profession of an

. author, playwright, artist, musician,. actor or sportsman (including an athelete) is

" entitled to deduction as under:

Up to assessment year 1990-91 ... 25% of such remuneration if the same was
brought into India®

For and from assessment year 1991-92 ... 50% of remuneration or 75% of such

remuneration asis brought into India,
whichever is higher.

Deductions from Gross Total Income
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11.7.6 in Respect of Incomeof Certain Technicians Rendering Services
Abroad (Sec. 80-RRA)

1). An Indian citizen being a sponsored Central or State Government employee or
a technician having specmhsed knowledge and expenence.ﬂn specified fields is
entitled to deduction in respect Of any remuneration from foreign sources.

2) The deduction will be of an amount equal to 50% of the gross remuneration or
75% o such remuneration asis brought into India, whichever is higher. Earlier
such deduction isallowed for a maximum period of 36 monthsif the services were
continuous but with effect from 1.4.91 this condition has been removed.

3) Thededuction to persons other than the sponsored Central or State Government
employees is allowed only if the terms and conditions of hisservices outside India

are approved by the Central Government

11.8 DEDUCTIONS INTHE CASEOFTOTALLY BLIND
OR PHYSICALLY HANDICAPPED RESIDENT
PERSONS (SECTION 80-U)

A deduction of Rs. 15,000 is allowed to a resident individual who.is—
a) totally blind, or

b) suffersfrom permanent physical disability specified in the rules which has the
effectdf substantially reducing his capacity to engage in gainful employment or
occupation. or

c) subject to mental retardation to the extent specified in rules and which
substantially reduces hiscapacity to engage in gainful employment or occupation.

11.9 LET USSUM UP

The scheme of computing taxable income under the Income Tax Act is to first
compute income under each head. The aggregate of income under each head is
known as 'Gross Total Income'. Out of gross total income certain deductions are
allowed which are not for expenses incidental to earning the income but are of the
nature of incentives aimed at achieving certain socio-economic goals through the
instrumentality of taxation or provisionsto mitigate hardshipsto tax-payerg who have

,necessarily to incur certain personal expenditure. Such deductions are laid down in

Chapter VIA. The income after such deductionsiscalled "Total Income' which forms
the basisfor income tax.

These deductions are either income-based or expenditure-based. Income-based
deductions are dependent upon and are in relation to income of specified nature.
such as, deduction in respect of income from investments (80-L), income of poultry
farming (80-jj), profit of newly established industrial undertakings (80-HH, 80-HHA
and 80-1), profit from export of goodsor mercandise (80-HHC), profit from services
to foreign tourists (80-HHD), income earned for services rendered outside India
(80-R, 80-RR and 80 RRA) and income of a totally blind or physicaly handicapped
person (see 80-U). Expenditure-based deductions are based on and computed with
reference to the expenditurelinvestment of specified nature, viz., long-term savings
(80-C), investment in new eligible equity issues (80-CC), deposit under National
Savings Scheme (80-CCA), deposit under equity 1inked saving scheme (80-CCB),
payment for medical insurance premia (80-D), payment as donation or contribution
towards charity or purposes like scientific research, rural development and'
conservation of natural resources (80-G, 80-GGA), payment for rent (80-GG)and
expenditure on treatment of handicapped dependents (80-DD).

One important point to remember is that the total of all deductions under Chapter VIA
cannot exceed the_Gmss Total Income. In other words, these deductions cannot
result in 'Total income’ being a negative figure, i.e., loss.



11.1

KEY WORDS

Deductions. Permissible amount under Chapter VIA by which the gross total income
is reduced to arrive at the total income liable to tax.

GrossTotal Income: Aggregate of income computed under each head of income

Total Income: Amount of income computed in the manner laid down in the Income
Tax Act on which tax is charged.

11.11 ANSWERSTO CHECK YOUR PROGRESS

A) @) i)

Rs. 10.000 (lirnited to 10%)

ii) Rebate in tax—Rs. 2,000 (20% of Rs. 10,000)

b) i)

d)

b) i)

L.l.P.

R.P.F.

N.S.C.

Home Loan Scheme

3,000
24,000
10,000
12,000

49,000

Deduction for 1990-91 will be limited to the qualifying amnunt of
Rs. 40,000 and will be calculated as under:

6000
6000
28000

Next
Balance

100%
50%
40%

Rs. 6,000
Rs. 3,000
Rs. 11,200

Thequalifying amount of deduction will be Rs. 10,000 and deduction will

be computed as under:
First 6000
Balance 4000

100%
50%

In

6000
2000

8000

The taxable income will bc 90,000 - 8,000, i.e. Rs. 82,000.

Gross Total Income

L ess deductions
U/s 80-C (100% of 2400)
U/s 80-CC (50% of 20000)

Gross Total Income

Less Deductions :

U/s 80-C L.1.P.

Loan repaid (limited to)
RP.F

100%
6000 50%
9000 40%
U/s 80-CCA (100% of 9000)

6000

2400
10000

Rs. 78,000
Rs. 12,400
Total Income Rs. 65,600
Rs. 80,000
6000
3000
3600 12600

9000 Rs. 21,600

Total Income for 1990-91 RS. 58,400

Rs. . 10,000 will be included in the total fhicome in the assessment for the

year 1993-94.

Therc will be no tax-liability on the sum in respect of the amount

withdrawn.

Deductions from Gross Total lucome

23



Assessment o Individual

24

¢) Gross Toal Income.

C 8

Rs. 50,000

Less deductions :
U/s 80-C —Int. on N.S.C. deemed to bereinvested 3000
U/s80-L i) 3000
i) 3000
iii) 5000
iv) limitedto 1000 12000 Rs. 150011
Total Income Rs. 35,000
1 No
2 No
3 i) Yes
i) Yes
i) Yes
iv) No
4 i) Yes—Upto Rs. 3000 in the aggregate
i) Yes— -do-
i) Yes— -do-
iv) No
v) Yes—Up to Rs. 3000 in the aggregate
vi) No
5 i) Yes—Rs 6000 irrespective of actual expenditure
i) No
6 No
7 1) No
i) No
iii) No

b) Rent paid in excessof 10% of Rs. 40,000 is Rs. 14,00(). Deduction will be
limited to Rs. 10,000 being 25% of the total income allowing such deduction.

c)

D) a

b)

)
i)
i)
i)
iii)
iv)
v)
Vi)
)
i)
iii)

Yes—Rs. 6,000
The deduction will remain Rs. 6000 only for both.

Rs. 5,000

Rs. 10,000

Rs. 5,000 (qualifying amount restricted to 10% of Rs. 50,000)
Rs. 2,500 -do-

No deduction as the amount is less than Rs. 250

Rs. 1,250

Rs. 1,000
Rs. 2,000
Rs. 3,000

No deduction will be allowed if income is derived from 'business or
profession’. It will be allowed while computing income under that head.
Saary Rs. 43,000

Other sources Rs. 8,000

Grosstotal income Rs. 51,000

L ess deduction
U/s 80-C—RPF 8,400

6000 a 100% 6,000
2400a 50% 1,200

. U/s 80-CCA 7,200
U/s 80-G 5,000
U/s 80-L 350

6,000 18,550
Total Income 32,450

11.2 TERMINAL QUESTIONS/EXERCISES

Questions
1) What isgross total income? How do you compute it?



2) Distinguish between
a) alowable expenses and deductions
b) deductions and rcbatc.

Exercises

I) X' asenior executivein Government hasan income of Rs. 70,000 under the head
‘Income from Salary'. He contributed Rs. 2000 per month to the statutory
provident fund and purchased National Saving Certificates of Rs. 20,000. He has
ason who is permanently handicapped. He contributed Rs. 2000 to the National
Defence Fund.

How would you complete his assessment for the year 1990-91.
(Answer : Rs. 48,800)

2) :X'isa Doctor wha has an income of Rs. 1,20,000 from practise. During the
previous year 1990-91 he deposited Rs. 30,000 under the National Savings
Scheme and contributed Rs. 12,000to the Public Provident Fund. Heislivingin
a rented house for which he pays rent of Rs. 3000 per month.

Work out his total income for the assessment year 1990-91.
(Answer : Rs. 69,800)

3) 'X' has following income from his investment:

i) Income from Units of Unit Trust of India 3000
ii) Income from Units of State Bank Mutual Fund 2000
iii) Interest from bank? 3500
iv) Intcrcst from National Savings Certificate 4500
v) Divider 1 from Indian companies 2000
vi) Intcrest on debentures of DCM Ltd. 1000
Find out the total income for 1990-91 if his income from business is

Rs. 80,000 including Rs. 10,000 profit derived from export.

(Answer : Rs. 58,000)

4) 'X' has several business profit from which is as under:

i) Retail cloth business 15,000

i) Poultry farming 45,000

ii) New industrial unit which began to manufacture'articlesin June 1990 60,000
1,20,000

He made a donation of Rs. 20,000to0 a hospital income of which isexempt under

Section 10(22A).

Work out his total income for the assessment year 1990-91.

(Answer : Rs. 84,750)

5) 'X" who suffers from a permanent physical disability (which has the effect-of
reducing substantially his capacity to engage in a gainful employment) derives
following income:

Pension 36,000
Interest from Bank 14,000
50,000
He contributed Rs. 6000 to Public Provident Fund. Find out histotal incomefor
1990-91.
(Answer : Rs. 23,000)
6) ‘X' whoisacitizen of India isemployed asa professor in an University in USA

and draw a remuneration in US $ which is equivalent to Rs. 4,00,000 in Indian
rupee. He remitted an amount equivalent to Rs. 3,00,000 to India during the
previous year 1990-91.

Find out his total income for the assessment year 1990-91.
(Answer : Rs. 2,00,000)

Note: These questions will help you to understand the unit better. Try to write

answers for them, But do not submit your answers to the University.
These are for your practice only.

Deductions from Gross Total Income
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UNIT 12 COMPUTATION OF TOTAL
INCOME

Structure

12.0 Objectives

12.1 Introduction

12.2 Stepsin Computation of Total Income
12.3 Headwise Computation of Income
12.4 Computation of Gross Total Income
12.5 Deductions Under Chapter VIA

12.6 Some lllustrations

12.7 Let UsSum Up

12.8 Terminal Qestions/Exercises

12.0 OBJECTIVES

After studying this unit you should be able to:

¢ compute income under individual heads;

e compute Gross Total Income;

e caculatethelossesto be set off and carried forward and set off its succeeding years,
and finally;

e compute the total income.

12.1 INTRODUCTION

Y ou know the assessee is put totax on the basisof hisresidential status. Income tax

is chargeable on the 'total income' of the previous year at the rate prescribed in the
Annual Finance Act for the assessment year relevant to that previous year. 'Total
income' isdefined astheincome computed under the provisionsof Income Tax Act,
1961, The same forms the basis for computing the tax payable by or refundable to
the assessee. In this unit you will study how the income from different heads is
computed, what deductions are allowed and how the income chargeable to tax
calculated.

12.2 STEPS IN COMPUTATION OF TOTAL INCOME

The following stages are involved in the computation of total incon::=:

i) Computation of taxable income from each source under a particular head;
il) Computation of-taxable income under each head;

iify Computation of gross total income;

iv) Ascertaining the amount of deductions admissible under Chapter VI1A; and

V) Arriving at the Total Income.

123 HEADWISE COMPUTATION OF INCOME

Under the scheme of Indian IncomeTax Act, theincome of a tax-payer fallsin one
or more o the following heads of income :

e Income from salaries

Income from house property

Profits'and gains of business or profession
Income from capital gains

Income from other sources.

»



Specific provisions are contained in the Act for computation of income under each
head of income. Asabroad general prin¢iple, in the absence of any specific mention
of allowances or disallowances, income under each head is computed by deducting
from the gross profit/receipts the expensesof revenue nature which are incidental to
business(Section 37) in case of businessincomeand which areincidental to earning

~ the income in other cases.

(For detailed discussion refer to Units 5 to 10).

Income from different sources under each 'head of income' is to be separately
computed. For example, a person may be the owner of more than one businessin
which case, the profit of each business will be computed separately and total of dl
will be the income under the head 'profits and gains from business or profession'.
Similarly, a person may earn capital gainsfrom more than one transaction in which
case gains arising from each transfer is to be separately computed and the total of
such gains will come under the head 'Capital gains.

If there is income from one source and loss from another source faling within the
same head of income the loss will be adjusted (technically known as set off) against
the income of another source and only the net figure will be the income under the
head. If, for example, there is profit & Rs. 50,000 from business'A' and loss of
Rs. 30,000 from business 'B', it isonly Rs. 20,000 after such intra-head adjustment
that will be 'profit from business.

Speculation loss is, however, alowed to be set off only out of profit from another
speculation business and not from the profit of any other business.

124 COMPUTATION OF GROSS TOTAL INCOME

Having computed income under individual heads (refer 12.4 above), the next stepis
the aggregation of income under al the heads.

If the income computed under any head or headsis aloss, such lossisalowed to be
adjusted against the income under other heads. For example, if the computation
under the head 'Profit and gain d business isaprofit of Rs. 1,00,000 and thereisa
loss o Rs. 30,000 under the head ‘income from house property' the loss can be
adjusted against the business income with the result that there will be profit from
business Rs. 70,000 only.

Asmentioned in Para5of 12.3, the lossarising from speculation businesscannot be
set off either out of profit of any other business or income under any other head.

After the inter-head set off mentioned in Para 1 above, the next.step isto allaw set
off of the past losses under business and capital gains which could not be set off in
earlier years and hence carried forward in those years. Such a set of is, however,
subject to the following conditions:

® |oss carried forward can be set off against income under the same head, if any.
o carried forward speculation loss can be set off against speculation profits only.
¢ business loss can be set off against the business income only if the same business

is not discontinued,

* |ossunder the head business can be carried forward to eight succeeding assessment
years only but unabsorbed depreciation can be carried forward without any
limitation as to time. Thus, if the lossis carried for an assessment year beyond
eight years, no set off is permitted.

¢ |ossarising from long-term capital gain can be carried forward to eight succeeding
assessment years for set off against income under the head 'capita gains only.

In the above exampleif there was a carried forward businessloss of Rs. 60,000, it
will be set off against business income of Rs. 70,000 thus reducing the income under
this head is Rs. 10,000 only.

In case the carried forward business loss was Rs, 70,000 the entire loss would have
been resulted in nil income under the business head. If the carried forward business
loss was Rs, 80.000, it would have been set off to the extent of Rs. 70,000 and the

Computation of Total Income
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remaining loss of Rs. 10,000 carried forward for set off in succeeding years. This
presumes that the same business isstill continued in this year and the carried forward
loss s not more than eight years old.

The income of each head after inter-head set off and set off of carried forward losses
inentioned in Paras 2 and 3 is then aggregated to give Gross Total Income.

12.5 DEDUCTIONS UNDER CHAPTER VIA

Next step for calculation of taxable income isthe deduction. The Gross Total Income
is reduced by the deductions mentioned in Chapter VIA. It isimportant to note that
such deductions cannot exceed the Gross Total Income. For detailed discussion of
such deductions refer to Unit 11,

After the deductions are made the resulting figure istotal income which issubjected
to tax at the rate or rates mentioned in the Finance Adct.

126 SOME ILLUSTRATIONS

Let ug now study afew illustrations for clear understanding of computation of total
taxable income of an individual.

THustration
The detail of X's income during the previous year 1989-90 are as under:

1) Saary from a public limited company Rs. 7,000 per month. In addition he was
in receipt of conveyance allowance of Rs. 1,000 per month which is claimed to
be totally spent for the purpose. He was also allowed free use of a car (16 RP)
owned by the employer.

2) He owned two properties —
i) Property 'A' was a commercial one let out at Rs. 2,000 per month. He paid
Rs. 6,000 as municipal taxes for this property, spent Rs. 600 for collecting
rent and Rs. 6,000 as interest on the amount borrowed for construction.

i) Property 'B'was aresidential unit construction of which was completed in the
year 1988. It was let out at Rs. 1,500 per month. Municipal taxes were
Rs. 3,500. Heincurred expenditure on repairs Rs. 500 and paid Rs. 8.000 as
interest on the amount borrowed for construction.

Calculate his income under the relevant heads and the Gross Total Income for the
year 1990-91.

Solution
Rs. Rs.
Sdary—B'asic 84,000
Perquisite value of car 300 x 12 3,600
87,600
Lessstandard deduction . 12,000
. 75,600
Incomefrom Properties
Rs.
A) Rental value 24,000
Less: Taxes 6,000
ALV 18,000
. Less: 1/6for _
Repairs 3,000

Interest - 6,000



Collection Charges
(beingless than 6%) —600

9,600 8,400
B) Rental value 18,000
Less: taxes 3,000
15,000
Less: for new unit 3,600
ALV 11,400
Less: 1/6% for
Repair 1,900 .
Interest 8,000
9,900 1,500 9,900
GrossTotal Income 85,500
[llustration 2

X' is a government employee getting a basic salary of Rs. 3,500 and D.A.

Rs. 1,400 per month: He is alotted a government accommodation for his residence
the market rent of whichis Rs. 1,500 per month-but heischarged Rs. 100 per month
only.

During the year he purchased 1000 units of the Unit Trust of India at Rs. 13, got a
divide-nd of Rs. 1,800 and sold them at Rs. 10 per unit. He also purchased 500 .
Reliance Sharesat Rs. 150 and sold them at Rs. 250 per share.

He has an ancestral house property which is used by his family for self-residence.

Compute the income under relevant heads for the assessment year '1990-91.

Solution
Rs. Rs.
Sdlary — Basic 42,000
D.A. 16,800
Perquisite value of House nil
58,800
Less: standard deduction 12,000 46.800
Property — Thereisno Annual Valueforself-occupied property nil
Other sources— Dividendfrom UTI 1,800
Capital Gains— Short-term capital gains
Losson Unitsof UTI (-) 3,000
Gain on Reliance shares 5,000
—_— 2,000
Gross Total Income 50,600
[lustration 3

‘X’ isa professor in acollege getting Rs. 4,500 per month as basicsalary. He earned
Rs. 3,500 from examinership. He had purchased 200 sharesin 1987 at Rs. 90 per
share which he disposed of at Rs. $ during the year. He aso earned a short-term
capital gain of Rs. 13,000 in another transaction of shares.

He aso indulged in forward trading of ACC shares in which he incurred a loss of
Rs. 7,000.

He hasan old residential property in Alwar, — hishome town which he has neither
let out nor is he occupying it by reason of hisemployment in Delhi. The fair rental
valued the property isRs. 600 per month. He paid Rs. 1,200as Municipal Tax and

Rs. 1,000 asinterest on money borrowed for improvements made in the property in
1987.

Work out the income under relevant heads for the assessment year 1990-91.

Computation of Total Income
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Solution
Rs. Rs.
Sdary-Basic 54.000
[ 12.000
Lessstandard deduction 32,000
Business— Speculation in share (=) 7,000
Other sources— Examinership 3,500
Capital Gains -
Long-term loss on share (-) 8.000
Less deduction u/s 48(2) 8.000
nil
- i 13,000
short-term gain on shares 13.000
Gross Total Income 58.500

N.B.— 1) The Annual Vaue d property of thistype is Nil and there can be no loss
computed in respect of such properties (Sec. 23(3) ).

2) Thespeculation losscan be set off duly against speculation profit. Hence
not deducted in working out Gross Total Income.

Illustration 4

X' isasalaried employeein a private sector enterprise in Delhi getting R« 4,000 per
month. He wasalso provided with afree furnished residence which was hired by the
employer at Rs. 3,000 per month. The cost of furnishing was Rs. 50,000. in addition
he was allowed free the services of awatchman, agardener and a sweeper who were
paid Rs. 2,400, 2,400 and 1,800 per year respectively hy the employer.

He earned a capital gain (short-term) of Ks. 10,000 from sale of % plot of land, In
1985 he had incurred a short-term capital loss, out of which Rs. 6,000 was carried
forward.

Find his Gross Total Income.

Solution
Rs. Rs.
Saary 48,000
Perquisite value of house 17,000
Perquisite value of Watchman 2.400
Perquisite value of Gardener 2,400
Perquisite value of Sweeper 1,800
71,600
Lessstandard deduction 12,000
59,600
Incomefrom Businessor Profession
Consultancy charges 25,000
Capital Gains
Short-term 10.000
Lessset off of carried forward loss
_6,000 4.000
Gross Total Income 88,600

INustration 5
The following are the particulars of income of ‘X"

1) Heis employed in a public sector undertaking on a salary of Rs. 10,000 per
month.

2) Hewasallowed arrearsof salary amounting to Rs. 20,000 which rclates to the past
two years.



3) During the year he availed of leave travel concession for going to Goa and Second
Class AC fare amountiag to Rs. 5,600 was reimbursed by the employer for him
and his family.

4) He was paid Rs. 4.000 as premium on medical.

5) He paid profeséion tax to the State Government amounting to Rs. 1,000.

6) Heis insured for Rs. 50,000 and pays a life insurance premium of Rs. 7,000 per
annum.

7) He contributed Rs. 3,000 per month to the Provident Fund.

Work out the total income for the assessment ycar 1990-91. What would have been
the position of the above details were for assessment year 1991-92.

Solution
Rs. Rs.
Salary—Basic 1,20,000
Arrcars 30.000
Medical Ins. Premium 4,000
1.44,000
Less standard deduction 12,000
Less Profession tax 1,000
13,000
1,31,000

Gross Total Income 1,31,000

Lessdeductions

U/S 80-D 3,000
uIS80-C

LIP 5,000

PF 36,000

41,000 restricted to 40,0300

First 6000 — 100% 6,000
Next 6000 — 50% 3,000
Next 28000— 40% 11,200 -~ 20,200 23,200

Total Income 1,07.800

Assessment Year 1991-92

Rs.
Grosstotal income as worked above 1,31,000
Less deduction uls80-D 3,000
Total Income 1,28,000

Tax will he calculated on Rs. 1,28,000. Out of the tax so calculated, rebate of
Rs. 8,200 (20% of 41,000) will be allowed.

N.B. The assessec could have claimed relief under Section 89in respect of arrears of
salary.

[llustration 6

Mr.'Y' who was an employee with a private sector enterprise on a monthly salary of .

Rs. 7,500 plus dearness allowance of Rs. 1,500 retired after 20 years of completed
service on 31st August, 1989 and received the following amount on retirement.

i) a) Accumulated balance in Recognised Provident Fund including employer's
contribution and interest thereon Rs. 3,60,000.

b) Encashment of four months accumulated leave Rs. 30,000.

Computation of Total Income
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c) Gratuity amounting to Rs. 1,00,000.

He owned a residential property which was constructed in May 1987: The same
was let out at Rs. 4,000 per month. He paid Rs. 12,000 as municipal taxes and
spent Rs. 3,000 on collection of rent.

iii) During the year he deposited Rs. 20,000 under the National Saving Scheme of
the Government of India.

iv) He has a handicapped son and spent Rs. 10,000 on his medical treatment.

if)

v) He made the following donations during the year —

National DefenceFund - .... Rs. 5,000
Bombay Hospital . .... Rs. 10,000
Find out his total income for the assessment year 1991-92.
Solution
Basic(Apr.-Aug.) 37,500
D.A.(Apr.-Aug.) 7,500
Gratuity 1,00,000
Lessexempt — 112 monthssalary for
20years 7500 X 10 75,000
25,000
70,000
i 12,000
Lessstandard deduction 58,000
Incomefrom HouseProperty
Rs. Rs.
Rental value 48,000
LessTax 12,000
36,000
Lessfor new construction 3,600
ALV 32,400
Less1/6 for repairs 5400
Lesscollection charges
(Ltd. to 6%) 1944 7,344 25,056
Gross Total Income 83,056
Less deductions
U/S 80-CCA — deposit under NSS 20,000
U/S 80-DD — exp, on handicapped son' 6,000
U/S 80-G —donation N.D.F.
Bomaby Hospital 2500
(Qualifying amount restricted to 10% of
83056 - ,26000, i.e., 5706) 2,833 5,353 31,353
Total Income 51,703

Rounded off to 51,700

Tlustration 7

The proprietor of Amrit Kirana Store has a profit of Rs. 13,800 from business. He
isowner of severa properties, the details of which arc given below:

i) Property'A' isashop whichislet out at Rs. 2,000 per month. Municipal tax paid .
Rs. 4,000.

ii) Property 'B' isresidential unit construction in 1987 let out at Rs, 3,000 per
month. Muncipal taxes paid Rs. 12,000, The property remained vacant in the last
three months.

iii) Froperty ‘C’ isself-occupied constructed in April, 1988, municipal assessment of
this property isRs. 25,000 per month. Taxes paid are Rs. 10,000. Interest payable
on amount borrowed for construction'is Rs. 7,000.

During the year part re-payment of Rs. 15,000 was made to the Bank towards loan
taken for property ‘B’.



He contributed Rs. 1,000 per month to the Public Provident Fund. He also
contributed Rs. 5,000 towards 'Jiwan Dhara' annuity policy of LIC.

He made a donation of Rs. 5,001 to the National Children's Fund.

Find out his total income for thc assessment year 1990-91. What will be the tota
income if the above details relate to assessment year 1991-92.

Solution
Income from properties
Rs. Rs. Rs.
Prop. A— Rental value 24,000
Lesstax 4,000
20,000
Less 1/6 for repairs 3,333 16.667
Prop. B— Rental value 36,000
Lesstax paid 12,000
24 000
Lessfor new unit 3,600
ALV 20,400
Less 1/6 for repair 3,400
Lessvacancy allowance 3/12 of 204005,100 8,500 11,900
Prop. C — Annual Value . Nil
Less interest (—)5,000 (—)5,000 23.567
'Incomefrom business
Profit from Amrit Kirana 13,800
Gross Total Income 37,367
Lessdeduction
U/S 80-C —Refund of Loan 10,000
P.P.F. 12,000
22,000
4000 — 100% ... 6,000
6000 — 50% ... 3,000
10000 — 40% ... 4,000 13,000 13,000
U/880-CCA — Contribution to Jiwan Dhara 5,000
U/S 80-G — 50% of 5001 2,500 20,500
Total Income for 1990-91 16,867

(Rounded, off to 16,870)

For assessment year 1991-92
Gross total income 37,367
Lessdeduction
U/S 80-CCA 5.000
U/S 80-G 2,500 ' ‘ 7,500,
; 29,867

(Rounded off t029,870)

N.B. —Tax will becomputed on 29870and arebate up to an amount equal t020%
of 22,000, i.e., Rs, 4,400 will beallowed. Since the tax on Rs. 29,870 will be
lessthan Rs. 4,400, no tax will be payable neither any refund will be allowed.

Tlustration 8

A hasfollowing investments:;
i) Fixed deposit of Rs. 50,000 @ 11% in a bank.

Computation of Total Income
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if) 1000 Unitsof UTI of Rs. 10 each. Dividend declared 18%.
iii) Fixed deposit of Rs. 1.00,000 with D.C.M. Ltd. at 4% per annum.
iv) Deposit Of Rs. 50,000 under National Saving Scheme yielding interest at 11%.

National Savings Certificate VI Issue of the face value of Rs. 90,000 purchased
in earlier years. Interest accrued during the year Rs. 14,000.

vi) 2000 shares of G.E. Shipping of Rs. 10 each. Dividend declared 20%.

v)

Find his total income for the year 1991-92,

Solution
Incomefrom other sour ces
Int. on F.D. in Bank 5500
Int. on F.D. with DCM 14000
Int. on NSC 14000
Div. from UTI 1800
Div. from G.E. Shipping 4000
GrossTotal Income 39.300
Lessdeduction u/s 80-L
7000+ 1800 + 3000 11.800

Total Income 27,500

NB — Rebate of an amount equal to20% of Rs, 14,000 (accumul ated
interest on N.S.C. VI issue) will be allowed u/s 88 out of the tax
computed on the above total income. Since the tax on 27500 is
less than Rs. 2800, there will be neither any tax payable nor
refund allowable to the assessee.

12.7 LET USSUM UP

The assessee pays tax on histotal income. This total income is nothing but the
aggregate of taxable income from each head i.e., salaries, house property, business
and profession, capital gains and income from other source.

From this aggregateincome the carried forward losses are set off and the permissible
deductions u/s 80 are alowed. The resulting figure is the taxable income of the
assessee.

12.8 TERMINAL QUESTIONS/EXERCISES

Questions
1) What steps are involved in calculation of total taxable income of an individual'?

Exercises

1) ‘X’ isemployed with ABC(P) Ltd., Delhi on a monthly salary-of Rs. 4,600 and
D.A. Rs. 1,400. He has been providéd with a free-unfurnished residence
belonging to employer and also the services of agardener. Heisentitled to free
medical treatment in a dispensary maintained by the Company and free
refreshment during working hours. He also gets conveyance allowance of
Rs. 1,000 per month which he claims to spend for company's work.

He contributes Rs. 2,000 per month to a recognized provident fund. During the
year, he purchased National Savings Certificate VIIH issue of Rs. 5,000. He has
a handicapped son whose capacity to be engaged in gainful employment is
substantially affected.

Find out his total income for the assessment year 1990-91 and the tax rebate
admissible to him.

(Answee: Salary income Rs. 65,520. total income Rs. 54,900).



2)

3

4)

'X" isthe owner of several properties the details of which are given below:

i) Property A — constructed in 1987 — used for self-residence — Municipal
rental value Rs. 4,000 per month — Municipa tax paid Rs. 10,000— Interest
paid on money borrowed for construction Rs. 12,000.

ii) Property B — Ancestral — Let out at Rs. 2,000 per month for residential
purpose — Municipal rental value Rs. 1,000 per month — Tax paid Rs. 2,000 —
Insurance premium Rs. 2,000.

iii) Property C — Office premises — Constructed in 1988 — Let out at
Rs. 5,000 per month. Taxes paid Rs. 15,000 — Interest paid on money
borrowed for construction Rs. 40,000. Property remained vacant for last two
months.

He contributed Rs. 2,000 per month to the Public Provident Fund and deposited

Rs. 20,000 under the National Savings Scheme. He made a donation of

Rs. 5,000 to the National Defence Fund.

Work out his total income for 1990-91 and the tax rebate admissible to him.
(Answer: Income from house property Rs. 1,333).

‘X" isemployed in a public sector undertaking on salary of Rs. 7,000 and a
dearness alowance of Rs. 1,000 per month. He was provided with a rent free
accommodation (hired by the employerat 4,500 per month), free useof furniture
costing Rs. 1,00,000, free gas and electricity and free use of a chauffer driven
ambassador car.

Hehad adeposit of Rs. 1,00,000 in the bank at 11%, sharesdf theface value of
50,000 on which 15% dividend was declared, Units of UTI of the value of
Rs. 70,000 on which 18% dividend was declared and NSCs purchased two years
back on which interest of Rs.'11,000 accrued.

He invested Rs. 30,000 in the purchase of shares which formed part of the new
eligible issue of a manufacturing company.

Work out his total income for 1990-91 and 1991-92 (presuming that the facts
remain the same) as also the tax rebate admissible for 1990-91.

(Answer: Taxable income Rs. 76,300 for 1990-91 and Rs. 84,800 for 1991-92).
'X' isa 40% partner in a firm where his share was determined at 1,12,000.
He also runs a poultry farm from where a profit of Rs. 66,000 accrued.

Heis living in a rented house paying Rs. 4,000 per month as rent.

He contributed Rs. 10,000 towards the '‘Jiwan Dhara' annuity plan of the LIC
and deposited Rs. 35,000 under the National Savings Scheme.

He also purchased NSCs V111 issue of the value of Rs. 10,000.

Find out the total incomefor the assessment year 1990-91and on thé same facts
for 1991-92 as also the tax rebate admissible for 1990-91.

(Answer: Taxableincomefor 1990-91Rs. 1,06,000 and for 1991-92 Rs. 1,04,000)

Note: These questiohs will help you to understand the unit better. Try to write

answers for them. But do not submit your answers to the University.
These are for your practice only.

Computation ef Total Income
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13.0 OBJECTIVES

After studying this Unit you shiould be able to:

e seclect the formsof return and due dates for filing return;

e |igt the information to be provided in the return;

¢ make self-assessment of your income and define, deduct tax at source and
advance tax;

¢ cnumerate the consequences of delay in filingthe return and incorrect information;

¢ ligt the steps of processing of returns;

® enumerate the reasons for reassessment of income; and

® |ist the tax-authorities and their functions.

13.1 INTRODUCTION

In the previous unit you have studied about the computation d total income as per
the provision of Income Tax Act 1961. After the income has been computed, the next
step is to inform the tax authorities about the taxable income and pay tax. In this
unit you will study how the return isfiled with the tax authorities and how the return
is processed. You will also study about the tax authorities and their function.

13.2 RETURN OF INCOME

For quantification of tax liability every person whose total income exceeds the
exemption limit (which for and from the assessment year 1991-92 is Rs. 22,000) is
required to file a statement of his total income technically called 'return of income'
within the prescribed time to the prescribed income tax authority. Thisreturnforms
the basis for determining the total income and arriving at the tax payable or
refundableto the assessee. After receipt of the return, the tax authorities may decide
to accept theinformation furnished therein as‘true and calculate the tax liability based
on such information only. In other cases they may call upon the tax-payer to
substantiate the information and evidence to satisfy the authorities about the
correctness and completeness of the information-supplied in the return. They may

.themselves make independent enquiries, ask questions from the tax-payer and seek

such further information as may be considered necessary for determination of correct
assessable income. The total income is then determined after naki ng such
modification in the income stated in the return asmay be warranted by the evidence
furnished by the tax-paycr and enquiries made by the tax authorities.



Filing of the Return of Income cvery year is the first step in the proceedings for
completion of assessment and determination of tax liability. It is an important
document wliich needs to be filled in very carcfully and accurately.

Furnishing of inaccurate information or omission to disclose any material information

may entail penal consequences and may cven subject: the tax-payer to the. risk of
criminal prosccution. [t is. therefore. necessary to know about it in some details.

13.2.1 Selection of Correct Form of Return

There are four types of income-tax returns.,

One Of these returns is relevent for an osscssce and the relevance is determined by

the status (company or othcr) of the assessee and by the sources from which incomc.

is derived by him. These are :

1) Form No. 1 — For companies (except those claiming exemption under Scction
I'l in respect of income from property héld for charitable and
religious purposes).

2) Form No.2—  For assessees (othcr than companies and those claiming
exemption under Scction 11) deriving incomc from business o1
profcssion,

3 Form No.3—  For assessees (Other than companies and those claiming
exemption under Scction 1) not deriving income from
business or prolessions.

4) Form No. 3A — For assessess including companies claiming cxcmption under
Scction |1 in respect ol' income from property held for
charitable and religions purposes.

These returns arc available in tlic income-tax officers free of charge.

13.2.2 Due Dates for Filingthe Return

Thelast datesfor filing the return of income with the tax authority having jurisdiction
over an assessce’s case arc laid clown in Scction 139(1) of the Income Tax Act and
determined by the status (company or others) of the osscssce, sources of incomc
(whether from business or profession or from sources othcr than *business or
profession’) and whether the accounts are required to be audited under any
provision of the Income Tax Act or any other law, The duc dates are

Typeof assessee . Date in the
assessment year
i) Assessees (Other than companies) not deriving income from 30th June
busincss or profcssion and in respect of whose accounts
whereisnolegal requirement for getting the nccounts audited.
i) Assessces (OtHer than companics) deriving income [rom 3lst August
business or profession, in respect of which there is no legal
requjrement of getting tlic accounts audited.

iif) Assessccs (Other than companics) accounts of which arc 318 Octobe
required to be auditcd under the |.T. Act or any other law.
Under the I.T. Act accounts of a business are required to be
compulsorily audited if the total sales, turnover or gross
receipt exceeds 40 lakhs rupees. Accounlsof persons
carrying on profession arc required to be audited if tlic gross
receipts exceed 10 lakh rupees. A charitable trust having
income of more than Rs. 25.000 isalso required to get its
accounts audited.

iv) Companies 31 December

If the assessee IS a partner in any firm, the duc date of filing the return will be the
same which IS the due date for the firm in which he isthe partner..

Under thelncomeTax Act if the income of an assessee exceeds the exemption limit
he should filea return of income before tlic due date applicabile to him,

i
- . . ! -
If, however, for any reason he is not able to do so, he can il file the return after
the due date but before the expiry of one year from the end of the relevant assessment
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vear or before the completion of assessment whichever iscarlier. If, for example, the
assessee iSaperson not deriving incomc from business and accounts are not required
to be audited under any law. he is supposed to file the return by 30th June of the
assessment year. For income car-ned in the previous year 1989-90 (i.c., from April |
19890 March 31, 1990) the relevant assessment year will be 1990-91 and the return
will be due on June 30, 1990. If for any reason he has nat been able o filc the return
by June 30, 1990 he can file the return thereafter but in any cuse the return should
be filed before the expiry of one year from tlie ecnd of 1990-91 i.e. before one year
from March 31, 1991. This means that the rcturn should be filed by March 31, 1992
but if, i the meantime, an ex parte assessment has alrcady been completed for failure
tofilethe rcturn say on September 15, 1991. the right to file the return will lapse on
September 15, 1991. Please remember that although the asscssce can file the return
even after the due date, thiswill be sebject to an interest at the rate of 2% per month
for the period calculated from the duc date to the date of actual filing.

If the return is not filed, the assessing officer can, acting under Section 142(1), serve
the assessee With a notice after the expiry of the due date asking him lo file the return
within the time specified in the notice.

If after filing the return the assessee discover any omission or any wrong statement
therein, he can furnish a reviscd return anytime hefore the expiry of -one vear from
the end of the relevant assessment year, d, however, an assessment has been
completed in the meantime. the right to file the revised return will lapse.

Check Your Progress A

Which is the return form for you and when is it duc for submission'?

i) If you derive income from salary and interest on investments.

i) If you derive income from salary and also share income from a firm which docs
not get its accounts audited.

iii) If you run a business total turnover ot which is Rs. 00 lakhs.
iv) If you are a Chartered Accountant and your annual reccipts are 5 lakhs.

v) |Fyou arc a private limited company with turnover of one lakh only.

vi) If you are « trust deriving incomc fram praperty held in tgust far the education
of poor having income of Rs. 3(1,00¢).

13.2.3 Correct and Complete Information

The information furnished in the return is required to be verified at tlic end in order
to besurethat it istrue and correct. The verification isan affirmation and if it isfound
to be false, one issubject to severe consequencesincluding proseccution. Apart from
being correct. it is necessary that the return iscomplete in all respects. Nothing which
hasa bearing on the cothputation o correct assessable income should be suppressed
i.e. every information which effectsthe assessable income directly or indirectly should
be disclosed. Wherever possible, necessary evidence should be enclosed with the
return. To illustrate the asscsscc should attach tlic following documents to
substantiate the information under different heads:

Salaries

a) The employery certificatargziving details of remuncration.
b) The employer's certificate showing tax deduected: uf source.
House Properties

a) A statement showing how tlic income shown in the return has been arrived at.
b) Details of interest payment.

Business and Profession
A) In cases where regular accounts arc maintained:
a) Copy of Trading/Manufacturing Account.
b) Copy of Profit and Loss Account
c) Copy o Balance Shect
d) Details of depreciation claimed
e) Auditor's report, if accounts are audited
f) Details of payment for tnxcs ete. which are allowed on cash basis only.

B) In cases where regular accounts are not maintained:
a) Statement showing how the income has been arrived at

b) Details of deprceiation claimed.



Other Sources
a) In case of income ‘from dividend— the dividend warrants.

b) In case of income from interest—intcrest warrants or details of intcrest earpad
along with certificate of tax deducted at source, if any.

¢) In case of income from any other source like royalty, winning from lotteries.
income from sub-letting etc.—necessary details thercof along with the certificate
of tax deduction, if any.

Capital Gains

a) Details of capital gains derived giving the computation of such gains.

b) Evidenceof re-investment of capital gain/sale proceed asaresult of which capital
gain is not to be fully or partially charged to tax.

¢) Evidence of deposit in specified bank account under the notified scheme.

In All Cases
a) Evidence in respect of deductions claimed under Chapter VIA, e.g.;

U/S 80C/88 ... _Life Insurance receipts, receipts for deposit in Public
Provident Fund, details of NSCs purchased etc.

U/S 80CC/88A ... Detailsof investment in eligible issues of capital or in
relevant schemes of musyal funds.

U/S 80CCS/80CCB ... Details of deposit under National Saving Scheme or

notified annual plans or investment under notified
cquity linked saving scheme.

U/S 80D ... Medica insurance receipt.

U/S80DD ... Certificate from competent doctor regarding
permanent physical disability.

U/S 80G/GGA ... Receipts for donations/contributions made.

U/SBIGG ... Receipts for rent payment.

U/S 80R & .80RR &

80RRA ... Evidenceof remuneration etc. in foreign currency and

evidence of money brought in the country. In case of
deduction under Section 80RRA, copy of approval of
the agrcement should be enclosed.

An asscssee is identified in the Income Tax Department by the Permanent Account
Numhcr (PAN)allotted to him. Under Section 139A if the total income of an assessee
exceed the exemption limit (which is Rs. 22,000 for and from the assessment year
1091-92) and he has not already been allotted a PAN, he should apply to hisassessing
officér for allotment o PAN.

Thisnumber should be clearly mentioned in the Return form and all correspondence
with the department. Earlier the tax-payers were identified by the General Index

Register number (GIR No.) and in the transitional period'both the numbers are in
use till GIR is completely replaced by PAN.

13.3 SELF ASSESSMENT

Although the income of the financial year (technically called 'Previous Year') is
finallyassessable for the next financial year (technically called 'assessment year"), the
Income tax Act contains provisions for collection of tax in the previous year itself.
Such collection is provisional in nature in the sense that the same is considered to
have been paid towards the final liabitity to be determined on the basis of return or
on completion of assessment for the relevant assessment year, Accordingly whatever
taxes are paid by the assessee under these provisions are adjusted.against the tax
finally determined and the balance amount is payable by or refundable to the
tax-payer.

Tax'is collected in the previous year itsdf by.either or both of the following methods::

i) Tax deduction at Source (T.D.S.) — This system requires the person making
payment for salaries, interest on securities, interest other rhan interest on -«
securities, insurance commission, dividend, winningsfrom lotteriesor horse races
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cte. or those making payments to contractors for work executed by them or to
non-residents, t0 deduct tax at prescribed rates and to pay the net amount only.
The tax so deducted is to be deposited with the Government which isconsidered
as the tax paid by the recipient for which credit is to be allowed to him in the
final determination. For example, if an assessee earns an interest of Rs. 10,000
from A, the payer, i.e. A Will, at the time of payment or credit to the assessee’s
account, deduct tax at the prescribed rate of 10% and pay only Rs. 9,000t0 him.-
He will deposit this Rs. 1,000 with the Government and issue a certificate to the
assessee. The assessee Will include an income of Rs. 10,000 from interest in his
total income. Suppose his total income including this interest is Rs. 50,000 on
which tax works out to Rs. 7,600, the tax payable by him will be Rs. 7,600 minus
Rs. 1,000 tax already paid by way of deduction and the balanace of Rs. 6,600
only will be required to be paid. In the said example if the total income is

Rs. 25,000, the tax will work out to Rs. 600 only and since Rs. 1.(X)0 hasalready
been paid as TDS, the assessee Will be entitled to a refund of Rs. 400

ii) Advance Tax : If an assessee derivesincome from sources in respect of which
there is no system of deduction of tax at source, he 1s required to make an
estimate of total income which he will earn-in the previaus year. Such income is
technically caled income of the 'current year'. On such estimated income he is
required to work out the tax at the rates prescribed in the Finance Act. reduce
such tax by the amount of tax deducted at source, if any, and pay at least 20%
of the balance tax by 15th September, 50% (after adjusting the first instalment)
by 15th December and 100% (after adjusting the earlier two instalments) by 15th
March of the previous year. Such payment is known as ‘advance tax' for which
aso credit is allowed in determining the tax finaly payable by or refundable to
the assessee.

Self-assessment

Section 140A of the Income Tax Act requires that before an assessee submits his
return to the department, he should find out the tax payable on the total income and
interest payable for short payment of advance tax or for delay in submission of return.
From such tax and interest he should deduct the TDS and the advance tax paid if
any. If thereisany amount till payable, the same should be paid and the chalan for
such payment should be enclosed with the return. Thisis known as 'self-assessment',
The self-assessment tax along with 'TDS' and 'Advance Tax' isdeemed to be tax paid
by the assessee towards finally determined liability and accordingly credit isallowed
in determining thesum finally payable/refundable. If, therefore, the income disclosed
by the assessee in the return isaccepted by the Assessing Officer without making any
modification therein, and if self-assessment is correctly made there should be no tax
payable by or refundable to the assessee.

If he fails to make a self-assessment, the interest for short payment of advance tax
at the rate of 2% per month or part thereof in respect of short payment calculated
on thebasisd return of income which starts running from 1st April of the assessment
year continuesto run up to thedate of determination of tax. In addition, the assessce
makes himself liable for recovery action by the department which can initiate
proceedings;for recovery of tax and interest due on self-assessment by any method
permissible under the Act including coercive action like attachment and sale of

property.

Example
During the financial year 1990-91, X had following income:
1) income from salaries Rs. 50,000 (TDS Rs. 9000)
2) share from abusiness Rs, 1,00,000
3) income from interest Rs. 10,000 (TDS 2000)
He estimated hiscurrent income at Rs. 1,200,000 and calculated advance tax as under:
Tax.on 1,20,000 37,600
Add. Surcharge at therate of 12% 4,512
42,112
LessT.D.S. 11,000

31,112



He paid 20%, i.e., 6,222 by 15th September, 1990, further 30% i.e. 9,333 by 15th
December 1990 (makingit 50%) and the remaining Rs. 15,557 by 15th March, 1991.

Now if the files return on 31st August showing total income at 1,60,000. Heisliable
to pay the following amount by way of tax and interest on self-assessment.

Tix
Tax on 1,60,000 57,600
Surcharge at the rate of 12% 6,912
64,512
Less Paid
TDS 11,000 ,
Adv. tax 31,112 42,112
Tax payable ... Rs. 22,400
Interest
Interest on 22,400 at the rate of 2% per month for
5 months (April to August) Rs. 2,240

Amount payable on self-assessment Rs. 24,640

‘Check Your Progress B
i) What is selt-assessment?

i) How is a self-assessment different from other modes of collection like advance
tax or TDS?

iii)' You arc going tofile areturn on due date, i.e. ,-30.6.1991 showing an income of
Rs. 70,000 on which tax payable works out to Rs. 15,600. A sum of Rs. 12,000
-has been deducted at source from salary and Rs. 1,000from interest income. How
much tax and interest is payable on self-assessment.

13.4 CONSEQUENCES OF DELAY IN FILING RETURN

If the return is not, submitted by the due dates mentioned in 13.3, the following
consequences follow:

i)y The Assessing Officer can, after giving an opportunity to the assessee, complete
the assessment ex parte. EX parte assessment is also known as best-judgement
assessment because in such case the Assessing Officer makes an estimate of total
income to the best of his judgement on the basis of whatever information is
available with him. Although best-judgement assessment is the result of an
estimate only, the courts have held that such an estimate should be reasonable
and not arbitrary or capricious.

ii) An assessee is liable for interest at the rate of 2% per month or part thereof
from the date following the due date up to the date of actual filing of return or.
if an ex parte assessment has been completed, up to the date of assessment. This
intcrest is charged on the amount found payable on the determination of liability
either by completion of assessment or issue of intimation and isin addition to the
intcrest chargeable on short payment of advance tax (Refer.13.5).

Example: In the example given at the end of 13.5 if ‘X’ had filed the return on
15th December instead of 31st August (which was the due date) and made
sclf-assessment on the same day, he would have been liable to pay the following

interest.
i) Interest for short payment of advance tax (2%' per month

fOroOmonths) ....coocooviiiiiii Rs. 4,032
ii) Interest for delay in filing return 2% per month oh 22 400

for 4 months (September-December) ..........ccoiiiiinn Rs. 1,792 .

Rs. 5,824
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In the same example if an ex parte assessment has been completed on 15th
November, the interest would have been calculated for 8 months and 3 months
respectively i.e., from April to November and September to November.
Please note that the charge d interest is mandatory and there is no waiver or
appeal provided against it.

iii) The assessee may even be liable for prosecution on a complaint filed by the
Department in the court of competent Magistrate. On the successful completion
of the prosecution proceedings, punishment may be awareded in the form of
rigorous imprisonment for a term which
a) in a case where the tax which would haye been evaded exceeds on lakh can

be between SiX months to seven years, and
b) in other cases. can be between three months to three years.
In addition to rigorous imprisonment. Magistrate can also imposce fine.
Prosecution cannot, iowever, be launched where the return, though late. was
filed within the assessment year or where the tax payable after deduction of TDS
and advance tax does not exceed three thousand rupecs.

Check Your Progress €

Y ou are supposed to submit your return by 31st August, 1990 but the same isdelayed
and actually'submitted on 20th December, 1990. The pre-paid tax hy way of advance
tax failsshort of theactual tax payable by Rs. 5,000. How much tax and interest you
are required to deposit on self-assessment.

..................................................................
..............................................
...................................................................

.................................................................................................................

13.5_ CONSEQUENCES OF | NCORRECT | NFORMATI ON

Incorrectness in the return formcan be of two types. These are discussed as follows:

i) Prima facieerrors: Such errorsexist where information furnished by the assessee
isnot incorrect but in computing the total income. certain allowances, deductions
or relief have been claimed which are not allowable under the provisions of
IncomeTax Act, or there issomearithmetical inaccuracy like totalling error etc.
For instance, the assessee may without any attempt to show personal expensesas

" business expenses, claim such expenses in computing business income. In such
cases he has not made any misrepresentation or wrong statement but has not acted
in adcordance with the provisions of law in computing his total income for the
purpose of return. Another instance may be claim o deduction for cxpenses of
capital nature. If the nature of such expense has been correctly stated but in
computing the income such expense has been deducted, it is not misrepresentation
but wrong computation of income. He may buy a car and show the payment us
such but if heclaimsdeduction for it, such incorrectnesswill fal in thiscutcgory.
These are morein the nature of 'mistake’ rather than 'concealment’ for which lav
takes a comparatively lenient view.

-1) Concealment: Concealment ariseswhere the particularsof income are concealed

or inaccurate particulars of income are furnished. This type of incorrectness is
more serious in nature as there is an attempt either to suppress the information
which would have resulted in determination of correct income or submit such
information which is not correct. For instance, the assessee may earn some
commission but may not discloseit at all. Or he earns acommission of Rs. 20,4
but discloses only Rs. 10,000.

Inthefirst case he concealed the particulars’of income and in the second case he
furniished inaccurate particulars of income, Other instances of the incorrectness
of this type are where sales are suppressed, cxpenscs claiméd arc either not
incurred at al or shown at inflated figure, any.income received is eittier not shown
or suppressed or income earned by oneisshown to have been earned by another
with a view to get tax advantage. These are cases of ‘concealment of income’ and
not mere computation of income in incorrect manner and, therefore, the law tak
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inaccuracics arc given below:

a) |f the return contains 'prima faci€' errors of the nature referred above, the law
nuthorises the Assessing Officer to correct them 'suo moto' without giving any
opportunity to the assessee. Even in cases which arc to be investigated, the
Assessing Officer can mak: adjustments for such errors in the total income
and work out tax payable thereon. For exampleif A hasfiled areturn showing
.total income at Rs. 50,000after claiming standard deduction o Rs. 15,000 out
of salary income instead of Rs. 12.000 permissible under the Act, the
Assessing Officer can correct this mistake on his own, compute total income
at Rs. 53,000 after such “prima facie adjustment’ and issue intimation asking
him to pay tax on that basis.

In order to ensure that the assessee does not make such errors deliberately to
tuke a chance of not being detected, the law provides for charge of additional
tax equal to 20% of the tax relatable to such adjustments. In the above
example if tax on Rs. 53,000 is Rs. 88110 and tax on Rs. 50,000 is Rs. 7,600
the extra tax on account of adjustment is Rs. 1,200 on which 20%, i.c.,

Rs. 240 will be charged from the assessee as additional tax.

h) If the particulars of income are found to have been concealed or inaccurate
particularsof income are found to have been furnished, the Assessing Officer
can initiate penalty proceedings for such concealment and after giving the
assessee an opportunity of being heard, impose monetary penalty of an
amount ranging from 100% of ‘the tax on concealed income to 300% o such
tax. Fo- instance, if the. returned income of Rs. 50,000 is finally assessed at
Rs. 1.00,000 by making addition for concealed' income, the tax relatable to
such additionswill be Rs. 27,600 — 7,600, i.e. Rs. 20,000 and penalty
imposable can be any amdunt between Rs. 20,000 (100% of 20,000) and
Rs. 60,000 (300% of 20,000) depending upon the gravity of the action ‘arfd
other relevant circumstances.

In addition to the penalty that can be imposed, the assessee may be liable for
prodccution in respect-of the offenceof wilful attempt to evade tax on a complaint
filed by the Department. |f the Magistrate'issatisfied that he wilfully attempted to
evade any tax, penalty or interest under the Income Tax Act, he may punish the
assessee:

-a) with rigorous imprisonment of a term between 6 months and 7 years and with
fine where the amount sought to be evaded exceeds one lakh;

b) with rigorous imprisonment for a term between three months and 3 years with
fine. in other cases.

Check Your ProgressD

i) The return filed by you shows the total incomeat Rs. 90,000. It isseep from the
copy of the Profit and Loss account attached with the return that an amount of
Rs. 10,000 spent on your medical treatment has been debited and profit has been

worked out after claiming allowance d thispayment. Tax on 90,000is Rs. 23,600
, and on Rs. 1,001,000 is Rs. 27,600. Can the Assessing Officer modify the income

returned?

ii} What will be the consequence of such modification made by the Assessing
Officer?

13.6 PROCESSING OF RETURNS

13 Each return form has two forms of acknowledgements attached to it. These are
not mere acknowledgements but also contain the broad detailsof income shown
in the return and other relevant information about pre-paid taxesin the form of
TDS, advance tax and self-assessment tax. The person who fillsin the return
should also complete the entriesin the acknowledgement form. When the return
issubmitted at the receipt counter of the income tax office, the receipt clerk signs
the acknowl edgement formsput the officeseal thereon and hands over one copy
of such form to the assessee as acknowledgement of'the receipt of return

containing information shown in the acknowledgement form. A3
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2)

3)

i)
i)

i)

These return forms are then processed in the income tax office with a view to
find out whether any tax or interest is payable by or refundable to the assessee
on the basis of information supplied in the return. Such processing results in one
of the following situations:

a) The pre-paid taxesare correctly computed asa result of which thereis neither
any tax payable nor any refund isdueto the assessee. In thissituation, there
is no action to be taken by the department. The assessee may keep the
acknowledgement form for record and there shall be no proceedings.

b) The pre-paid taxesarefound to he more than the tax and intcrest due. In this
situation, a refund of an amount equal to the excess tax paid along with
interest payable by the Government thereon will be made to the assessee.

¢) The pre-paid taxes are found to be less than the amount of tax and interest
found due. In thiscase, aletter will be issued by the Assessing Officer to the
assessee intimating the amount of tax and/or interest due and asking him to
pay the same within 80 days of the receipt of the letter. This Icttcr is
technically known as'Intimation' and isconsidered to be a notice of demand
issued by the department’. It is different from an assessment order which is
passed only in'selected cases after giving him an opportunity to be heard.

While working out the tax and/or interest chargeable, the Assessing Officer can
make adjustments in respect d the following:

any arithmetical error in the return accounts or documents accompanying it;

any loss carried forward, deduction, allowance or relief which on the basis
of information available in such return, account or document is prima facie
admissible but which is not claimed

any loss carried forward, deduction, allowance or relief which has been in
the return but which is prima facie inadmissible.

These adjustments have came to be known as'prima facie adjustment’ which can
be made by the Assessing Officer 'suo moto® without giving assessee any
opportugity to be heard. There is no appeal against such adjustments but if any
adjustment is made not falling within any of the above three categories, the
Assessing Officer can be requested to rectify the error. If the Assessing Officer
refuses to rectify, you can file an appeal against such refusal. As mentioned in
13.7 there is a charge of additional tax equal to 20% of the tax attributable to
such adjustments. It is, therefore, necessary that only admissible deductions,
allowances and reliefs are claimed to avoid any enhancement of total income as
aresult of such adjustments and no chance is taken by making claims for
apparently inadmissible items.

4

After processing the returns for the purpose of refund/intimation as mentioned
above, the Assessing Officer, if he considersthat the case isfit to be scrutinized

for the purpose of ensuring that assessee has not understated the income or
computed excessive loss or under paid tax in any manner, will scrvc anotice on
him asking him, on adate'to be specified therein, to-attend hisoffice or produce
evidenceto substantiate the information in the return. The Assessing Officer will
after hearing the assessee, considering the evidence adduced by him and naking
enquiries as he may find necessary, pass an order, called 'assessment order'
determining the total incomeand the further tax, if any, payable by him beyond
the amount found payable on preliminary processing for issue of refund or
intimation. A notice of demand isissued for such further amount payable within
30 days of the services of the same. The order is appealable. If the Assessing
Officer comes to the conclusion that particulars of income filed ,were wilfully
inaccurate, he may initiate penalty proceedings for concealment of income.

13.7 . RE-ASSESSMENT OF INCOME

If the Assessing Officer hasreason to believe that any income chargeableto tax has

escaped assessment either by reason of assessee's failureto file the return within the
permitted time (Ref. 13.3) or for any other reason including understatement made
by him in the return, he can issue a notice to the assessee asking him to furnish a .
return of income within the period specified in the notice and then proceed to



compute or recompute the income in the same manner as specified in 13.7 for
processing of original returns. Before any such noticeisissued, the Assessing Officer
is bound to record reasonsasto why he holdsthe belief about escapement of income
in that case.

If the assessee's case was originally scrutinised (Refer Para 4 o 13.8), the case can
be-re-opened up to four years only. If four years have expired from the end of
relevant assessment year, it can be re-opened only if it can be established that the
escapement occurred on account of hisfailureto make a return or on account of his
failure to disclose fully and truly dl material facts necessary for the assessment o
that year. Further, such assessment can be reopened after four yearsonly if the
escaped income islikely to exceed Rs. one lakh. For re-opening of assessment beyond
four yéars, the appfoval of Commissioner is also necessary. No assessment can be
reopened after 10 years.

If the assessee's case was not scrutinised earlier, casecan be re-opened after four and
seven yearsonly if theescaped i income is likely to exceed Rs. 25,000and Rs. 50,000
respectively. Here also no case can'be reopened after 10 years.

13.8 TAX AUTHORITIES

TheCentral Board of Direct Taxes (CBDT) isthe apex body for theadministration

d direct tax laws. It functions as a part of the Department of Revenue under the
Ministry of Finance, Government of India. It-has one Chairman and six Members.
It assignsjurisdictionto Chief Commissionersdf Income Tax and the Commissioners
of IncomeTax. TheCBDT isassisted by its attached offices, viz., Directorates which
function under the overall supervision of Directors-General. These Directorates are:

i) Directorate of Income Tax

i) Directorate of Audit

iii) Directorate of Research, Statistics & Public Relations
iv) Directorate of Management Services

v) Directorate of Systems

vi) Directorate of Investigation

vii) Directdrate of Recovery

The CBDT is primarily a policy-making body. For actual implementation of Income
Tax Act, the following chart will show the organisation set up:

Chief Comr;nissioners of Income Tax

Commiissioner of Commiissioner of
IncomeTax Income-tax (Appeals)

|
Ty. Commissioner. Dy. Comfnissioner Dy. Commissioner

(Assessment) (Appedl)

Asstt. Commissioner | Income Tax Officer '
. |

. Inspector

Their functions in brief are as follows:

1) Inspectors: They are mainly responsible for outdoor duties in the matter of
'surveys and enquiries for assistance of the ng officers.

2) IncomeTax Officers: Assessingofficersare responsiblefor thework of processin
the returns, assessment, collection, recovery and other related matters within the
jurisdiction assigned to them,

Deputy Commissioners: They supérvise and guide the work of Assistant
Commissioners/Income Tax officers.

Flling of Return and Tax Authorities
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Assessment of Indlvidaal — Dy. Commissioners (Assessment) isthe Assessing Officer to whom important,
cases are assigned for assessment and other related matters.

Dy. Commissioner (Appeal) hears and decides appeal against such orders of
Assistant Commissioners and income Tax Officersasthe CBDT may decide .

4) Commissioner of Income Tax : They supervise the work of Dy. Commission&¥s
within their charge and report to the CBDT through their Chief Commissioners-
They assign jurisdiction to Dy. Commissioners within their charge. They canpot.
however, interfere in the discharge of judrcial functions by the Dy.
Commissioners (Appeat).

5) Commissioner of Income Tax (Appeals) : Appeal jurisdiction in relatively
important cases from revenue angle are assigned to them. Appeal in relatively
less important cases are heard and decided by the Dy. Commissioner (Appeal)

6) Chief Commissionersof Income Tax : They arc line between Commissioners and
the CBDT and are responsible for administration and management of the offices
within their zones.

139 LET USSUM UP

The assessee must select the proper form, must know the due dates for filing his
return. The process of quantifying the tax liability starts with the filing o the tax
return either voluntarily or in response to the noticeissued by the Assessing Officer
requiring an assessee to file the return. It is the assessee's duty to file the return
voluntarily without giving the Assessing Officer an opportunity to issue a notice 0 n
him. Failure to file the return in time entails liability for payment of interest. The
return should befiled with utmost care and caution aseven an erroneous computation .
of incomewithout any attempt to misrepresent facts may put an extraliability in thes
form of additional tax. If thereis mis-statement of factsor suppression of fact eading
to concealment o taxable income, the consequences are harsh in the form of heavy
monetary penalties and/or imprisonment with fine.

The return filed may be accepted without modification or with adjustment only for
very patent and obvious mistakes made. In most of the cases, the processing of
returns is complete with the issue of refund or intimation. The Assessing Officer
initiates the process of investigation (generally called scrutiny) by issue of notice
fixingadatedf hearingand asking the assessee to attend either in person or throughx ~ *
an authorised representative to substantiate the information supplied by him. After
hearing and enquiry, he determines the total income and tax payable and intimate
the same by a notice of demand.

if the assessec does not file the return within the permitted time and no assessment.
ismade ex parte, the Assessing Officer can still proceed to assess him but in that case
he will have to record reason for his belief that income has cscapcd assessment. ™ Tf
the assessee isassessed, the Assessing Officer can rc-open the completed'assegsme rt
after recording similar reasons. Proceedings for such assessment or rc-asscs}amcnt
cannot, however, he initiated if ten years have passed.

13.10 KEY WORDS

Additional Tax : This term refersto the extra charge cqual to 20% of the tax
attributable to enhanced income as a result of prima facie adjustments.

Assessment : This term refers to ,the determination of total income by the Assessing
Officer either after hearing the tax-payer or ex parte in certain circumstances.

Assessment Year : This is the year following the previous year. The previaus year is
the financial year (1st April to 31st March) in which income is earsied.

Intimation : The letter from the Assessing Officer Intimating the tnx and/or inte y-est
due on the basis of income returned as adjusted for patent and obvious mistakes,

‘ Notice of Demand 1 A statutory notiee which must be setved before the demand cuiy
46 be enforced by coercive methods.



Prima Facie Adjustments : Adjustment to the returned income for obviousadmissible,

or inadmissible and for correcting arithmetical inaccuracies.

Return : The prescribed form in which a tax-payer is required to submit the getails
»f hisincome.

Scrutiny : The process of investigationsof the return filed initiated by the Assessing
Officer.

13.11 ANSWERS TO CHECK YOUR PROGRESS

A) i) Form No. 3

Due date 30th June
i) Form No. 2

Due date 31st August
iii) Form No.2

Duedate 3lst October
iv) Form No. 2

Due date <. 314 August
v) Form No. | :

Due date 31st December
vi) Form No. 3A

Due date 314 October

B) i) Self-assessment means computation of liability for tax and interest by the

) i) . : J
tax-payer himself and deposit of the same before submission of return .
without any demand being raised by the assessing officer.

ii) WhereasTDS and Advance fax arc collected in the previous year itself,
self-assessment is made in the assessment year before the retusn isfurnished.

iii) Tax due 15600
Lesspaid by TDS 13000 .. .
2600
Interest at the rate o 2% per month for
' 3 months (Apr.-June) 156
2756
C) Short Tax 5000
Interest for short payment of advance tax at
.the rate of 2% per month for 9 months 900
Interest for delayed return at the rate of 2%
per month for 4 months 400
6300

D) i) Assessing Officer will make 'Prima facie adjustment’ of Rs 10,000 and .
modify the income to Rs. 1,00,000.

ii) An additional tax cqual ta 20% of Rs. 4,000 i.e., Rs. 800 will be charged.

13.12 TERMINAL QUESTIONS

Questions
1) What are the consequences of delay in filing return?

2) What steps are involved in processing a return?
3) What are the different tax authorities and what are their functions?

Note: These questions ‘will help you to understand the unit better. Try to write
answers for them. But do not submit your answers to the University.
These are for your practice only.

Flling of Return und Tax Authorities
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