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Disallowances under Sections 14A, 40(a)(i), 40(a)(ia), 40A(2) and 40A(3)
CA Chandrashekhar V. Chitale

Real Income
The Income tax Act, 1961 (the Act) is designed to ascertain ‘income’ of a person. Tax is charged on income ascertained following provisions of the Act. 
The challenge is deciding what is real income? 

“Income-tax is a levy on income. No doubt, the Income-tax Act takes into account two points of time at which the liability to tax is attracted, viz., the accrual of the income or its receipt; but the substance of the matter is the income. If income does not result at all, there cannot be a tax, even though in book-keeping, an entry is made about a "hypothetical income", which does not materialise. Where income has, in fact, been received and is subsequently given up in such circumstances that it remains the income of the recipient, even though given up, the tax may be payable. Where, however, the income can be said not to have resulted at all, there is obviously neither accrual nor receipt of income, even though an entry to that effect might, in certain circumstances, have been made in the books of account.” [CIT v. Shoorji Vallabhdas & Co.[1962] 46 ITR 144 (SC )].
Supreme Court has further held that ‘The question whether there was real accrual of income to the assessee-company in respect of the enhanced charges for supply of electricity has to be considered by taking the probability or improbability of realisation in a realistic manner. If the matter is considered in this light, it is not possible to hold that there was real accrual of income to the assessee-company in respect of the enhanced charges for supply of electricity which were added by the ITO while passing the assessment orders in respect of the assessment years under consideration. The AAC was right in deleting the said addition made by the ITO and the Tribunal had rightly held that the claim at the increased rates as made by the assessee-company on the basis of which necessary entries were made represented only hypothetical income and the impugned amounts as brought to tax by the ITO did not represent the income which had really accrued to the assessee-company during the relevant previous years. The High Court, in our opinion was in error in upsetting the said view of the Tribunal’ [Godhra Electricity Co. Ltd. v. CIT [1997] 225 ITR 746 (SC)].

This necessitates understanding and capturing ‘real income’ for imposition of tax thereon.
Disallowances 

The Act is also being pressed in service to avoid evasive tendencies and help realising governmental objectives. Therefore, certain positive and negative changes are made to translate ‘real income’ to ‘taxable income’. 
Positive changes refer to tax incentives provided to certain category of incomes, accelerated or extra deduction for certain outflow. 

Negative changes are the ‘disallowance provisions’. Certain important disallowances are subject matter of this paper.

Section 14A

If the exempted income and the taxable income are earned from one and indivisible business then the apportionment of the expenditure cannot be sustained. The Court held that it cannot accede to the contention of the learned departmental counsel inasmuch as a plain reading of the question itself shows that it embodies—"the business of the assessee being one and indivisible". This being the position, it is not open to the Revenue to contend that the business is not one and indivisible. In view of the fact that a perusal of the question itself discloses that income from various ventures is earned in the course of one and indivisible business, the impugned order upholding the apportionment of the expenditure and allowing deduction of only that proportion of it which is referable to taxable income; is unsustainable. [242 ITR 0450 (SC)].

This was not acceptable to the common sense logic and the Department pounced upon a retrospective amendment within months of this judgment. Section 14A provides that while computing the total income, no deduction shall be allowed in respect of expenditure incurred by the assessee in relation to income which does not form part of the total income under this Act. Thus the canvass of disallowance is entire income, though it is more relevant for ascertainment of business income. For example, when agricultural house is constructed out of borrowed funds, interest does not qualify for deduction, as the income is exempt under section 10 of the Act, being an agricultural income.
Section 14A of the Act provides that for the purposes of computing the total income under the Chapter, no deduction shall be allowed in respect of expenditure incurred by the assessee in relation to income which does not form part of the total income under the Act. Hence, what Section 14A provides is that if there is any income which does not form part of the income under the Act, the expenditure which is incurred for earning the income is not an allowable deduction. For the year in question, the finding of fact is that the assessee had not earned any tax free income. Hence, in the absence of any tax free income, the corresponding expenditure could not be worked out for disallowance. [Holcim India P. Ltd. 90 CCH 81 DelHC, Shivam Motors 89 CCH 0059 AllHC]
Will these judgments lead to another set of amendments? Can the amendment be made with a retrospective effect? 

The plain meaning of s. 14A is that no deduction can be allowed in respect of expenditure incurred by an assessee in relation to income which does not form part of the total income under the Act. Sec. 10 provides for incomes which shall not be included in computing the total income of a previous year of any person. The tax which is paid by the company on profits declared, distributed or paid by way of dividend is not a tax which is paid on behalf of the shareholder. The company is liable to pay income-tax in respect of its total income. There is, therefore, merit in the submission of the Addl. Solicitor General that dividend received by the shareholder is not tax paid. Hence, viewed from the perspective of s. 115-O as well as s. 14A, it is evident that the tax on distributed profits is a charge on the company. The company is chargeable to tax on its profits as a distinct taxable entity. It does not do so on behalf of the shareholder [328 ITR 81 (Bom)].

Section 115-O of the Act provided that a domestic company shall be liable for payment of additional tax at the rate of 15 per cent on any amount declared, distributed or paid by way of dividends to its shareholders. The gross amount of dividend representing the distributable surplus was taxable, and the tax on this amount was paid by the shareholder at the applicable rate which varied from 0 to 30%. However, after the introduction of the DDT, a lower rate of 15% is currently applicable but this rate is being applied on the amount paid as dividend after reduction of distribution tax by the company. Therefore, the tax is computed with reference to the net amount. Similar case is there when income is distributed by mutual funds. 
Due to difference in the base of the income distributed or the dividend on which the distribution tax is calculated, the effective tax rate is lower than the rate provided in the respective sections. In order to ensure that tax is levied on proper base, the Finance (No. 2) Act, 2014 provides that the amount of distributable income and the dividends which are actually received by the unit holder of mutual fund or shareholders of the domestic company need to be grossed up for the purpose of computing the additional tax.
Will this amendment see another set of litigation?

Section 40(a)(i)

The provisions makes disallowance of any interest, royalty, fees for technical services or other sum chargeable under this Act, which is payable outside India; or in India to a non-resident, not being a company or to a foreign company, on which tax is deductible at source under Chapter XVII-B and such tax has not been deducted or, after deduction, has not been paid.  From April 1, 2015, further words added are: ‘by the due date under section 139(1)’.
The provision further provides that where in respect of any such sum, tax has been deducted in any subsequent year, or has been deducted during the previous year but paid after the due date specified in section 139(1), such sum shall be allowed as a deduction in computing the income of the previous year in which such tax has been paid. The concession conferred by this proviso is applicable from April 1, 2015.
If payment of royalty is made on March 30, 2014 and tax deducted is paid on June 2, 2014. The issue arising for discussion is whether disallowance is attracted for royalty expenses for A.Y. 2014-15.

Section 40(a)(ia)

The Finance (No. 2) Act, 2014 changes the provision to disallowance of thirty per cent of any sum payable to a resident], on which tax is deductible at source under Chapter XVII-B and such tax has not been deducted or, after deduction, has not been paid on or before the due date specified in sub-section (1) of section 139.

It further provides that where in respect of any such sum, tax has been deducted in any subsequent year, or has been deducted during the previous year but paid after the due date specified in sub-section (1) of section 139, thirty per cent of such sum shall be allowed as a deduction in computing the income of the previous year in which such tax has been paid.
The issue that will surface on amount of allowance of deduction where for A.Y. 2014-15 expenditure of Rs. 1.00 lac disallowed for want of compliance of TDS law comes up for allowance in A.Y. 2015-16, whether allowance shall be for Rs. 1.00 lac or Rs. 0.30 lac.?
The controversy of disallowance not being attracted TDS compliance was pending but where expenditure is ‘paid’ was set at rest by the special bench judgment [136 ITD 23 (Visaka)(SB)]. However certain subsequent judgments have rip opened the controversy. Allahabad High Court has rendered a favourable judgment [357 ITR 0642 (All)]. Special leave petition by the department against this judgment has been dismissed by the Supreme Court [CC No(s). 8068/2014/ 7-2-2014]. A circular issued by the Central Board of Direct Taxes [10/DV/2013 dt. 16-12-13] also holds the field, albeit taking view against the stand an assessee would like to take.
What the assessee is expected to take stand in compiling returns for A.Y. 2015-16?

Oeration of disallowance is confined to expenditure claimed as deduction. What happens to depreciation allowance or capital gains where an asset is acquired by cash payments?
Section 40A(2)

Section 40A(2) of the Act provides that where the assessee incurs any expenditure in respect of which payment has been or is to be made to any Associated Enterprise, and the Assessing Officer is of opinion that such expenditure is excessive or unreasonable having regard to the fair market value of the goods, services or facilities for which the payment is made or the legitimate needs of the business or profession of the assessee or the benefit derived by or accruing to him therefrom, so much of the expenditure as is so considered by him to be excessive or unreasonable shall not be allowed as a deduction.
A recent amend to Section 40A(2) of the Act prescribes no disallowance, on account of any expenditure being excessive or unreasonable having regard to the fair market value, shall be made in respect of a specified domestic transaction referred to in section 92BA, if such transaction is at arm's length price as defined in clause (ii) of section 92F.

Section 92BA includes any expenditure in respect of which payment has been made or is to be made to a person referred to in section 40A(2)(b) of the Act and where the aggregate of such transactions entered into by the assessee in the previous year exceeds a sum of five crore rupees.

While transfer pricing provisions address income as well expenditure is at an ‘arm’s length’, purview of section 40A(2) is only ‘expenditure’. 

While amplifying objective of the disallowance provisions the CBDT Circular No. 6-P, dt. 6th July, 1968 it is stated that no disallowance is to be made under s. 40A(2) in respect of the payments made to the relatives and sister concerns where there is no attempt to evade tax. 
Based on tax evasion aspect, it is held that the Revenue was not in a position to point out how the assessee evaded payment of tax by alleged payment of higher commission to its sister concern since the sister concern was also paying tax at higher rate and copies of the assessment orders of the sister concern were taken on record by the Tribunal. [Indo Saudi Services (Travel) (P) Ltd. [(2009) 310 ITR 0306 (Bom)]]
Whether the judgments eases rigour of comparability study? 
Section 40A(3)

Under provisions of Section 40A (3) of the Act where the assessee incurs any expenditure in respect of which a payment or aggregate of payments made to a person in a day, otherwise than by an account payee cheque drawn on a bank or account payee bank draft, exceeds twenty thousand rupees, no deduction is allowed in respect of such expenditure.
The objective for enacting this disallowance is to ensure genuineness of payments qualifying for deduction and to keep linkage of payment to a recipient.
The Supreme Court, while holding the disallowance provision as constitutional has based the judgment on the clause allowing payment otherwise than in the prescribed mode of payment. It has observed: 

5. In our opinion, there is little merit in this contention. Sec. 40A (3) must not be read in isolation or to the exclusion of r. 6DD. The section must be read along with the rule. If read together, it will be clear that the provisions are not intended to restrict the business activities. There is no restriction on the assessee in his trading activities. Sec. 40A(3) only empowers the Assessing Officer to disallow the deduction claimed as expenditure in respect of which payment is not made by crossed cheque or crossed bank draft. The payment by crossed cheque or crossed bank draft is insisted on to enable the assessing authority to ascertain whether the payment was genuine or whether it was out of the income from undisclosed sources. The terms of s. 40A(3) are not absolute. Considerations of business expediency and other relevant factors are not excluded. Genuine and bona fide transactions are not taken out of the sweep of the section. It is open to the assessee to furnish to the satisfaction of the Assessing Officer the circumstances under which the payment in the manner prescribed in s. 40A(3) was not practicable or would have caused genuine difficulty to the payee. It is also open to the assessee to identify the person who has received the cash payment. Rule 6DD provides that an assessee can be exempted from the requirement of payment by a crossed cheque or crossed bank draft in the circumstances specified under the rule. It will be clear from the provisions of s. 40A(3) and r. 6DD that they are intended to regulate business transactions and to prevent the use of unaccounted money or reduce the chances to use black money for business transactions. [See Mudiam Oil Co. vs. ITO (1973) 92 ITR 519 (AP) : TC18R.450]. If the payment is made by a crossed cheque drawn on a bank or a crossed bank draft, then it will be easier to ascertain, when deduction is claimed, whether the payment was genuine and whether it was out of the income from disclosed sources. In interpreting a taxing statute, the Court cannot be oblivious of the proliferation of black money which is under circulation in our country. Any restraint intended to curb the chances and opportunities to use or create black money should not be regarded as curtailing the freedom of trade or business. 

This fact is underlined in subsequent High Court judgments. Noticeably, Andhra Pradesh High Court has held:
“23. Obviously because the Parliament as well as the CBDT were live to these issues, the provisions, referred to above, were enacted or incorporated. The Assessing Authority has taken a hyper-technical view and failed to discern the spirit underlying the relevant provisions. Though the Appellate Authority exhibited an element of objectivity, it was only in a limited aspect. The Tribunal has ignored the purport of the relevant provisions of law and refused to grant any relief to the assessee.
24. We are of the view that once the assessee has placed the proof of payment of the consideration, in cash, in excess of Rs.2,500/-, for its transaction to the seller, and the latter admitted the payment, there is no question of disallowing such amount by the Assessing Authority.” [Sri Laxmi Satyanarayana Oil Mills vs. CIT [(2014) 367 ITR 0200 (AP)]
The cash payments, based on these judgments, get another lease of life to qualify for deduction. Further, operation of disallowance is confined to expenditure claimed as deduction. What happens to depreciation allowance or capital gains where an asset is acquired by cash payments?  

I thank the Committee and the organisers’ for providing me an opportunity to study the important disallowance provisions and present views before the august gathering. Considering the wide canvass, I have tried to bow down to confines of time and limit to certain issues of practical utility. Hope that I have delivered this intent.
