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Course Name: Taxation in Business Decision-Making

Course Code: OL MBA FIN 211

Credits: 3
Teaching Scheme Evaluation Scheme (100 Marks)
Classroom Session | Practical / | Tutorials Internal Term End
(Online) Group Work Assessment (IA) Examination
9+1 = 10 Sessions - - 30% (30 Marks) 70% (70 Marks)
Internal
Assessment Assessment I Assessment Term End Examination
Pattern:
11
Marks 15 15 70
Type MCQ MCQ MCQ - 49 Marks,
Descriptive questions — 21 Marks (7 Marks *
3 Questions)

Course Description:

This course provides a comprehensive understanding of direct and indirect taxation, focusing
on the concepts, principles, and practical applications within the context of business decision-
making, particularly concerning the Indian taxation system. It covers the foundational concepts
of direct tax, key definitions under the Income Tax Act, 1961, scope of income, residential
status, and the computation of income under various heads like Salary, House Property, Profits
and Gains of Business/Profession, Capital Gains, and Other Sources. Furthermore, it introduces
indirect tax concepts, specifically Goods and Services Tax (GST), including its basic principles
and registration procedures, enabling students to analyze and incorporate tax implications into
corporate financial planning and strategy.

Course Objectives:

1. To introduce students to the fundamental concepts and the economic role of direct
taxation in India.

2. To explain key definitions, the basis of charge, and the scope of total income under the
Income Tax Act, 1961.

3. To enable students to determine residential status for different persons and understand
the tax incidence based on that status.

4. To detail the computation of income under the specific heads of Salary, House Property,
and Profits and Gains of Business/Profession, and Capital Gains.



To cover the provisions for deductions under Chapter VI-A and the overall process of
computing total income, tax rebates, and exemptions.

To introduce the concepts of indirect tax and GST, including its basic principles,
comparative analysis, and registration requirements.

Course Outcomes:

At the end of course, the students will be able to

COl: Remember the fundamental concepts of direct tax, including its historical
background and importance in the economy.

CO2: Understand the key definitions, the distinction between previous year and
assessment year, and the basis of charge under the Income Tax Act, 1961.

CO3: Apply the rules for determining the residential status of individuals and other
persons and calculate tax incidence accordingly.

CO4: Analyze and compute income accurately under various heads like Salary, House
Property, Capital Gains, and Business/Profession, incorporating allowances,
perquisites, and deductions.

COS5: Evaluate the benefits of deductions under Chapter VI-A and apply tax slabs and
regimes to compute the total taxable income and final tax liability.

CO6: Create an informed view on the implications of indirect tax and GST registration
in business operations, utilizing the basic principles and comparative analysis with the
previous tax system.

Pedagogy: Online Class, Discussion Forum, Case Studies, Quiz etc

Textbook: Self Learning Material (SLM) From Atlas SkillTech University

Reference Book:

1.

2.

3.

Ahuja, G., & Gupta, R. (2023). Systematic approach to income tax & GST (42nd ed.).
Bharat Law House.

Singhania, V. K., & Singhania, M. (2023). Direct taxes planning and management
(40th ed.). Taxmann Publications.

Datey, V. S. (2023). Indirect taxes: GST and customs (10th ed.). Taxmann
Publications.

Course Details:

Unit
No.

Unit Description

Introduction to Direct Tax: Introductory Caselet, Concept of Direct Tax, Historical
Background of Direct Taxation in India, Importance and Role in the Economy.




Key Definitions under Income Tax Act, 1961: Introductory Caselet, Definitions
under the Act, Previous Year and Assessment Year, Basis of Charge and Scope of
Total Income, Capital and Revenue Receipts.

Scope of Income & Residential Status: Introductory Caselet, Total Income and Its
Classification, Determination of Residential Status (Individuals), Residential Status
for Other Persons, Tax Incidence Based on Residential Status.

Income from Salary: Introductory Caselet, Meaning and Features of Salary,
Allowances, Perquisites, Deductions from Salary.

Income from House Property: Introductory Caselet, Basis of Chargeability, Annual
Value Calculation, Valuation of Various Property Types, Deductions Allowed under
this Head.

Profits and Gains of Business/Profession, Capital Gains & Other Heads: Introductory
Caselet, Profits and Gains from Business or Profession, Capital Gains, Income from
Other Sources.

Deductions under Chapter VI-A & Computation of Total Income: Introductory
Caselet, Gross Total Income and Taxable Income, Deductions under Chapter VI-A
(Sec 80C to 80U), Tax Rebates and Exemptions, Tax Slabs and Regimes for
Individuals.

Introduction to Indirect Tax & GST Concepts: Introductory Caselet, Concept of
Indirect Tax, Basic Principles of GST, Comparative Analysis with Previous Tax
System.

Registration under GST & Types: Introductory Caselet, Eligibility Criteria for GST
Registration, Types of GST Registrations, Registration Procedure and Compliance.

PO-CO Mapping

Course Outcome | PO1 | PO2 | PO3 | PO4

Co1 1 - - 1
CO2 1 1 - 2
Cco3 2 2 - 2
CO4 2 3 - 2
CO5 2 3 - 2
CO6 3 2 - 3
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Unit 1 Introduction to Direct Tax

Learning Objectives

1. Understand the basic concept and definition of direct tax within the framework of the Indian taxation
system.
2. Identify the key differences between direct and indirect taxes and their respective implications.
3. Analyze the importance of direct taxes in national economic development and revenue generation.
4. Explain the constitutional provisions and legal framework governing direct taxation in India.
5. Recognize the different types of direct taxes levied in India, including income tax, corporate tax, and
capital gains tax.
6. Comprehend the principles of tax incidence, tax shifting, and tax burden as applied to direct taxes.
7. Explore the historical evolution and reforms of direct tax laws in India.
8. Examine the role and functions of the Central Board of Direct Taxes (CBDT) in the administration of tax
laws.
9. Develop a foundational understanding to compute and assess basic direct tax liabilities of individuals and
entities.
Content
1.0 Introductory Caselet
1.1 Concept of Direct Tax
1.2 Historical Background of Direct Taxation in India
1.3 Importance and Role in the Economy
1.4  Summary
1.5 Key Terms
1.6  Descriptive Questions
1.7  References
1.8 Case Study

1.0 Introductory Caselet
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Title: "The Curious Case of Mr. Arjun’s Growing Tax Bill"

Mr. Arjun Mehta, a 35-year-old software engineer residing in Bengaluru, recently received a notice from the
Income Tax Department. Over the past few years, Arjun had been freelancing for clients in India and abroad, in
addition to his full-time job at a multinational IT firm. His total income had gradually increased, but he continued

filing returns based only on his salary income.

This year, the Central Board of Direct Taxes (CBDT) flagged discrepancies in his reported income and bank
transactions. The notice pointed out a significant mismatch between the funds credited to his bank account and the
income he declared under the Income Tax Act, 1961. Arjun, unaware of the implications of not reporting all
sources of income, sought the help of a tax consultant. The consultant explained that under India’s direct tax
system, individuals are taxed not just on salary, but on total income earned, including freelance earnings and

foreign remittances.

The case was further complicated by the fact that Arjun had not maintained proper records of his freelance
payments or claimed deductions under the appropriate sections. His lack of awareness regarding the provisions of
direct taxation, especially the scope of total income, tax slabs, and permissible deductions—Iled to a situation of

tax underreporting and a possible penalty under the Income Tax Act.

As Arjun worked with the consultant to revise his return and respond to the notice, he began to reflect on the

broader role of direct taxes in governance and the importance of tax compliance in a growing economy.

Critical Thinking Question

How does Arjun’s case illustrate the importance of understanding the scope and application of direct taxes for

individual taxpayers, and what role does transparency and record-keeping play in ensuring tax compliance?

1.1 Concept of Direct Tax

1.1.1 Definition and Characteristics of Direct Tax
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A direct tax is a type of tax that is levied directly on individuals, organizations, or property, and is paid straight to

the government by the entity upon whom it is imposed. In contrast to indirect taxes, which are passed on to

consumers (such as GST), direct taxes are not transferable in their incidence. The liability and the burden of tax

rest on the same person or entity.

Key Characteristics of Direct Tax:

1.

Personal Liability: One of the primary characteristics of direct taxes is that they are imposed on a
person’s or entity’s income, wealth, or assets. The liability to pay the tax cannot be shifted to another
individual. For instance, when a person earns a salary or income from business, they are responsible for

paying income tax.

Non-Transferability: Direct taxes are borne and paid by the same individual or entity. Unlike indirect
taxes such as excise duties or sales taxes, direct taxes cannot be recovered from customers or clients. This

makes the burden of direct taxes more visible and measurable.

Progressivity: Direct taxes often follow a progressive tax system, especially in the context of income tax.
This means that individuals with higher incomes are taxed at higher rates. The rationale behind this system

is to promote equitable wealth distribution and reduce income inequality.

Certainty and Transparency: Direct taxes offer a higher degree of transparency and certainty. Taxpayers
generally know in advance how much tax they owe, based on clearly defined tax slabs, exemptions, and

deductions. This makes tax planning more predictable.

Elasticity: Direct taxes tend to be elastic in nature. As the income of an individual or a corporation
increases, the amount of tax payable also increases. This elasticity ensures that the government’s revenue

also grows with the economy.

Administrative Convenience and Accountability: Though sometimes seen as more complex in terms of
filing, direct taxes offer a higher degree of accountability. Taxpayers must declare their income sources,
asset holdings, and other financial particulars, which also aids the government in fiscal planning and

surveillance.

Revenue Significance: Direct taxes form a significant part of government revenues in modern economies.
In India, income tax and corporate tax contribute heavily to the Central Government’s income, supporting

infrastructure, defense, healthcare, and education expenditure.
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8. Compliance and Record-Keeping: Since the individual is responsible for computing and paying the tax,
there is a significant requirement for accurate documentation, including salary slips, investment records,

and business transactions.

9. Scope for Tax Planning and Avoidance: Unlike indirect taxes, direct taxes offer more scope for tax
planning through the legal use of exemptions, deductions, and rebates. However, this also opens the door

for tax avoidance, making enforcement mechanisms critical.

In conclusion, direct taxes are an essential feature of modern fiscal systems. They promote fairness, reflect a

country’s social and economic policies, and serve as a tool for redistribution of wealth and economic regulation.
1.1.2 Comparison: Direct Tax vs Indirect Tax

Understanding the difference between direct and indirect taxes is crucial for grasping the structure of any national
taxation system. These two tax types differ in their mechanism, burden of payment, economic impact, and

administrative structure.
Key Differences Between Direct and Indirect Tax:
1. Definition:

o Direct Tax is levied directly on an individual or organization, based on income, wealth, or profits.

It is non-transferable.

o Indirect Tax is levied on goods and services and can be transferred from one person to another

(usually from the seller to the buyer).
2. Tax Incidence and Burden:
o In direct taxes, the person or entity liable to pay is also the one who bears the financial burden.

o Inindirect taxes, the person who pays the tax to the government (usually a business) shifts the

burden to consumers via higher prices.
3. Examples:
o Direct Taxes: Income Tax, Corporate Tax, Capital Gains Tax, Wealth Tax.

o Indirect Taxes: Goods and Services Tax (GST), Customs Duty, Excise Duty, Value Added Tax
(VAT).
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4. Progressivity:
o Direct taxes can be progressive (higher income = higher tax rate).

o Indirect taxes are generally regressive, as they apply uniformly and impact low-income groups

more proportionally.
5. Inflationary Impact:
o Indirect taxes are inflationary since they increase the price of goods and services.
o Direct taxes are non-inflationary as they do not directly affect product pricing.
6. Ease of Collection:

o Indirect taxes are easier to collect as they are embedded in the price and collected at the point of

sale.
o Direct taxes require self-assessment, documentation, and active participation by the taxpayer.
7. Effect on Consumption:
o Indirect taxes can reduce consumption due to higher prices.
o Direct taxes affect disposable income but do not directly influence product prices.
8. Avoidance and Evasion:
o Direct taxes have higher instances of evasion as individuals may underreport income.
o Indirect taxes are harder to evade due to their collection mechanism.
9. Impact on Savings and Investment:
o Direct taxes may discourage saving and investing if rates are high.
o Indirect taxes have a neutral or indirect impact on savings behavior.
10. Transparency:
o Direct taxes are more transparent; taxpayers know what they’re paying and why.

o Indirect taxes are often hidden in prices, leading to less awareness among the public.
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Understanding this comparison is vital for evaluating the social and economic effects of taxation policies and for

making informed decisions as a taxpayer, policymaker, or academic.
1.1.3 Key Features of Direct Taxation

Direct taxation in India and other countries possesses several defining features that distinguish it from other forms
of taxation. These features not only define its scope but also impact its administration, compliance, and economic

influence.
Key Features:

1. Personal Nature of the Tax:
Direct taxes are linked to the personal income, wealth, or transactions of an individual or entity. This
makes them inherently personal in nature, requiring each taxpayer to disclose their unique financial status

and obligations.

2. Based on Paying Capacity:
One of the standout features is that direct taxes are based on the ability-to-pay principle. Higher-income
individuals and businesses contribute more, while those earning below the threshold may be exempt. This

ensures a fair and just tax system.

3. Progressivity and Equity:
Direct taxes often follow a progressive structure. As income increases, the rate of tax also increases,

making the system equitable and contributing to the reduction of income inequality.

4. Self-Assessment and Declaration:
Taxpayers are expected to voluntarily compute their tax liability and file returns. This encourages
responsibility and financial literacy but also necessitates a strong regulatory framework to prevent

evasion.

5. Provision for Deductions and Exemptions:
The direct tax system provides various deductions (e.g., under Sections 80C to 80U) and exemptions (e.g.,

HRA, agricultural income) that allow taxpayers to reduce their taxable income legally.

6. Legal Backing and Governance:
In India, direct taxation is governed by comprehensive laws such as the Income Tax Act, 1961. The

Central Board of Direct Taxes (CBDT) frames policies and ensures effective administration.
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7. Yearly Assessment and Filing:
The direct tax system operates on an annual assessment basis. Taxpayers are expected to file returns at the

end of each financial year, disclosing their income and computing their tax liability.

8. Audit and Scrutiny Mechanism:
Returns filed can be selected for scrutiny or audit by tax authorities to ensure accuracy. This acts as a

deterrent against false declarations and promotes compliance.

9. Administrative Complexity:
Compared to indirect taxes, direct taxes are more complex due to the need for income segregation,

deductions, rebates, and exemption calculation. This has led to the growth of tax consultancy services.

10. Tax Deducted at Source (TDS):
TDS is a feature where tax is deducted at the time of income generation itself. Employers, banks, and

contractors are responsible for deducting and remitting tax on behalf of the payee.

11. Integration with PAN and Aadhaar:
In India, direct tax compliance is increasingly linked with technology. PAN is mandatory for tax filings,

and Aadhaar linkage has become essential for verifying taxpayer identity and preventing fraud.

12. Appeals and Dispute Resolution:
Direct tax laws provide an elaborate mechanism for appeal if a taxpayer disagrees with an assessment

order. Appellate tribunals, High Courts, and even the Supreme Court can be approached.

These features collectively ensure that direct taxes not only serve as a tool for revenue generation but also support
broader economic and social objectives such as redistribution of wealth, social justice, and financial

accountability.
1.1.4 Examples of Direct Taxes in India (Income Tax, Wealth Tax)

India's direct taxation framework consists of various tax types levied directly on individuals, businesses, and other
entities. Two historically significant and prominent examples are Income Tax and Wealth Tax, although the latter
has been abolished since 2015. Nonetheless, understanding both is crucial to grasp the evolution and scope of

direct taxation in India.

Income Tax
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The Income Tax is one of the most significant sources of revenue for the Government of India. It is governed by
the Income Tax Act, 1961, and administered by the Central Board of Direct Taxes (CBDT) under the

Department of Revenue, Ministry of Finance.
Key Aspects of Income Tax:

1. Chargeability: Income tax is levied on the total income earned by individuals, Hindu Undivided Families
(HUFs), firms, companies, Association of Persons (AOPs), and other legal entities during a financial year
(April 1 to March 31).

2. Tax Slabs and Rates:

o The tax rates are progressive and differ based on the income bracket and taxpayer category

(individuals, senior citizens, firms, companies).
o Individuals are taxed as per slab rates, while companies and firms have fixed tax rates.

3. Sources of Income:

Income is classified into five heads:
o Income from Salaries
o Income from House Property
o Profits and Gains from Business or Profession
o Capital Gains
o Income from Other Sources

4. Deductions and Exemptions:
The Income Tax Act provides various deductions under sections like 80C (investments in LIC, PPF, etc.),
80D (health insurance), and 80E (education loan interest), and exemptions such as HRA, LTA, and

agricultural income.

5. Filing and Compliance:
Every individual or entity earning above the exemption limit is required to file an Income Tax Return

(ITR) annually. Penalties apply for non-compliance or misreporting of income.
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6. TDS and Advance Tax:
Tax Deducted at Source (TDS) and advance tax payments are essential compliance mechanisms under

income tax to ensure continuous revenue collection.

7. Assessment and Scrutiny:
Tax returns may be selected for assessment or scrutiny by the Income Tax Department to verify accuracy.

Assessments may be regular or faceless under the new e-assessment scheme.
Wealth Tax (4bolished in 2015)

The Wealth Tax Act, 1957 was a direct tax levied on the net wealth of an individual, HUF, or company. It was
abolished by the Finance Act, 2015, due to low revenue generation and high administrative burden. However, its

study remains important from an academic and historical perspective.
Key Features of the Wealth Tax Act:
1. Chargeability:
o Wealth tax was levied on individuals, HUFs, and companies whose net wealth exceeded %30 lakh.

o Net wealth included specified unproductive assets like land, jewelry, yachts, cash in hand, and

vehicles.
2. Tax Rate:
o The rate of wealth tax was 1% of the amount exceeding 330 lakh.
3. Valuation and Filing:

o Valuation of assets had to be done according to prescribed rules and guidelines. Returns were to be

filed annually.
4. Exemptions:

o Certain assets, such as residential property for business use and specified agricultural land, were

exempt.
5. Reasons for Abolishment:
o The cost of collection exceeded the actual revenue earned.

o Difficulties in valuation and enforcement made it administratively expensive.
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o The government replaced it with a 2% surcharge on the super-rich to compensate for lost revenue.
Other Examples of Direct Taxes (Current and Historical):
o Corporate Tax: Levied on the net profit of companies operating in India.
o Capital Gains Tax: Tax on profit from sale of capital assets (e.g., real estate, stocks).

e Securities Transaction Tax (STT): Levied on the value of securities traded on recognized stock

exchanges.

e Dividend Distribution Tax (DDT): Previously levied on companies for distributing dividends to

shareholders (now abolished).

o Gift Tax: Originally separate, now incorporated under income tax provisions (Section 56 of the Income
Tax Act).

These direct taxes collectively contribute to the fiscal stability of the country and provide the government with

resources to invest in infrastructure, public services, and welfare schemes.
1.1.5 Impact of Direct Tax on Individuals and Businesses

Direct taxes, being a central pillar of fiscal policy, have far-reaching impacts on the economic behavior and
financial structure of both individuals and businesses. These impacts can be seen in terms of income

redistribution, compliance burden, economic planning, consumption patterns, and corporate investment strategies.
Impact on Individuals:

1. Reduction in Disposable Income:
Direct taxes such as income tax reduce an individual's net take-home income. This affects personal
budgeting, savings, and consumption decisions. For instance, higher tax rates may discourage excessive

spending and encourage saving under tax-saving schemes.

2. Behavioral Change:
The structure of direct taxation incentivizes tax planning. Individuals invest in instruments like PPF, NPS,
ELSS, or purchase insurance primarily to claim deductions under Section 80C. Thus, tax policies directly

influence financial decision-making.

3. Equity and Social Responsibility:

Progressive tax rates ensure that the rich pay a larger share of their income in taxes. This supports the
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principle of vertical equity and reinforces the idea of contributing towards the nation’s development based

on ability to pay.

Awareness and Documentation:
Direct taxes push individuals to maintain financial records, understand income heads, and become aware

of legal provisions. Over time, this improves financial literacy and fosters a culture of compliance.

Disincentive to Earn More (in Some Cases):
In the absence of proper exemption limits or rationalized tax slabs, some individuals might perceive
higher income as disproportionately taxed, leading to tax avoidance, evasion, or even reduced incentive to

grow earnings.

Impact on Businesses:

1.

Cost of Compliance:
For businesses, especially MSMEs, complying with direct tax regulations involves significant cost and
effort. This includes hiring accountants, managing audits, dealing with scrutiny notices, and staying

updated on legal amendments.

Influence on Investment Decisions:
Corporate tax rates and capital gains taxation influence where and how businesses invest. Tax incentives
such as accelerated depreciation or deductions for R&D encourage businesses to allocate resources

accordingly.

Impact on Profitability:
Taxes directly reduce the net profits available to shareholders and for reinvestment. This impacts dividend

policy, retained earnings, and ultimately, market valuation.

Transfer Pricing and International Operations:
For multinational companies, direct taxation raises issues such as transfer pricing and double taxation.
Compliance with tax treaties, arm’s length pricing, and BEPS (Base Erosion and Profit Shifting)

guidelines are crucial considerations.

Corporate Social Responsibility (CSR) and Tax Deductions:
Certain CSR expenditures are allowed as deductions, encouraging businesses to participate in socially

beneficial projects. Thus, direct taxes also act as tools for influencing corporate behavior.
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6. Tax Planning and Innovation:
Tax laws offer legitimate opportunities for businesses to structure operations efficiently through tax
planning. However, aggressive tax planning may border on avoidance, requiring vigilant oversight from

tax authorities.

7. Sectoral Impact:
Direct tax policy may affect certain sectors more than others. For example, IT and pharmaceutical
companies benefit from R&D deductions, while manufacturing firms may gain from Make-in-India

incentives and lower corporate tax rates.
Did You Know?

"The abolition of wealth tax in 2015 was not due to lack of intent to tax the rich, but because the cost of enforcing
the law far exceeded the revenue collected. In fact, in its last year, wealth tax contributed less than X1,000 crore to

the exchequer, making it economically inefficient to administer."

1.2 Historical Background of Direct Taxation in India
1.2.1 Origin and Evolution of Direct Tax in India

The history of direct taxation in India spans centuries and reflects the socio-political and economic developments
of the region. From ancient rulers levying agricultural taxes to the establishment of modern income tax laws

under British colonial rule, the evolution of direct taxes in India has been complex and dynamic.
Ancient and Medieval Periods:

o Inancient India, taxation was an established practice even in the Vedic era. Texts like the Manusmriti and

Arthashastra by Kautilya prescribed systematic taxation policies.

o Taxes in these times were primarily on agricultural produce, land, cattle, and trade. The king (or state)

collected taxes as a duty of the subject and in return provided protection and justice.

e The tax system was often proportional and sometimes progressive, with Kautilya advocating that taxes
should not be burdensome and should be collected like a "bee gathering honey without hurting the

flower."

Mughal Period:
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e The Mughal Empire had a highly structured revenue system, particularly under rulers like Akbar.

e The Zabt and Ain-e-Dahsala systems collected land revenue based on systematic land measurement and

classification.

e Although land revenue dominated, there were other levies like customs duties, trade taxes, and

occasionally wealth-based assessments.
British Colonial Period:
e The foundation of modern direct taxation in India was laid during British rule.

e In 1860, Sir James Wilson introduced India's first Income Tax Act to compensate for revenue losses

incurred during the Sepoy Mutiny of 1857.
 Initially, it was a temporary measure but was reintroduced with various modifications over the years.

o By 1886, a permanent Income Tax Act was enacted. It classified income under different heads and brought

in the concept of assessing officers.

e Over the years, further Acts like the Super Tax Act, 1920, and the Wealth Tax Act were introduced to

enhance revenue collection and cover emerging economic realities.
Post-Independence Developments:
e After 1947, India retained and modified many of the colonial tax laws.

e The Income Tax Act of 1961, which is still in force today (with numerous amendments), was enacted to

consolidate and rationalize the income tax structure. This Act replaced the Income Tax Act of 1922.

e The Act aimed to standardize the law, make it comprehensive, and align it with independent India's

economic vision.

e Since then, various forms of direct tax such as capital gains tax, dividend distribution tax, and alternative

minimum tax have been added.
Evolution in the Modern Era:

e The introduction of permanent account numbers (PAN), e-filing, and faceless assessments reflect the

shift towards digitalization.
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o The progressive reduction in corporate tax rates, abolition of wealth tax, and rationalization of exemptions
indicate a shift towards simplicity and efficiency.

o The Direct Taxes Code (DTC) was proposed to replace the Income Tax Act, 1961, but has not yet been

implemented.

This historical trajectory of direct taxation in India shows how the system has evolved from a feudal levy into a

structured, codified mechanism aimed at equitable and efficient revenue collection.
1.2.2 Key Milestones in Indian Taxation Policy

The journey of Indian taxation policy is marked by several significant milestones that have shaped the current
framework of direct taxes. These events reflect legal, administrative, and technological transformations aimed at

making tax administration more efficient, equitable, and compliant with economic realities.
Important Milestones:
1. 1860 — Introduction of First Income Tax Law:
o Introduced by Sir James Wilson to recover financial losses post the 1857 revolt.
o Initially applied to incomes above 3200 and exempted agriculture.
o Marked the beginning of modern direct taxation.
2. 1886 — Enactment of Permanent Income Tax Act:
o Introduced classification of income under separate heads.
o Provided the foundation for future developments in income taxation.
3. 1922 —Income Tax Act, 1922:
o Provided detailed procedural rules for assessment, collection, and appeals.
o Assigned greater administrative control to the Income Tax Department.
o Marked a significant move toward centralized administration.
4. 1956 — Establishment of CBDT:
o Created for policy formulation and oversight in the area of direct taxes.

o Became the apex body responsible for the implementation and management of direct tax laws.
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5. 1961 —Income Tax Act, 1961:
o Enacted as a comprehensive tax code, replacing the 1922 Act.
o Still forms the core of direct taxation in India.
o Incorporated heads of income, deductions, exemptions, and penalties.
6. 1985 — Introduction of Wealth Tax and Gift Tax (Revised):
o Designed to tax non-productive assets and wealth accumulation.
o Both acts faced criticism for complexity and were eventually abolished.
7. 1991 — Liberalization and Tax Reforms:
o Initiated under the Narasimha Rao government.
o Led to the formation of various expert committees (e.g., Raja Chelliah Committee).
o Aimed at rationalizing rates, expanding the base, and improving compliance.
8. 2004 — Introduction of Fringe Benefit Tax (FBT) and Banking Cash Transaction Tax (BCTT):
o Targeted indirect income through employer-provided benefits and large cash withdrawals.
o Eventually abolished due to administrative complexity and limited revenue impact.
9. 2014-15 - Abolition of Wealth Tax:
o Replaced with an increased surcharge on the super-rich.
o Considered more efficient and easier to administer.
10. 2019 — Corporate Tax Rate Cut:
o Reduced to 22% for existing companies and 15% for new manufacturing companies.
o Aimed at boosting economic growth and attracting investment.
11. 2020 — Vivad se Vishwas Scheme:

o Introduced to resolve tax disputes with minimal litigation.

o Encouraged voluntary compliance and reduced pending cases.
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12. 2020 onwards — Faceless Assessment and Appeals:
o Marked a major structural reform in tax administration.
o Aimed to reduce human interface, enhance transparency, and curb corruption.

Each of these milestones signifies a policy shift, either towards simplification, equity, revenue augmentation, or
administrative efficiency. They collectively reflect the adaptability and maturity of the Indian tax system in

response to changing socio-economic needs.
1.2.3 Formation of Central Board of Direct Taxes (CBDT)

The Central Board of Direct Taxes (CBDT) is the apex policy-making body for the administration of direct
taxes in India. It functions under the Department of Revenue, which is part of the Ministry of Finance,
Government of India. Its formation marked a significant advancement in the structure and governance of direct

tax administration.
Historical Context:
o The Central Board of Revenue Act, 1963 established the statutory authority for the CBDT.

e Prior to the formal establishment of the CBDT, the Central Board of Revenue handled both direct and

indirect taxes.

e The increasing complexity of tax administration, the expansion of tax base post-independence, and the

requirement for focused policy-making necessitated a separate board.
Structure of CBDT:
1. Composition:
o The CBDT comprises a Chairman and six Members.

o Each member is responsible for specific portfolios such as legislation, investigation, revenue,

income tax, audit, and systems.
2. Functions:
o Policy Formulation: Frames policies related to income tax, corporate tax, and other direct taxes.

o Implementation Oversight: Supervises the functioning of field formations like income tax

departments and investigation wings.
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o Administrative Coordination: Oversees appointments, promotions, and transfers within the tax
department.

o Budgeting and Target Setting: Monitors tax collection targets and evaluates departmental

performance.

o Dispute Resolution and Litigation Management: Develops strategies to handle appeals and

litigation in tribunals and courts.
3. Technological Initiatives:

o CBDT has been instrumental in implementing initiatives like e-filing of returns, Aadhaar-PAN

linkage, and faceless assessment.
o The board ensures the continuous modernization of tax infrastructure.
4. International Engagement:
o Engages in negotiation and implementation of Double Taxation Avoidance Agreements (DTAA).

o Plays arole in aligning Indian tax policies with global standards, including BEPS (Base Erosion
and Profit Shifting).

5. Issuance of Circulars and Clarifications:

o Provides official interpretations and instructions to resolve ambiguities in tax law through circulars

and notifications.
6. Investigation and Enforcement:

o Coordinates with the Directorate of Income Tax (Investigation) and Directorate of Criminal

Investigation.
o Plays a vital role in curbing tax evasion, black money, and benami transactions.

The formation of the CBDT institutionalized tax policy-making in India and separated it from day-to-day tax
administration. It continues to play a pivotal role in aligning India’s taxation policies with developmental goals,

economic reforms, and global best practices.

1.2.4 Major Reforms in Direct Tax System
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The Indian direct tax system has undergone substantial reforms since independence to address issues of
complexity, inequity, and inefficiency. These reforms were often driven by economic crises, global developments,
and the need to promote investment, compliance, and revenue generation. The objective has consistently been to

simplify the tax structure, broaden the tax base, reduce rates, and improve administration.
Key Phases and Components of Major Reforms:
1. Reform Era Post-1991 Economic Crisis:
o The balance of payments crisis in 1991 necessitated structural economic reforms.
o Tax reforms became a key focus area under the New Economic Policy.

o A Tax Reforms Committee was established in 1991 under Dr. Raja J. Chelliah, leading to

landmark changes in the direct tax system.
2. Reduction of Tax Rates:

o One of the primary reforms post-1991 was a gradual reduction in individual and corporate tax

rates.

o High marginal tax rates on personal income, which were once as high as 97.5%, were drastically

reduced to more reasonable levels to encourage compliance and investment.
3. Broadening of Tax Base:
o Elimination of numerous exemptions and deductions that narrowed the tax base.

o Taxpayer base was expanded through measures such as mandatory PAN, TDS/TCS compliance,

and linking of bank accounts with tax identification.
4. Introduction of Minimum Alternate Tax (MAT):
o Many profitable companies paid little or no tax due to exemptions and incentives.

o To address this, the Minimum Alternate Tax was introduced in 199697, requiring companies to

pay a minimum percentage of book profits as tax.
5. Tax Deducted at Source (TDS) Expansion:

o TDS became a significant tool for real-time tax collection and tracking of financial transactions.
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o It was expanded across multiple sectors, including salaries, rent, interest, professional fees, and
contract payments.
6. Voluntary Disclosure and Settlement Schemes:

o Toreduce litigation and bring undisclosed income into the tax net, several disclosure schemes were

launched such as:
* Voluntary Disclosure of Income Scheme (VDIS), 1997
» Income Declaration Scheme (IDS), 2016
= Vivad se Vishwas Scheme, 2020
7. Digitalization and E-Governance:

o The shift to electronic filing of returns, e-verification, e-assessments, and faceless appeals was

a major reform initiative.

o Platforms like TRACES, TIN-NSDL, and the new Income Tax Portal streamlined tax

administration.
8. Corporate Tax Rationalization (2019):

o In a major reform move, the corporate tax rate was slashed to 22% for existing companies and

15% for new manufacturing firms.
o The move aimed to improve global competitiveness and attract foreign direct investment (FDI).
9. Abolition of Wealth Tax (2015):
o The Wealth Tax Act, which had become outdated and inefficient, was abolished.

o Instead, a higher surcharge was imposed on the super-rich, which was simpler to administer and

yielded more revenue.
10. Faceless Assessment and Appeals (2020 onwards):

o Introduced to reduce corruption, increase transparency, and eliminate physical interface between

taxpayers and officials.

o Selection of cases, communication, and final orders are handled digitally across jurisdictions.
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11. Implementation of GAAR (General Anti-Avoidance Rules):

o Implemented in 2017 to curb aggressive tax planning and ensure tax is paid where economic

activity occurs.

o GAAR provides tax authorities the power to deny tax benefits in cases of impermissible avoidance

arrangements.
12. International Compliance and BEPS Implementation:

o India has taken steps to implement OECD’s BEPS (Base Erosion and Profit Shifting)

recommendations.

o Measures include country-by-country reporting, mandatory disclosures, and modification of tax

treaties.
13. Promoting Ease of Doing Business:

o Measures such as pre-filled income tax returns, taxpayer charter, and quick refund processing have

been introduced to enhance taxpayer experience.

These reforms have contributed significantly to increasing voluntary compliance, reducing tax evasion,
modernizing administration, and improving the fairness of the tax system. However, challenges remain in areas

like litigation, dispute resolution, and integrating informal sector taxpayers.
1.2.5 Role of Various Committees (e.g., Raja Chelliah Committee)

Over the decades, several expert committees and commissions have been appointed by the Government of India
to evaluate and recommend reforms in the taxation system. These committees have played a pivotal role in
shaping India’s direct tax policies, ensuring that they evolve in response to changing economic environments and

global standards.

Prominent Committees and Their Contributions:

1. Raja Chelliah Committee (1991-1993)

Full Name: Tax Reforms Committee, chaired by Dr. Raja J. Chelliah

Objective: To recommend a comprehensive reform of India's tax system in the context of liberalization and

structural adjustments post-1991 economic crisis.
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Key Recommendations:

e Reduction of High Tax Rates: Suggested rationalizing individual and corporate tax rates to reasonable

levels to encourage compliance.

e Broadening the Tax Base: Advocated the removal of exemptions and incentives that led to erosion of the

tax base.

e Strengthening TDS Mechanism: Recommended making TDS more robust and widespread to increase

real-time collections.

o Introduction of MAT: Paved the way for the introduction of Minimum Alternate Tax to tax zero-tax

companies.

o Improving Administration: Emphasized modernizing the tax department and enhancing the use of

information systems.

e Simplification and Codification: Proposed the simplification of tax laws to reduce litigation and taxpayer

grievances.

The Chelliah Committee’s recommendations laid the foundation for India’s modern tax reform program and were

instrumental in making the tax system more equitable and efficient.

2. Kelkar Committee (2002)

Chairperson: Dr. Vijay L. Kelkar

Objective: To continue the reform process in both direct and indirect taxation.
Key Recommendations:

e Widening of PAN Usage: Proposed making PAN mandatory for financial transactions to track tax

evasion.

o Elimination of Tax Distortions: Advocated for reducing exemptions that create unequal treatment of

taxpayers.

o Introduction of Taxpayer Services: Recommended a taxpayer-centric approach with transparent systems

and faster refunds.
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e e-Governance Initiatives: Suggested adoption of technology to improve compliance and reduce interface
with tax officials.

While not all recommendations were implemented, many influenced later reforms, particularly in areas of

digitization and taxpayer facilitation.

3. Shome Committee (2012)
Chairperson: Dr. Parthasarathi Shome

Focus Area: Reviewed the controversial retrospective taxation provisions and General Anti-Avoidance Rules
(GAAR).

Key Contributions:
e GAAR Implementation: Recommended deferring GAAR to provide certainty and clarity to investors.

e Retrospective Taxation: Suggested that retrospective amendments should be avoided unless in rare cases

of abuse.

o Tax Certainty: Emphasized the need for predictability and stability in tax policy to encourage investment.

4. Justice Easwar Committee (2016)
Objective: To simplify the provisions of the Income Tax Act and promote taxpayer-friendly administration.
Key Suggestions:

e Reducing litigation by clarifying ambiguous provisions.

» Rationalizing penalties and reducing harsh punishments for minor offenses.

e Improving communication between taxpayers and the department.

Additional Contributions of Committees:

e DTAA and Transfer Pricing Reforms: Several panels have worked on strengthening India’s treaty

framework to combat double taxation and profit shifting.
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o Digital Economy and Taxation: Committees in recent years have explored the tax challenges posed by

the digital economy and e-commerce, leading to equalization levy and digital tax proposals.

These committees have significantly shaped the policy and administrative architecture of India’s direct taxation
system. Their insights, particularly in aligning Indian practices with global norms and enhancing compliance,

continue to influence tax governance today.

Activity Title: “Timeline Mapping of Indian Direct Tax History”

In this activity, students will work in small groups to create a comprehensive visual timeline tracing the historical
development of direct taxation in India. The timeline must include significant events such as the introduction of
the first Income Tax Act (1860), formation of the CBDT (1956), major reforms like those under the Raja Chelliah
Committee (1991), and the adoption of faceless assessment (2020). Each group will present their timeline with
brief explanations of how each event transformed the tax system. This activity promotes collaborative learning

and helps students contextualize tax reforms within broader economic and political changes.

1.3 Importance and Role in the Economy

1.3.1 Revenue Generation for the Government

Direct taxation is the cornerstone of a government’s fiscal framework, serving as a primary source of revenue
essential for meeting public expenditure. In India, income tax, corporate tax, and capital gains tax form significant
components of total government receipts. These revenues finance the functioning of democratic institutions and

the execution of development plans.
Revenue from direct taxes allows the government to fund:

e Public Infrastructure: Roads, railways, airports, and power grids depend on sustained revenue, much of

which originates from direct taxes.

e Social Welfare Schemes: Government spending on health, education, rural development, food subsidies,

and employment programs (like MGNREGA) is substantially financed through tax revenue.

e Administrative Machinery: Salaries of public servants, police, military, and judiciary are supported

through tax income.
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e Interest Payments and Debt Servicing: Direct tax collection helps manage the country’s debt by
servicing interest obligations and reducing fiscal deficit.

Additionally, direct taxes provide non-inflationary financing. Unlike printing money, which fuels inflation,

direct taxes extract surplus from those with the ability to pay, maintaining price stability while generating funds.
Other roles in revenue generation include:

o Predictability and Stability: A well-administered direct tax system ensures stable inflow of funds,

allowing governments to plan budgets effectively.

o Elasticity: As the economy grows, the tax base and the amount collected from direct taxes increase,

making it a sustainable long-term source.

e Decentralized Revenue: Through mechanisms like tax devolution, the central government shares a

portion of direct tax revenues with states, enabling cooperative federalism.

In essence, the efficiency and effectiveness of direct taxation determine the government’s capacity to execute its

constitutional, developmental, and welfare responsibilities.

1.3.2 Redistribution of Income and Wealth

Direct taxation plays a pivotal role in the redistribution of income and wealth, which is critical in a country like
India, where economic disparities are significant. Through progressive taxation mechanisms, direct taxes ensure

that individuals and corporations contribute to the public exchequer according to their financial capabilities.
Key aspects of redistribution include:

o Progressive Taxation: The income tax system is designed so that individuals with higher income are

taxed at higher rates. This creates a graduated burden, which reduces post-tax income inequality.

e Wealth-Based Taxes: Though the wealth tax was abolished in 2015, provisions such as higher surcharges

on high-income earners and luxury taxes still contribute toward wealth redistribution.

e Corporate Social Responsibility (CSR): Mandated under the Companies Act, 2013, CSR is closely
linked with tax policy and indirectly promotes equitable wealth distribution by requiring companies above

certain profit thresholds to spend on social development.

Redistribution occurs in two stages:
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1. Collection Stage: Taxes are collected from high-income earners, corporations, and businesses.

2. Spending Stage: Revenue is used for subsidies, education, healthcare, rural development, and targeted

welfare schemes, which benefit the lower-income and vulnerable sections of society.
Other supporting mechanisms include:
e Tax Credits and Rebates: Offered to low-income individuals to reduce their liability.

e Public Spending Patterns: Focused spending on low-income states or backward regions is made possible

by resources mobilized through direct taxation.

While redistribution through taxation reduces inequality, it must be balanced carefully. Over-taxation can
discourage investment and lead to evasion. Therefore, tax policy must be structured to ensure fairness without

discouraging economic initiative.

1.3.3 Promoting Equity and Social Justice

The principle of equity in taxation refers to fairness in the distribution of the tax burden. Direct taxes are one of
the most effective instruments available to the state to promote social justice and ensure that economic disparities

do not lead to social unrest or exclusion.
Types of Equity:

» Vertical Equity: Implies that taxpayers with a higher ability to pay (i.e., higher income or wealth) should

contribute a larger share of tax. Progressive income tax rates in India reflect this principle.

e Horizontal Equity: Suggests that people with similar income or ability to pay should be taxed similarly.

The tax system aims to treat equals equally, avoiding discrimination.
How Direct Tax Promotes Equity:

1. Targeted Taxation: Individuals with higher income fall under higher tax brackets, while those below the

taxable threshold are exempt, ensuring tax liability is proportionate to income.

2. Deductions and Exemptions: Taxpayers are allowed deductions for expenditures on education, health

insurance, housing, etc., supporting social welfare objectives.
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3. Equalization of Opportunities: Revenue from direct taxes is used to provide basic services such as free
education, health care, and sanitation to underprivileged populations, thereby enhancing equality of

opportunity.

4. Promoting Inclusive Growth: Tax policy supports government programs like food security, affordable

housing, rural employment, and skill development.

The Indian Constitution, under its Directive Principles of State Policy, mandates the government to minimize

income inequalities. Direct tax policies are aligned with these constitutional values.
Moreover, certain indirect methods of promoting equity are embedded in the tax system:
o Capital Gains Tax: Ensures that those earning from sale of assets share gains with the government.

e Inheritance and Gift Tax Provisions: Though largely repealed, discussions around reintroducing these

highlight the role of direct taxes in addressing intergenerational wealth inequality.

In this way, direct taxes help foster a fairer society by ensuring that everyone contributes to the public good

according to their means, and that public resources are used to support the most vulnerable.

1.3.4 Influence on Investment and Consumption

Taxation significantly influences the investment and consumption behavior of individuals and businesses. By
altering disposable income and after-tax returns, direct taxes can either encourage or discourage certain financial

decisions.
Influence on Investment:
1. Tax Incentives for Investment:

o Sections like 80C, 80D, and 10(38) offer deductions or exemptions for investments in certain

financial instruments.

o These incentives encourage individuals to invest in insurance, pension funds, mutual funds, and

national savings schemes.

2. Corporate Investment Decisions:
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o Lower corporate tax rates and depreciation benefits influence the level and direction of private
investment.

o Special Economic Zones (SEZs) and sector-specific tax holidays encourage investment in targeted

industries.
3. Capital Gains Tax:

o Tax treatment of short-term and long-term capital gains impacts decisions related to real estate,

equity, and other assets.
o Investors plan asset holding periods based on tax implications, influencing market behavior.

4. MAT and Tax Planning:

o Large corporations plan projects and financing based on provisions like Minimum Alternate Tax

(MAT) and the treatment of losses and depreciation.
Influence on Consumption:
1. Reduction in Disposable Income:

o Personal income tax reduces the amount of money individuals have for consumption, potentially

decreasing demand for non-essential goods.
2. Tax Incentives and Consumer Behavior:

o Tax benefits linked with certain expenses (e.g., education loans, housing loans) incentivize

consumer spending in specific sectors.
3. Savings vs. Consumption:

o Tax savings instruments often redirect potential consumption into long-term saving products,

which may reduce short-term consumption but improve capital formation.
4. Behavioral Economics and Nudging:

o The government uses tax provisions to “nudge” people toward socially beneficial behaviors—e.g.,

promoting renewable energy through tax rebates on solar installations.

5. Indirect Impact Through Business Decisions:
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o Ifcorporate tax is high, companies may cut production or delay expansion, which indirectly

impacts employment and consumption demand.

While a well-designed tax policy can stimulate investment and productive consumption, excessive taxation or
overly complex incentives can distort economic behavior. Policymakers must therefore design direct tax systems

that balance revenue needs with growth objectives.
1.3.5 Direct Tax as a Tool for Economic Policy

Direct taxation is not merely a revenue collection mechanism; it is also a powerful instrument of economic
policy. Through changes in tax rates, structures, and incentives, the government can influence a wide range of
macroeconomic variables including investment, consumption, employment, inflation, and income distribution.
Direct tax policy thus becomes a critical lever in shaping the nation’s economic direction and achieving long-term

developmental goals.
1. Fiscal Policy and Stabilization

Direct taxes are a fundamental part of fiscal policy, which deals with the government’s decisions on taxation and
spending. By adjusting direct tax rates, the government can control aggregate demand and stabilize the

cconomy:

o In periods of inflation, raising direct tax rates can reduce disposable income, dampen demand, and help

control rising prices.

o During a recession, lowering tax rates can stimulate demand by increasing disposable income, thus

boosting consumption and encouraging business investment.

This counter-cyclical nature of direct tax policy is essential for maintaining economic stability and avoiding

sharp fluctuations in growth.
2. Promoting Savings and Capital Formation
Tax incentives under direct taxes are designed to channel private savings into productive investments:

e Deductions under Sections 80C, 80D, 80E, and others encourage individuals to save in government-
approved schemes such as Public Provident Fund (PPF), National Savings Certificates (NSC), and pension
funds.

o For businesses, provisions for depreciation, R&D deductions, and incentives for capital investment

promote reinvestment of profits, leading to capital formation and economic growth.
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By promoting savings and investments, direct tax policy helps in increasing the country’s capital stock and long-
term productive capacity.
3. Attracting Domestic and Foreign Investment
India’s tax policy has undergone several changes to become more investor-friendly, particularly in terms of:
e Reduction in corporate tax rates to boost competitiveness.
e Clarity in tax treatment of dividends, capital gains, and repatriation of profits.

o Bilateral tax treaties and advance pricing agreements (APAs) for multinationals to ensure predictability

and avoid double taxation.

These measures make the Indian tax environment more transparent and globally aligned, encouraging both

foreign direct investment (FDI) and domestic capital expansion.
4. Encouraging Sectoral Growth

Through direct tax incentives, the government supports specific sectors considered critical for economic or social

development:
e Start-ups and MSMEs benefit from tax holidays and lower compliance thresholds.

o Infrastructure, renewable energy, and affordable housing sectors are given targeted exemptions and

deductions.

e Rural and agricultural development is supported indirectly through tax-free status for agricultural

income.
Such sector-specific tax policies are key tools in guiding the structural transformation of the economy.
5. Reducing Income Inequality

As discussed in previous sections, direct taxes promote income redistribution, which is a cornerstone of
inclusive economic policy. By imposing higher rates on high-income earners, and simultaneously using tax

revenue to finance welfare programs for the underprivileged, the government actively reduces inequality.
6. Formalization of the Economy

Direct tax policies can promote the formalization of businesses and labor by:

» Linking incentives with registration and tax compliance.
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o Using digital reporting systems like PAN, TDS, and e-filing to track financial activity.
e Providing simplified tax regimes for small taxpayers (e.g., presumptive taxation).

This increases the documented share of the economy, enhances transparency, and boosts long-term growth

potential.
7. Macroeconomic Management and Planning

Direct tax revenues are non-inflationary, which means they do not cause money supply expansion. This helps the

government manage fiscal deficits without resorting to inflationary borrowing or printing money.

Further, by generating predictable revenue, direct taxes allow for better budget planning, intergenerational

equity, and sustainable fiscal management.
8. Incentivizing Behavioral Change

Direct taxes can be designed to nudge taxpayers toward socially or economically desirable behavior. Examples

include:
e Deductions for green investments or energy-efficient home upgrades.
o Tax incentives for companies hiring from disadvantaged groups.
o Deductions for donations to registered charities under Section 80G.
These provisions align individual incentives with national policy goals.

In conclusion, direct taxation serves as a strategic tool for economic governance. Whether it's boosting growth,
stabilizing the economy, promoting equity, or driving long-term structural change, the design and implementation

of direct tax policy profoundly impact the country's economic trajectory.
Knowledge Check: Influence on Investment and Consumption (1.3.4)
Choose the correct answer for each question.

1. Which section provides tax deductions for investments in instruments like PPF and ELSS?
a) 80D
b) 80C
c) 10(38)
d) 24(b)
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2. What impact does capital gains tax have on investor behavior?
a) Encourages early sale
b) No impact
c¢) Encourages long-term holding

d) Discourages savings

3. Tax on income reduces:
a) Savings
b) Disposable income
¢) Bank loans
d) Debt

4. Higher corporate tax rates may discourage:
a) Consumption
b) Savings
¢) Foreign investment

d) Indirect tax

5. Which tax provision incentivizes health insurance investment?
a) 80C
b) 10(10D)
c) 8OE
d) 80D

1.4 Summary
% Direct tax is imposed directly on individuals or organizations and cannot be shifted to others.
¢ Itincludes taxes such as income tax, corporate tax, capital gains tax, and previously, wealth tax.

* The Indian direct tax system traces its origins to the British era with the first Income Tax Act introduced in
1860.

X/

* The Income Tax Act, 1961, forms the core legal framework for direct taxation in India.

« The Central Board of Direct Taxes (CBDT) is the apex body responsible for policy-making and

administration of direct taxes.
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Major reforms have included rate rationalization, base broadening, digitalization, and faceless

assessments.

Direct tax contributes significantly to government revenue and facilitates public expenditure on

infrastructure, welfare, and administration.

It plays a crucial role in redistributing income and wealth, promoting social justice through progressive tax

structures.

Tax policies influence investment and consumption by altering disposable incomes and providing targeted

incentives.

Direct taxation supports economic policy objectives such as stabilization, inclusive growth, and

formalization of the economy.

Several committees, including the Raja Chelliah Committee, have significantly influenced India’s tax

reform agenda.

Direct tax is not just a fiscal tool but a socio-economic instrument for promoting equity, fairness, and

sustainable development.

1.5 Key Terms

1.

2.

Direct Tax — A tax paid directly by the individual or organization on whom it is levied.

Income Tax — A tax imposed on the income earned by individuals and entities.

Corporate Tax — Tax levied on the profits earned by companies.

CBDT - Central Board of Direct Taxes; apex policy body for direct taxes under the Ministry of Finance.
Progressive Taxation — A system where the tax rate increases with the level of income.

TDS — Tax Deducted at Source; a method for collecting tax at the time of income generation.

Tax Base — The assessed value or income on which tax is imposed.

Minimum Alternate Tax (MAT) — A minimum tax payable by companies that show zero or low profits

due to exemptions.
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9. Faceless Assessment — An assessment method without physical interaction between the taxpayer and
assessing officer.

10. Tax Planning — Legal structuring of financial affairs to minimize tax liability.

11. Tax Evasion — Illegal practices to avoid paying taxes due.

12. Double Taxation Avoidance Agreement (DTAA) — Treaties between countries to prevent the same

income from being taxed twice.

1.6 Descriptive Questions
1. Define direct tax. Explain its key characteristics with examples.
2. Compare and contrast direct and indirect taxes in terms of incidence, burden, and administration.
3. Trace the historical evolution of direct taxation in India from the pre-independence era to the present.
4. Discuss the role and functions of the Central Board of Direct Taxes (CBDT).
5. What are the major reforms introduced in India’s direct tax system since 1991?
6. Explain how direct taxes contribute to revenue generation and income redistribution in India.
7. How do direct taxes influence investment and consumption decisions in the economy?

8. Evaluate the effectiveness of direct taxation as a tool for achieving economic equity and social justice.

1.7 References
1. Income Tax Act, 1961
2. Ministry of Finance, Government of India — Annual Budget Documents
3. Reports of the Raja Chelliah Committee on Tax Reforms (1991-1993)
4. CBDT Annual Reports and Circulars

5. Kelkar Committee Report on Tax Reforms (2002)

6. Indian Economic Survey (Various Y ears)
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Answer Key to Knowledge Check (from 1.3.4)
1. b)80C
2. c) Encourages long-term holding
3. b) Disposable income

4. c) Foreign investment

5. d) 80D

1.8 Case Study
Title: Tax Compliance Challenges in a Growing Enterprise — The Case of “Syntrex Solutions”
Background:

Syntrex Solutions is a mid-sized IT firm established in Pune in 2016. Initially functioning as a start-up with under
10 employees, it grew rapidly over the next five years to a workforce of 150 and clients across India, the UK, and

the US. The company provides enterprise software solutions and cloud-based data storage services.

Despite its growth, Syntrex operated with limited tax awareness. Most of its founders were technocrats unfamiliar
with the evolving direct tax regulations. Their focus was on product development and market expansion, leaving
financial compliance in the hands of a small accounts team. In 2022, the company was flagged by the Income Tax

Department for underreporting foreign income and delayed TDS payments.

Problem Statements

1. Non-disclosure of Foreign Receipts:
The company failed to declare nearly 2.5 crores received from its overseas clients over two financial

years, citing misinterpretation of export income provisions under the Income Tax Act.

2. Delayed TDS Compliance:
Syntrex regularly deducted tax on payments to vendors and consultants but often deposited it late,

attracting interest and penalties. This also impacted vendor relationships.



ATLAS

SKILLTECH
UNIVERSITY

3. Lack of Tax Planning and Utilization of Deductions:
The firm did not utilize available tax-saving provisions such as depreciation on software assets, R&D

deductions, or Section 80JJAA benefits for new employment.

Solutions

1. Rectification and Revised Filings:
After consultation with a professional tax advisor, Syntrex voluntarily disclosed the foreign receipts and
filed revised returns for both years. They explained the oversight and paid the due taxes along with

interest under Section 234A/B/C. This proactive approach prevented further prosecution.

2. Strengthening TDS Systems:
The company automated its TDS deduction and deposit process using ERP integration. Reminders were
built in for due dates. A quarterly reconciliation process was initiated to ensure accurate 26AS reporting

and vendor compliance.

3. Adopting Strategic Tax Planning:

With a new CFO onboard, Syntrex conducted a comprehensive tax health check:
o Claimed depreciation on internally developed software tools.
o Applied for Section 10AA benefits under SEZ for their new office.
o Claimed benefits under Section 80JJAA for hiring over 100 employees in the past year.
o Reinvested profits into new infrastructure eligible for Section 35AD deductions.

These measures not only reduced their tax liability but also brought them into full compliance with direct tax

norms.
Reflective Questions

1. What were the key areas of non-compliance in Syntrex's operations, and how could they have been

avoided earlier?

2. How can SMEs ensure timely and accurate compliance with direct tax laws despite limited resources?

3. What are the risks of ignoring international income declarations under Indian tax laws?
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4. Why is tax planning considered an essential function even for growing start-ups?

5. Discuss the role of digital tools and automation in strengthening tax compliance in medium-sized

enterprises.

Conclusion

The case of Syntrex Solutions highlights the challenges faced by growing businesses in navigating India’s direct
tax landscape. While non-compliance often stems from ignorance rather than intent, it can result in financial
penalties, reputational damage, and legal complications. Strategic tax planning, timely compliance, and the use of

professional guidance and automation tools can transform tax from a risk factor into a growth enabler. The case

reinforces that in a digital and global economy, tax literacy is no longer optional—it is a necessity.
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Unit 2 Key Definitions under Income Tax Act, 1961

Learning Objectives

1.

Understand the significance of statutory definitions under the Income Tax Act, 1961, and their role in

determining tax liability.

Identify and explain the legal meaning of key terms such as "Assessee," "Assessment Year," "Previous Year,"

and "Income" as defined under the Act.

Distinguish between various categories of assesses including individuals, HUFs, firms, companies, and local

authorities.
Interpret the scope and applicability of the term "Income" under Section 2(24) of the Act.

Analyze the relevance of the definitions in assessing income under different heads such as salary, house

property, business, capital gains, and other sources.

Apply the definitions to solve basic computation problems related to tax liability and eligibility.

Content

2.0 Introductory Caselet

2.1 Definitions under the Act

2.2 Previous Year and Assessment Year
2.3 Basis of Charge and Scope of Total Income
2.4 Capital and Revenue Receipts

2.5 Summary

2.6 Key Terms

2.7  Descriptive Questions

2.8  References

2.9  Case Study
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2.0 Introductory Caselet

"The Curious Case of Mrs. Sharma’s Tax Notice"

Mrs. Anjali Sharma, a retired school principal residing in Jaipur, recently received a notice from the Income
Tax Department regarding an underreported income for the assessment year 2023—24. The notice stated that she
had failed to disclose rental income and certain interest income from fixed deposits. Surprised by the notice,

Mrs. Sharma contacted her nephew, a chartered accountant, to help her understand the issue.

Upon reviewing her case, her nephew discovered a series of misunderstandings. Firstly, Mrs. Sharma believed
that since she was a pensioner, she was not considered an "assessee" under the Income Tax Act. Secondly, she
assumed that the interest from her fixed deposits was below the exemption limit and therefore not “income” for
tax purposes. She also considered the rent received from a small portion of her house—rented to a tutor—as

informal income that did not need to be declared.

Her nephew explained that as per the Income Tax Act, 1961, terms like ""Assessee", ""Income", and "Previous
Year" have specific statutory meanings, and relying on general understanding could lead to non-compliance.
He clarified that pensioners are included under the definition of an assessee if their income exceeds the basic
exemption limit, and all sources of income—whether formal or informal—must be reported under the relevant

heads of income, such as "Income from House Property" and "Income from Other Sources".

With proper documentation and revised filing, the issue was resolved. However, the experience taught Mrs.
Sharma the critical importance of understanding key definitions under the Income Tax Act to ensure accurate

and lawful tax filing.

Critical Thinking Question

How does Mrs. Sharma’s case highlight the importance of relying on statutory definitions rather than general

interpretations in tax compliance, and what role do these definitions play in ensuring legal clarity for taxpayers?
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2.1 Definitions under the Act

2.1.1 Definition of 'Person' [Section 2(31)]

Under the Income Tax Act, 1961, the term "person" is of fundamental significance as it determines the entities
that are liable to pay income tax in India. Section 2(31) of the Act provides a comprehensive and inclusive
definition of the term “person.” Being an inclusive definition, it extends beyond the ordinary understanding of
a person as a natural human being, and incorporates a variety of legal and artificial entities. This broad
interpretation ensures that all forms of entities capable of earning income and entering into legal obligations are

brought within the ambit of taxation under the Act.

The concept of a "person" is central to determining who qualifies as an assessee, which in turn affects the
computation of taxable income, applicable rates of tax, filing requirements, and the availability of deductions
and exemptions. Each category of person, as defined under the Act, is treated as a separate unit of assessment

and is governed by distinct provisions regarding income computation and tax liability.
According to Section 2(31), the term “person” includes the following categories:

e Individual: This refers to a single human being, whether male or female. An individual is the most basic
and common form of a taxpayer under the Act. Individuals are taxed based on slab rates, which are
progressive in nature, meaning the tax rate increases with the level of income. For instance, a salaried

employee earning a monthly income is assessed as an individual.

e Hindu Undivided Family (HUF): An HUF is a family unit recognized under Hindu law, consisting of
all persons lineally descended from a common male ancestor, including their wives and unmarried
daughters. For income tax purposes, an HUF is treated as a separate legal entity distinct from its
members. It can hold property, earn income, and is independently assessed under the Act. HUFs are
entitled to claim deductions (such as under Section 80C) separate from the deductions available to

individual members of the family.

e Company: A company includes both Indian companies incorporated under the Companies Act and
foreign companies incorporated outside India but having income arising or accruing in India. Companies
are treated as artificial persons with a separate legal existence. The taxation of companies is governed
by specific provisions and they are generally taxed at fixed corporate tax rates. The rate may vary
depending on factors such as turnover, nature of business, and eligibility for concessional schemes or

exemptions.
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o Firm: This includes partnership firms registered or unregistered under the Indian Partnership Act, 1932,
as well as Limited Liability Partnerships (LLPs) registered under the LLP Act, 2008. A firm is treated
as a distinct taxable entity, separate from its partners. While the firm pays tax on its total income, the
share of profit received by the partners from the firm is exempt from tax in their individual hands to

avoid double taxation.

e Association of Persons (AOP) or Body of Individuals (BOI): These refer to a group of persons who
come together for a common purpose, typically to earn income. An AOP may consist of individuals,
firms, companies, or other entities, whereas a BOI is composed exclusively of individuals. The income
of an AOP/BOI is taxed either at the maximum marginal rate or at the applicable slab rates, depending
on certain conditions prescribed under the Act. These entities do not need to be formally registered but

must act jointly to earn income.

o Local Authority: This category includes municipal bodies, Panchayats, and other authorities constituted
under state or central laws for the purpose of local governance and administration. Local authorities are
recognized as separate legal entities and are assessable to tax on income that is not exempt under the
Act. Certain categories of income earned by local authorities, especially related to public utility services,

may qualify for tax exemptions.

o Artificial Juridical Person: This is a broad category that covers all entities which are not natural
persons but are recognized by law as having legal rights and obligations. These include institutions such
as universities, charitable trusts, statutory corporations, and even religious deities in certain contexts.

Such entities can own property, incur liabilities, and are treated as separate taxable units under the Act.

The definition of "person" under Section 2(31) is not exhaustive, and its inclusive nature ensures that any entity
capable of earning income and being subjected to tax can be brought within the tax net, even if not explicitly
mentioned in the section. This comprehensive approach allows the Income Tax Department to assess and collect

tax from a wide spectrum of income-generating units.

In summary, recognizing the different categories of "persons" under the Act is essential for determining the
scope of taxation, the applicable tax rates, and the statutory obligations associated with each type of taxpayer.
The classification has a direct impact on how income is computed, what exemptions may apply, and how

compliance is enforced under the Income Tax Act.

2.1.2 Definition of 'Assessee' [Section 2(7)]
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The term "assessee' is one of the foundational concepts under the Income Tax Act, 1961, as it identifies the
person who is subject to the provisions of the Act in relation to assessment, taxation, and compliance. As per
Section 2(7) of the Act, an assessee is defined as any person by whom any tax or any other sum of money is
payable under the Income Tax Act. However, the definition is not confined only to persons who are currently
liable to pay tax; it also encompasses those who are subject to assessment proceedings, legal disputes, recovery

actions, and other compliance requirements, even if they are not the original taxpayers.

The scope of this definition is intentionally broad to ensure that all parties who are legally accountable under
the Act, directly or indirectly, are covered. It includes not only the primary income earners but also others who
may be involved due to legal succession, failure to comply with procedural requirements, or pending

proceedings initiated by the Income Tax Department.
Categories of Assessee:

The Income Tax Act recognizes three primary categories of assessees, each with a distinct legal and functional

context:
e Ordinary Assessee:

An ordinary assessee is a person who is directly liable to pay tax on income earned during a financial
year (known as the previous year). This category includes individuals, firms, companies, HUFs, and
other entities who are required to file income tax returns and pay taxes based on their income levels.
Example: A salaried individual filing an income tax return for the salary earned in a financial year is an

ordinary assessee.
e Deemed Assessee:

A deemed assessee is someone who is not the original earner of income, but is treated as an assessee
by law due to specific circumstances. This typically arises in situations involving inheritance,
guardianship, or representation.
Example: 1f a person dies after earning taxable income but before filing the income tax return, their legal
heir becomes responsible for filing the return and paying the due taxes. In this case, the legal heir is

treated as a deemed assessee.
e Assessee in Default:

An assessee in default is a person who fails to discharge their legal obligations under the Income
Tax Act. This includes, for example, failing to deduct tax at source (TDS), failing to deposit TDS on

time, or not paying advance tax. Even though such a person may not be the actual taxpayer, their failure
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to comply with the provisions of the Act renders them liable to penalties, interest, and in some cases,
prosecution.
Example: An employer who fails to deduct TDS from the salary paid to an employee is treated as an

assessee in default.
The Definition of Assessee Also Includes:
o Persons under Investigation or Scrutiny:

Any person whose income is being investigated for tax evasion, whether or not tax has been determined,
falls under the definition of an assessee. These individuals or entities are brought under the purview of

the Act for inquiry and assessment.
e Persons Served with Notices:

Persons who receive statutory notices under provisions such as Section 142 (inquiry before
assessment), Section 143(2) (notice for scrutiny assessment), or Section 148 (notice for

reassessment) are treated as assessees, even if the final liability is yet to be determined.
o Persons Involved in Appeals or Litigation:

Individuals or entities who are party to any tax-related appeals, revisions, or judicial proceedings are
also covered under this definition, since they are involved in the legal process of tax determination and

liability.
Importance of the Term " Assessee'':

Understanding who qualifies as an assessee is crucial for the effective implementation and enforcement of the

Income Tax Act. The term serves multiple important functions:
e Starting Point of Assessment:

The assessment process, which includes the determination of income, computation of tax liability, and

enforcement of compliance, begins with the identification of the assessee.
e Determination of Legal Responsibility:

The term helps in pinpointing who is legally responsible for tax payments, return filing, responding to

notices, and facing penalties or prosecutions in case of default.

e Widening the Tax Net:
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By including deemed assessees and assessees in default, the definition ensures that the tax net is wide

enough to capture all responsible entities, including successors and representatives.
e Enabling Legal Action:

Only a person defined as an assessee under the Act can be subjected to legal proceedings for recovery,

penalties, or prosecution. This makes the definition legally enforceable and actionable.
Ilustrative Example:

Suppose Mr. A, a businessman, dies before filing his income tax return for the financial year in which he earned
taxable income. His son inherits the business and assets. In such a case, the son becomes a deemed assessee
and is legally obligated to file the tax return on behalf of his deceased father and pay any outstanding tax dues.

He may also face notices or scrutiny if the income declared is subject to verification.

2.1.3 Definition of 'Income’' [Section 2(24)]

The concept of "income' is fundamental to the structure of the Income Tax Act, 1961, as it forms the basis
upon which tax is levied. Without a clear and comprehensive understanding of what constitutes income, the
entire system of taxation would lack consistency and enforceability. Section 2(24) of the Act provides a wide
and inclusive definition of the term "income." An inclusive definition means that it not only encompasses items
that are ordinarily understood as income (such as salaries or business profits) but also includes certain
specifically enumerated receipts, which may not traditionally fall under the scope of income but are still made

taxable by legal classification.

The term is deliberately kept broad to ensure that all potential sources of monetary and non-monetary gains are
brought within the tax net, whether recurring or one-time, legal or illegal, received in cash or kind. This ensures
flexibility and adaptability in the administration of tax law and minimizes tax evasion or avoidance through

technicalities.

Key Inclusions under Section 2(24):

The following are important categories explicitly included in the definition of income:
e Profits and Gains from Business or Profession:

This refers to the net income earned by any person from carrying on a business or profession. It includes

all forms of profits—regular, speculative, or even deemed profits under specific provisions.
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o Dividends:
Income received from shareholding in a company is included as dividend income. This also covers
deemed dividends under Section 2(22), which may include certain payments by closely held companies

to shareholders that are treated as dividends, even if not declared formally.
e Voluntary Contributions:

Amounts received voluntarily by trusts, religious institutions, and charitable organizations are
included in income. These contributions are taxable unless specifically exempted under provisions such

as Section 11.
e Perquisites:

Non-cash benefits or facilities provided by an employer to an employee—such as rent-free
accommodation, use of a company car, or concessional loans—are included in the employee’s income

under the head "Salaries."
o Capital Gains:

Profits or gains arising from the transfer of capital assets, such as property, shares, or bonds, are treated

as income. The capital gains may be short-term or long-term depending on the holding period.
e Winnings from Games and Lotteries:

Any income arising from lotteries, crossword puzzles, horse races, gambling, card games, or any similar

source is included. These are generally taxed at a flat rate without any deductions.
o Interest, Salary, and Bonus:

Income derived from employment, including basic salary, bonuses, allowances, and interest on fixed

deposits or other financial instruments, falls under this category.
e Rental Income from Property:

Income earned by letting out property is considered as income under the head "Income from House

Property." Even if the property is inherited or gifted, rental income remains taxable.
o Gifts Received Without Consideration:

Gifts received by individuals or Hindu Undivided Families (HUFs), where the value exceeds the
prescribed limit, are taxable under Section 56(2). Exceptions apply to gifts received from specified

relatives or on certain occasions like marriage.
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Features of the Definition of Income:
The unique features of the definition of income make it particularly effective and enforceable:
e Inclusive and Expansive in Nature:

The definition is not exhaustive, allowing the tax authorities to bring various new or unconventional

sources of income under its purview as needed.
e Covers Both Received and Accrued Income:

Income may be taxed on a receipt basis (when actually received) or an accrual basis (when the right

to receive arises), depending on the accounting method adopted by the assessee.
e Covers Both Legal and Illegal Income:

The definition includes income from all sources, whether legal or illegal. Even if the income is earned

through unlawful means, it is still taxable.
e Covers Both Cash and Kind:

Income need not always be monetary; it can also be received in kind. For example, receiving a car from

an employer as a gift may still be considered as taxable income.
e One-Time or Recurring:

Both regular income (e.g., salary, business profits) and non-recurring receipts (e.g., lottery winnings)

can be considered income, depending on their character and source.
Examples Illustrating the Scope of Income:
o A monthly salary received by an employee is regular income under the head "Income from Salaries."

e A one-time lottery winning of %1,00,000 is taxable as income under the head "Income from Other

Sources."

« Donations received by a charitable trust are included as income under Section 2(24), though they may

be exempt under Sections 11 or 12 if conditions are met.

o Agift ofX1,50,000 received by an individual from a non-relative is taxable, as it exceeds the exemption

threshold prescribed under Section 56(2)(x).

Classification of Income for Computation:
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To computation of total income, the Income Tax Act classifies income under the following five heads, each

governed by a separate set of rules:

1. Income from Salaries — Includes salary, wages, bonuses, commissions, and perquisites from

employment.
2. Income from House Property — Covers rental income or deemed income from owned properties.
3. Profits and Gains of Business or Profession — Includes income from trade, profession, or vocation.
4. Capital Gains — Covers profits from the transfer of capital assets such as land, buildings, shares, etc.

5. Income from Other Sources — A residual head covering all taxable income not specifically covered

under the above heads (e.g., lottery winnings, gifts, interest income).
Importance of Understanding the Definition of Income:
Understanding the complete scope of what constitutes income is essential for:
e Accurately computing total income and tax liability.
o Identifying exemptions and deductions that may be claimed.
o Ensuring full compliance with tax reporting obligations.
e Avoiding penalties and legal consequences for underreporting income.
o Determining the head under which income should be classified, as this affects deductions and tax rates.

Even if a receipt is not part of conventional income, it may still be taxable if it is specifically included under
the Inclusive scope of Section 2(24). Therefore, it is critical for taxpayers, professionals, and administrators to

have a thorough understanding of this provision to ensure proper application of the law.

2.1.4 Concept of Gross Total Income and Total Income

The terms Gross Total Income (GTI) and Total Income are fundamental in computing tax liability under the

Income Tax Act. These concepts are interlinked but distinct in meaning and computation.
Gross Total Income (GTI):

GTI refers to the aggregate income computed under the five heads of income, before any deductions under

Chapter VI-A (Sections 80C to 80U). It includes:
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o Salary

e House Property

o Business or Profession
o Capital Gains

e Other Sources

Formula:

GTI = Income from all five heads (after setting off intra-head and inter-head losses)
GTI forms the basis for determining eligibility for various deductions and exemptions.
Total Income:

Total Income is derived after deducting eligible deductions from GTI under Chapter VI-A. This is the final

taxable income on which tax is calculated.

Formula:

Total Income = Gross Total Income — Deductions under Sections 80C to 80U

Key Points:
e Total Income is rounded off to the nearest X10.
» Rebate under Section 87A and surcharge (if applicable) are applied on Total Income.
e Total Income determines the applicability of tax slabs.

Ilustration:
Suppose GTI of Mr. X is 28,50,000. He claims deductions of *1,50,000 under Section 80C and 25,000 under
80D.

Then:

GTI=%8,50,000

Deductions = Z1,75,000

Total Income =36,75,000

Understanding this concept is crucial for:
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o Filing income tax returns accurately.

e Planning tax-saving investments.

e Avoiding under-reporting of income.
Incorrect classification or omission of deductions can lead to excess tax or penalties.
2.1.5 Exempt vs Taxable Income

Under the Income Tax Act, 1961, it is important to distinguish between exempt income and taxable income
for the purpose of accurate computation of tax liability. Not all income earned by a person or entity during a
financial year is subject to taxation. Certain types of income are either fully or partially exempt from tax based
on specific provisions within the Act, while others are mandatorily included in total income and taxed
accordingly. Understanding this distinction is crucial not only for accurate return filing but also for ensuring

compliance and avoiding penalties.
Exempt Income

Exempt income refers to income that is not chargeable to tax, either wholly or to a certain extent, under
specific sections of the Income Tax Act. Although exempt income is not included in the computation of total
taxable income, it is still required to be disclosed in the Income Tax Return (ITR) under the “Exempt Income”
schedule. The exemption may be unconditional, or it may be subject to conditions such as limits, usage

restrictions, or eligibility criteria.
Examples of Exempt Income:
e Agricultural Income [Section 10(1)]

Income derived from agricultural operations conducted on land situated in India is fully exempt from
tax. However, it is taken into account for rate calculation (tax rate slab benefit) in certain situations

where non-agricultural income exceeds the basic exemption limit.
e Share of Profit from a Partnership Firm [Section 10(2A)]

The share of profit received by a partner from a firm assessed as a separate entity is exempt in the hands

of the partner, as the firm itself is already taxed.
e Withdrawals from Provident Fund

Subject to certain conditions (such as continuous service of 5 years), withdrawals from recognized

provident funds are exempt from tax.
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e Long-Term Capital Gains (LTCG) up to X1 Lakh [Section 112A]

LTCG on sale of listed equity shares or equity-oriented mutual funds is exempt up to X1,00,000 per

financial year. Gains above this threshold are taxed at a concessional rate of 10% without indexation.
e Certain Allowances for Government Employees and Diplomats

Various allowances such as foreign allowance, UN salary, and perquisites to diplomats are exempt as

per specific sub-clauses of Section 10.
Key Characteristics of Exempt Income:
e May be Subject to Conditions or Limits

The exemption may only apply if specific conditions are met. For instance, LTCG exemption under

Section 112A is subject to holding period and STT (Securities Transaction Tax) payment conditions.
e Must be Reported in the ITR

Even though it is not taxable, exempt income must be disclosed in the return to ensure transparency and

to avoid notices from the Income Tax Department.
e Misreporting Can Lead to Scrutiny

Incorrectly reporting exempt income or concealing it can lead to audit, reassessment, or penalties under

the provisions of the Act.

Taxable Income

Taxable income is the portion of a person’s income that is chargeable to tax under the provisions of the Act.
It includes all forms of earnings that fall under the five heads of income, unless specifically exempted by law.
These incomes form part of the gross total income and are subject to taxation at applicable rates after allowing

permissible deductions and exemptions.
Examples of Taxable Income:
e Salary Income
Includes basic salary, allowances, bonuses, commissions, and perquisites provided by the employer.

o Rental Income from House Property
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Rent received from letting out property is taxable under the head "Income from House Property," after

deduction for municipal taxes and a standard deduction.
o Profits and Gains from Business or Profession

Net income earned from carrying on a trade, commerce, or profession is fully taxable after deducting

business-related expenses.
e Interest Income

Interest earned on bank fixed deposits, recurring deposits, bonds, or savings accounts is taxable under

"Income from Other Sources."
e Winnings from Lottery or Gambling

Entire income from lotteries, gambling, or game shows is taxable at a flat rate of 30% under "Income

from Other Sources," with no deductions allowed.
e Short-Term Capital Gains (STCG)

STCG on listed equity shares subject to STT is taxed at 15% under Section 111A. STCG on other capital

assets is taxed at normal rates.
Taxable Income is Subject to:
e Progressive Slab Rates for Individuals and HUFs

Individual taxpayers and Hindu Undivided Families are taxed based on income slabs prescribed by the

government, with higher income attracting higher tax rates.
o Flat Rates for Firms and Companies

Domestic companies and partnership firms are taxed at fixed rates, such as 22% or 30%, depending on

their turnover and chosen tax regime.
e Special Rates for Specific Incomes

Certain types of income, like capital gains and lottery winnings, are taxed at special rates as mentioned

in respective sections.

Significance of the Distinction



ATLAS

SKILLTECH
UNIVERSITY

The correct classification of income as either exempt or taxable is critical for accurate tax computation.

Mistakes in classification can have significant consequences:
e Reporting Taxable Income as Exempt

This may result in underpayment of taxes, which could attract penalties, interest, or even prosecution

under sections like 270A or 276C of the Act.
e Reporting Exempt Income as Taxable

This could lead to overpayment of taxes, reducing the taxpayer’s disposable income and possibly

requiring refund claims.
e Scrutiny and Notices

Mismatch in income reporting and actual financial data may trigger scrutiny notices or reassessment

proceedings from the Income Tax Department.

“Activity: Tax Terminology in Practice: Identify and Classify”

In this activity, students will be given a list of 20 income-related items, including salary, pension,
agricultural income, gifts, and capital gains. Working in small groups, they must identify each item as
either exempt or taxable, cite the relevant section (if applicable), and classify it under the correct head
of income. This exercise promotes the practical application of definitions, strengthens section

referencing skills, and prepares students for real-world tax filing and advisory scenarios.

2.2 Previous Year and Assessment Year

2.2.1 Meaning of 'Previous Year' [Section 3]

The concept of the "Previous Year" plays a foundational role in the scheme of taxation under the Income Tax
Act, 1961. As per Section 3 of the Act, the term "previous year" refers to the financial year immediately
preceding the relevant assessment year. This is the period during which the income is earned, and the tax
liability on such income is determined and assessed in the subsequent year, known as the assessment year.

The uniform previous year for all taxpayers runs from 1st April to 31st March of the following calendar year.

Statutory Definition (Section 3):
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According to Section 3:

“For the purposes of this Act, ‘previous year’ means the financial year immediately preceding the assessment

’

year.’

For instance, if the Assessment Year (AY) is 2024-25, then the Previous Year (PY) is 2023-24, i.e., from 1st
April 2023 to 31st March 2024. Any income earned by a person or entity during this twelve-month period is
assessed and taxed in the following year (AY 2024-25).

Key Characteristics of the Previous Year:
e Uniform Duration:

The previous year is always a fixed 12-month period, starting on 1st April and ending on 31st March,

regardless of the taxpayer’s accounting year or nature of business.
e In Case of Newly Set-Up Business or Profession:

If a taxpayer starts a new business or profession midway through the financial year, the period from
the date of commencement to the 31st March of the same year is treated as the previous year, even if

it is less than 12 months.

Example: If a business starts on 1st October 2023, the period from 1st October 2023 to 31st March 2024

is the previous year for that business.
e Same Previous Year for All Sources of Income:

In cases where a taxpayer has multiple sources of income—such as salary, house property, business
income, and capital gains—the income from all sources is computed for the same previous year, i.c.,

from 1st April to 31st March.

Importance of the Concept of Previous Year:

Understanding the concept of the previous year is essential, as it forms the basis for almost every procedural
and substantive provision under the Income Tax Act. The tax system in India follows a “preceding year”
system of assessment, where income is taxed in the year following the year in which it is earned. This has

several implications:

e Income Computation:
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The total income of an assessee is calculated based on the income earned during the previous year. All

heads of income, deductions, and exemptions are considered with respect to this year.
e Determination of Tax Liability:

Tax slabs, rates, and surcharge applicable during the assessment year are applied to the income earned

in the previous year.
e Compliance Requirements:

Obligations such as filing of income tax returns, payment of advance tax, applicability of TDS (Tax
Deducted at Source), and audit requirements are determined with reference to income earned during

the previous year.
e Assessment and Reassessment:

Any assessment proceedings, scrutiny, or reopening of cases are based on the income and events

related to the previous year.

Ilustrative Example:

Suppose Mr. A, a salaried employee, earns income from April 2022 to March 2023. This period is the Previous
Year 2022-23. The income earned during this year will be assessed, and the tax liability will be calculated in
the Assessment Year 2023-24. Mr. A is required to file his income tax return in the assessment year, but the

income considered for computation is that of the previous year.

2.2.2 Concept of 'Assessment Year'

The term ""Assessment Year" (commonly abbreviated as AY) is a fundamental element in the framework of
the Income Tax Act, 1961, though it is not specifically defined under Section 2 of the Act. Despite the absence
of a formal definition, the concept is well-established through usage and context in various provisions of the
law. The assessment year refers to the 12-month period starting from 1st April and ending on 31st March
of the following year, during which the income earned in the preceding financial year (known as the previous

year) is assessed and taxed by the Income Tax Department.
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In essence, the assessment year is the fiscal year in which tax returns are filed, tax assessments are made, and
enforcement actions such as scrutiny, reassessment, and recovery are initiated, based on income earned in the

immediately preceding previous year.
Ilustrative Example:

If a taxpayer earns income between 1st April 2022 and 31st March 2023, this is considered the Previous Year
2022-23. The income for this period will be assessed, taxed, and processed by the tax authorities during the

Assessment Year 2023-24, which spans from 1st April 2023 to 31st March 2024.

Key Characteristics of the Assessment Year:
e Uniform Time Frame:

The assessment year always corresponds to a standard financial year running from 1st April to 31st

March, irrespective of the accounting method or financial calendar followed by the taxpayer.
o Assessment Activities Occur in This Year:

All significant income tax procedures—such as filing of income tax returns, processing of refunds,
issuance of notices under Sections 142(1), 143(2), or 148, scrutiny assessments, penalties, and

appeals—are carried out in the assessment year.
e Applicable Tax Rules and Rates:

The tax rates, deduction limits, exemption provisions, and surcharge/cess applicable for the
computation of tax are those notified for the assessment year, even though they are applied on income
earned in the previous year. Therefore, any changes introduced in the Union Budget become effective

from the assessment year.

Role and Importance of the Assessment Year:

The assessment year plays a pivotal role in the income tax framework, serving as the reference period for all

compliance and enforcement activities. Its functions include the following:

e Legal Framework for Tax Assessment:
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The assessment year serves as the official period during which the Income Tax Department examines,
verifies, and processes the income tax return filed by the assessee for the preceding year. It provides a

standardized schedule for administration and enforcement of tax laws.
e Determines When Tax is Payable:

Although tax liability arises from income earned in the previous year, the obligation to file returns, pay
self-assessment tax, or face scrutiny typically arises in the assessment year. Certain advance payments
such as advance tax or TDS (Tax Deducted at Source) may occur during the previous year, but final

computation and reconciliation are made in the assessment year.
e Triggers Compliance and Enforcement Mechanisms:

The assessment year is also the period in which non-compliance is detected, and notices, penalties, or
prosecutions are initiated under applicable provisions. For instance, failure to file a return by the due

date in the assessment year can attract interest under Section 234A or a penalty under Section 271F.
e Basis for Legal Proceedings and Refunds:

If excess tax has been paid, refunds are processed in the assessment year. Similarly, appeals, revisions,

and rectification procedures all refer to the assessment year of the concerned income.

Practical Ilustration:

Suppose Mr. B, a salaried individual, earns a total income of 310,00,000 during the financial year starting from
1st April 2022 to 31st March 2023. This period is the Previous Year 2022-23. Mr. B is required to file his
income tax return in the Assessment Year 2023-24 (i.e., from Ist April 2023 onwards). If any scrutiny, refund

processing, or penalty is applicable, it will be dealt with during the Assessment Year 2023-24.

Why a Separate Assessment Year?

The separation between the year of earning income (PY) and the year of assessment (AY) serves several

practical and administrative purposes:
o It allows the entire year’s financial transactions to be completed before they are assessed for tax.

« It provides sufficient time to the taxpayer to consolidate income details, compute taxes, and file returns

after the end of the previous year.
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o It enables the tax department to apply updated rates, rules, and legal provisions as passed in the

Finance Act for the assessment year.

2.2.3 Relevance of Previous Year and Assessment Year in Tax Computation

In the Indian income tax system, the concepts of Previous Year (PY) and Assessment Year (AY) are
structurally interlinked and play a pivotal role in the computation, assessment, and enforcement of tax
liability. Their distinction is not merely academic or procedural but serves as the backbone of the entire taxation
process under the Income Tax Act, 1961. Understanding how these two periods function and interact is essential
for taxpayers, tax professionals, and the Income Tax Department alike, as it ensures uniformity, predictability,

and legal certainty in the tax framework.

The Previous Year refers to the financial year in which income is earned, while the Assessment Year is the
subsequent financial year in which that income is assessed and taxed. For example, income earned between
1st April 2022 and 31st March 2023 (PY 2022-23) is assessed and taxed in AY 2023-24. This one-year gap
allows both the assessee and the tax department to account for a complete financial cycle before tax obligations

are enforced.

Key Areas Where PY and AY Are Relevant:
1. Basis of Income Chargeability

o Income is always charged to tax in the assessment year following the year in which it is earned, unless

an exception is provided.

o Section 4 of the Income Tax Act lays the foundation by stating that income earned in the previous year

is taxable in the assessment year.

Explanation: This ensures that all transactions of a financial year are complete before they are scrutinized or
taxed. Exceptions to this rule, such as in cases of non-resident shipping businesses or discontinued businesses,

are governed by specific provisions that mandate tax in the same year of earning.
2. Return Filing

e The Income Tax Return (ITR) is filed during the assessment year, but it pertains to income earned

in the previous year.




ATLAS

SKILLTECH
UNIVERSITY

e The form number, due date, and disclosure requirements are determined based on the assessment

year.

Explanation: For example, a return filed in AY 2024-25 pertains to income earned in PY 2023-24. All statutory

due dates, penalties for late filing, and selection of ITR forms depend on the assessment year.
3. Applicability of Tax Rates and Legal Provisions

e Tax rates, exemptions, deductions, and rebates applicable to the income of a previous year are

governed by the Finance Act passed for the relevant assessment year.

Explanation: Even though the income belongs to the previous year, the applicable tax provisions are those in
force during the assessment year. For example, any changes in slab rates, surcharge, or deductions introduced

in Budget 2023 will apply to AY 2023-24 for income earned in PY 2022-23.
4. Compliance Tracking and Enforcement

e All notices (e.g., for scrutiny or reassessment), refunds, penalties, and rectifications are identified and

referenced by assessment year.

Explanation: Section 143(2) notices for scrutiny, or Section 148 notices for reassessment, all specify the
assessment year under review. Similarly, penalty proceedings and interest calculations under Sections

234A/B/C refer to AY timelines.
5. Set-off and Carry-forward of Losses

e Losses incurred in the previous year are set off or carried forward to subsequent assessment years

under provisions of Sections 70 to 80.

o Unabsorbed depreciation, business losses, or capital losses must be tracked accurately across

assessment years to claim valid deductions.

Explanation: For instance, a capital loss in PY 2022-23 can be carried forward for up to eight subsequent

assessment years. Accurate classification is necessary for proper set-off against future gains.

6. Audit and TDS Reconciliation

e Tax Deducted at Source (TDS) is deducted and deposited in the previous year at the time of payment

or credit.

o Verification and reconciliation of TDS happen in the assessment year through Form 26AS and TDS

schedules in the ITR.
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Explanation: A tax audit under Section 44AB for a business pertains to the financial data of the previous year
but is conducted and reported in the assessment year. Similarly, TDS certificates (Form 16/16A) are issued for

PY transactions but used in AY return filing.

Significance of Clear Understanding

The separation between previous year and assessment year provides a logical structure for taxation. It ensures

that:
e Complete income data is available before tax is assessed.

o All statutory obligations such as return filing, audit, TDS compliance, and payment of self-assessment

tax are aligned to a uniform timeframe.

e Legal clarity and procedural efficiency are maintained, reducing ambiguity for both taxpayers and tax

administrators.
However, failure to correctly identify or report income under the correct PY/AY can lead to:
e Incorrect tax calculation
o Disallowance of deductions or carry-forward claims
o Penalties and interest
e Delays in refund processing

e Scrutiny or reassessment proceedings

2.2.4 Exceptions: Income Taxed in the Same Year

While the general rule is that income of the Previous Year is taxed in the Assessment Year, the Income Tax
Act provides for exceptions where income is taxed in the same year in which it is earned. This is primarily to

prevent loss of revenue in specific cases where future taxation may not be feasible.
Major Exceptions:

1. Non-resident Shipping Business (Section 172):
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o A non-resident engaged in shipping business may earn income from India and leave its
jurisdiction immediately.

o Insuch cases, income is assessed and taxed in the same year to ensure collection before the entity

leaves.
2. Persons Leaving India (Section 174):

o If a person is likely to leave India permanently or for an extended period without proper
arrangements for tax payment, income earned up to the departure date is taxed immediately in

the same year.
3. Discontinued Business (Section 176):

o If a business or profession is discontinued during the year, income up to the date of

discontinuation is assessed in the same year to avoid non-recovery.
4. AOP/BOI Dissolution (Section 174A):

o If an association of persons or body of individuals is dissolved, its income is taxed in the same

year before dissolution.
5. Recovery Difficulties:

o Inany case where the Assessing Officer has reason to believe that it would be difficult to recover

tax later, early assessment and taxation may be initiated.
Rationale for Exceptions:

» These provisions protect the government’s revenue interests in cases where regular assessment in the

following year is not possible or practical.
o They enable summary assessment and advance recovery mechanisms.

Such exceptions must be read and applied strictly under the law, and proper documentation is required to invoke
them. In these cases, income becomes chargeable in the same year, bypassing the usual assessment year

framework.

2.2.5 Example Scenarios for Previous Year and Assessment Year
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Understanding the concepts of PY and AY becomes easier through real-life scenarios. These examples clarify

how income is computed, declared, and taxed within the statutory timeline.

Example 1: Salaried Employee

e Mr. Kumar is employed in a private company and receives a salary from April 1, 2022, to March 31,
2023.

e This income pertains to Previous Year 2022-23.

e He files his return in Assessment Year 2023-24 and is taxed accordingly.
Example 2: Business Income

e A business run by Ms. Neha earns X15,00,000 during FY 2023-24.

o She files ITR for AY 2024-25 and pays tax on that income.

o If'she started the business on 1st July 2023, her PY would still end on 31st March 2024, even though the

business ran for only nine months.
Example 3: Discontinued Business
e Mr. Ali shuts down his retail business on December 31, 2023.

« Since he will not operate beyond that point, the income from April 1 to December 31, 2023, may be
assessed in the same financial year, under Section 176, if the Assessing Officer believes recovery will

be difficult later.
Example 4: Non-Resident Shipping

o A foreign shipping company operates a voyage from Mumbeai in July 2023 and leaves Indian waters in

August.

e Tax on income earned from the voyage is assessed immediately in FY 2023—-24 under Section 172, not

in AY 2024-25.
Example 5: Tax Audit and Return Filing
e XYZ Pvt. Ltd. earns business income during PY 2022-23.
o Itundergoes tax audit and files return for AY 2023-24 under Section 139.

e Taxis computed based on AY rules but applied to income of PY.
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These scenarios illustrate the practical application of the definitions of Previous Year and Assessment Year in

diverse contexts, highlighting the importance of correct classification for compliance and tax computation.

2.3 Basis of Charge and Scope of Total Income

2.3.1 Section 4: Basis of Charge

Section 4 of the Income Tax Act, 1961 serves as the charging provision and is the starting point of the entire
taxation mechanism under Indian tax law. It provides the statutory authority to the Central Government to
levy, charge, and collect income tax from individuals and other entities. This section sets the foundation by
specifying what is to be taxed, who is to be taxed, when the tax is applicable, and under what authority it is
imposed. In absence of this provision, no tax can be levied, even if income appears taxable under other

provisions of the Act.

Section 4(1) clearly states that income tax shall be charged for a particular assessment year in respect of
the total income of the previous year of every person, in accordance with the provisions of the Income Tax
Act. This makes it clear that taxation is annual in nature, income is assessed retrospectively, and the taxpayer

(assessee) must fall under the defined category of “person” as per Section 2(31).

Key Elements of Section 4 and Their Explanation:
1. Taxability is on “Total Income”

o The charge of tax is not on individual income components in isolation, but on the aggregate of all

taxable income, referred to as “total income.”

o This total income must be computed in accordance with the provisions of the Act, particularly those

outlined in Section 5, which defines the scope of total income.

Explanation: For example, income from salary, house property, business profits, capital gains, and other sources

are combined to compute total income, and tax is levied on that consolidated amount.
2. Legal Authority to the Government

o Section 4 grants the Central Government the power to levy income tax by passing a Finance Act

each year.
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e It is through the annual Finance Act that tax rates, surcharge, rebates, and cess are fixed and

implemented for a particular assessment year.

Explanation: While Section 4 provides the authority to tax, the quantum of tax is determined through the Finance

Act passed during the Union Budget.
3. Scope of Application — Who and What is Taxable

e The section applies to “every person” as defined under Section 2(31) of the Act, which includes

individuals, HUFs, companies, firms, AOPs/BOIs, local authorities, and artificial juridical persons.

e The income that is taxable must fall within the scope of total income, which is further elaborated under

Section 5.

Explanation: For instance, an Indian resident is taxable on global income, whereas a non-resident is taxable

only on income received or accrued in India. This differentiation flows from how Sections 4 and 5 interact.
4. Tax Rates and Slabs — Determined by Finance Act
o Although Section 4 authorizes the charge of income tax, it does not prescribe specific tax rates.

o The rates of tax, slab thresholds, and concessions or surcharges applicable for each assessment year

are provided separately in the Finance Act passed annually by the Parliament.

Explanation: In AY 2024-25, for example, an individual’s income is taxed based on the slabs announced in the

Union Budget of 2023.
5. General Rule and Exceptions — Timing of Taxation

o The general rule, as established under Section 4(1), is that income earned in the “previous year” is

taxable in the “assessment year”.

o However, there are specific exceptions where income is taxed in the same year it is earned, particularly

in cases where future recovery of tax may not be possible.
Examples of Exceptions:
o Section 172 — Shipping business of non-residents.
o Section 174 — Persons leaving India permanently or for long durations.
o Section 174A — AOPs or BOIs formed for a particular event or purpose.

o Section 175 — Cases of discontinued business.
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o Section 176 — Income of persons who are likely to evade tax.

Explanation: These exceptions ensure that the tax department can secure revenue even in situations where the

assessee may not be traceable in the following year.

Importance of Section 4 in the Taxation Framework

Section 4 is more than just an introductory clause—it is the constitutional backbone of income taxation in

India. Without a charging provision like Section 4:
o The taxing machinery would have no authority to impose a tax.

e Other provisions of the Act (such as those related to computation, exemption, deduction, penalties, etc.)

would become procedurally redundant.
o The legal enforceability of income tax would be subject to constitutional challenges.

Moreover, courts have consistently held that no tax can be levied without a charging section. Thus, even if a
particular form of income appears to fall under a computational provision, it cannot be taxed unless there is a

clear charging provision that authorizes such taxation.

2.3.2 Section 5: Scope of Total Income

Section 5 of the Income Tax Act, 1961 lays down the rules for determining the scope of “total income”
chargeable to tax in India. This provision plays a central role in deciding which income is to be included in
the taxable base of a person, based primarily on their residential status, which is determined under Section 6
of the Act. Section 5 ensures that taxation is linked to the taxpayer’s economic nexus with India, thereby

supporting the principles of equity and taxability based on the ability to pay.

The section provides a clear structure to distinguish between income sourced in India and income sourced
abroad, and to determine whether such income is taxable in India depending on whether the assessee is a
Resident and Ordinarily Resident (ROR), Resident but Not Ordinarily Resident (RNOR), or a Non-
Resident (NR).

Key Provisions of Section 5: What Constitutes Total Income

As per Section 5, the total income of a person for any previous year includes the following:
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o Income Received or Deemed to be Received in India during the Previous Year

This includes any income that is actually received in India, or deemed to be received in India, such as

advance salary, pension, or tax refunds.

Explanation: For example, if a person receives salary directly credited to an Indian bank account, it is

taxable in India, regardless of where it was earned.

e Income Accruing or Arising or Deemed to Accrue or Arise in India during the Previous Year
This covers income that may not be received in India but has its source in India. It includes interest,

royalties, fees for technical services, and capital gains arising in India.

Explanation: A property sale in India that results in capital gains is taxable in India even if the seller is

a non-resident and the proceeds are not repatriated.
e Income Accruing or Arising Outside India (only in case of ROR)

If the taxpayer qualifies as Resident and Ordinarily Resident, then even income earned or accrued

outside India is included in their total income.

Explanation: For example, foreign dividends, foreign salary, or rent from property situated outside India

would be taxable for RORs.

Scope of Taxability Based on Residential Status

Section 5 operates in conjunction with Section 6, which classifies individuals into three categories based on

their residential status. The taxability of income varies accordingly:
1. Resident and Ordinarily Resident (ROR)
e Taxable on global income

Explanation: All income, whether earned or received in India or abroad, is included in total income. This

includes foreign salary, foreign dividends, capital gains on overseas assets, etc.
2. Resident but Not Ordinarily Resident (RNOR)
o Taxable only on:

o Income received or accrued in India
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o Income accruing outside India only if it is derived from a business or profession controlled in
or set up in India

Explanation: If an RNOR earns interest income from a foreign bank account, it is not taxable
in India. However, if they operate a foreign business controlled from India, its profits may be

taxable.
3. Non-Resident (NR)
o Taxable only on:
o Income received or deemed to be received in India
o Income accruing or deemed to accrue in India

Explanation: A non-resident will not be taxed in India on income earned abroad, such as foreign

salary or capital gains on sale of property outside India, unless the income is sourced in India.

Other Important Inclusions under Total Income
o Income must be classified under one of the five heads of income:
o Income from Salaries
o Income from House Property
o Profits and Gains of Business or Profession
o Capital Gains
o Income from Other Sources

Explanation: Only income that falls under these heads is considered for tax computation.
Miscellaneous receipts not falling under any of these may be non-taxable unless otherwise

deemed.
o Incomes received in India are always taxable:

Explanation: Regardless of the assessee’s residential status, if income is received in India, it is taxable.

This ensures source-based taxation is always enforced.

e Incomes accrued outside India may or may not be taxable:



ATLAS

SKILLTECH
UNIVERSITY

Explanation: This depends entirely on the taxpayer’s residential status. For non-residents, such foreign

accruals are not taxed. For RORs, they are fully taxed.

Ilustrative Examples

e A foreign national receiving a salary for consultancy services rendered in India, credited to an Indian

bank account, is taxable in India — even if they are non-resident.

e Avresident individual (ROR) receiving dividends from U.S. stocks must include such foreign income

in their Indian tax return.

e An RNOR receiving rental income from a property situated abroad, not linked to any business in India,

is not taxable on that income in India.

Significance of Section 5 in Taxation Framework

Section 5 is crucial for determining the tax base of every assessee. It establishes the scope of income that must

be included in the total income computation, which is foundational for:
e Determining how much income is chargeable to tax
o Ensuring correct classification based on source of income and residential status

o Ensuring compliance with global income reporting, especially in the case of RORs who hold foreign

bank accounts, assets, or investments
e Avoiding double taxation through application of Double Taxation Avoidance Agreements (DTAAs)

It also ensures that India retains the right to tax income arising within its territory while aligning with

international principles for taxing global income based on residency.

2.3.3 Income Received, Accrued, and Deemed to be Received

In the computation of total income under the Income Tax Act, timing and mode of income recognition are
critical. The distinction between income received, income accrued, and income deemed to be received

determines the year of taxability, especially in situations involving deferred payments, business accruals, or
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accounting-based recognition. These terms define when income becomes taxable, and they have direct

implications for both cash-based and mercantile (accrual-based) accounting systems.
Key Concepts:
e Income Received:

o Refers to actual receipt of income in the hands of the assessee, whether in cash or kind, or when

it is credited to their account.
o Itincludes any sum that comes into the taxpayer’s possession and is available for use.

o Example: A salary paid on 31st March and credited to the employee's bank account is considered

received in that financial year, even if withdrawn later.
e Income Accrued or Arising:
o Refers to income where the right to receive has been established, even if payment is delayed.
o It signifies legal enforceability, meaning the assessee can demand the payment.

o Example: Interest on a fixed deposit that has become due as of 31st March, even if the bank pays

it in April, is considered accrued income for the year ending 31st March.
e Income Deemed to be Received:

o Certain receipts are treated as income through legal fiction, regardless of whether they are

physically received or not.
o Such items are included in total income by statutory provisions, especially Section 7.
o Examples include:

= Employer’s excess contribution to provident fund (beyond the exempt limit) — taxable

as perquisite.

» Transferred balance from an unrecognized provident fund — taxable in the year of

transfer.

= Arrears of salary or pension, even if not paid immediately, are considered received

under deeming provisions.

Significance:
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o Accurate classification ensures the correct year of taxability, helping avoid underreporting or

premature taxation.

e Especially relevant for professionals, businesses, and taxpayers with foreign income or deferred

earnings.

o Misclassification may lead to penalties, interest, or audit issues.

2.3.4 Scope for Residents, Not Ordinarily Residents, and Non-Residents

The residential status of a taxpayer is the gateway to determining the extent of income that is taxable in
India. Under Section 6 of the Income Tax Act, individuals and other entities are classified into three main
categories—Resident and Ordinarily Resident (ROR), Resident but Not Ordinarily Resident (RNOR),
and Non-Resident (NR). The scope of total income, as per Section 5, differs for each category.

Taxability Based on Residential Status:
e Resident and Ordinarily Resident (ROR):
o Subject to tax on global income.
o Allincome—whether earned in India or abroad, whether received in India or outside—is taxable.

o Example: A salary received in the UK and credited to a UK bank account is still taxable in India

if the individual is ROR.
e Resident but Not Ordinarily Resident (RNOR):
o Taxable only on:
= Income received or accrued in India, and

* Income accrued outside India only if derived from a business or profession controlled

or set up in India.

o Example: Passive foreign income such as interest or dividends from foreign investments is not

taxable unless linked to an Indian-controlled business.
e Non-Resident (NR):

o Taxable only on:
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= Income received or deemed to be received in India, or
* Income accruing or deemed to accrue in India.
o Foreign income earned and retained abroad, with no Indian nexus, is not taxable.

o Example: An NRI earning income from a job in the USA is not taxed in India unless such income

is received in India.
Key Implications:
e Residential status is determined annually based on physical stay and conditions under Section 6.
e Non-residents and RNORs enjoy limited tax liability, often to avoid double taxation.

o NRIs are usually classified as NR or RNOR, and their foreign income is largely outside Indian tax

jurisdiction.
Practical Examples:

o A foreign consultant working in India for 60 days and earning fees from an Indian client is taxable on

that income.

e An NRI owning property in India must pay tax on rental income, even if it is transferred to a foreign

account..

2.3.5 Concept of Deemed Income

The concept of deemed income under the Income Tax Act, 1961, refers to income that is not actually earned in
the conventional sense, but is treated as taxable income by law through the use of legal fiction. These provisions
are introduced to address situations where taxpayers may gain economic benefits or notional advantages that
do not fall under the ordinary definition of income. The idea is to prevent tax avoidance, ensure equity in
taxation, and bring indirect gains into the tax net. Deemed income is, therefore, not always received in cash

or kind, but is taxed as if it were real income, based on specific provisions contained in the Act.

Deemed income arises in cases where there is a transfer of benefit, recovery of a previously allowed
deduction, or receipt without consideration. These incomes are typically not part of a direct business
transaction or professional earning, but still result in a taxable benefit to the assessee. The Act uses this concept

to ensure such income-like events do not escape taxation merely due to their technical or legal form.

Common Examples of Deemed Income:
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e Section 41(1): Recovery of Expenses or Losses Previously Allowed

If a taxpayer recovers an amount in a subsequent year which was allowed as a deduction in an earlier

year, such recovery is deemed as income.

Example: Bad debts written off and allowed as a deduction in a prior year, when recovered later, are

taxable as deemed business income.
e Section 50C: Transfer of Capital Asset below Stamp Duty Value

When a property is sold for a consideration lower than the stamp duty value, the stamp duty value is

deemed to be the full sale consideration for the purpose of computing capital gains.

Explanation: This provision addresses the undervaluation of property in sale deeds to reduce capital

gains tax liability.
e Section 56(2)(x): Gifts and Properties Received Without Consideration

Where an individual or HUF receives money, movable property, or immovable property without
adequate consideration and the value exceeds 350,000, such value is deemed to be income under the

head “Income from Other Sources.”

Explanation: This includes gifts from non-relatives or property received without payment or at

significantly undervalued prices.
e Section 2(22): Deemed Dividend

Certain payments made by a closely-held company to its shareholders—Iike loans or advances—are

treated as deemed dividends if they are made out of accumulated profits.

Explanation: This prevents companies from distributing profits informally without declaring dividends

and avoids dividend distribution tax evasion.

These provisions of deemed income ensure that notional, indirect, or constructive receipts do not escape
taxation simply because they are not explicitly recognized as income in traditional definitions. The law treats

them as equivalent to income for tax purposes and taxes them accordingly under the applicable head of income.

2.4 Capital and Revenue Receipts

2.4.1 Meaning and Features of Capital Receipts
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Capital receipts refer to the receipts that either create a liability or reduce the assets of the assessee. These are
non-recurring in nature and are generally not earned through the normal course of business operations. Capital
receipts affect the financial position of the business but are not typically considered as part of the taxable income

unless specifically included under the Income Tax Act.
Features of Capital Receipts:
1. Non-Recurring Nature:
o Capital receipts are usually one-time events and do not occur frequently.
o Example: Sale of a fixed asset or infusion of capital.
2. Affect Balance Sheet, Not P&L:

o These receipts impact the assets or liabilities on the balance sheet, not the profit and loss

account.
3. Not Revenue-Oriented:
o They are not generated from routine operations of the business.
o Example: Loan proceeds or share capital raised.
4. May or May Not be Taxable:
o In general, capital receipts are not taxable.

o However, specific provisions bring some capital receipts into the tax net, e.g. capital gains under

Section 45, deemed income under Section 56(2).

Examples of Capital Receipts:

Proceeds from sale of land, building, machinery

o Loans from banks or financial institutions

o Capital contribution by partners in a firm

o Insurance compensation for destruction of a capital asset

e Government grants for capital purposes
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Capital receipts are critical in financial planning as they indicate structural changes in the entity’s assets and
liabilities. Distinguishing them from revenue receipts is necessary for determining tax treatment, calculating

capital gains, and preparing financial statements.

2.4.2 Meaning and Features of Revenue Receipts

Revenue receipts are the receipts that arise from the core business or professional activities of the taxpayer.
These are recurring in nature, directly related to the day-to-day operations of the entity, and are generally

taxable unless explicitly exempted by the law.
Features of Revenue Receipts:
1. Recurring and Operational:
o Revenue receipts are received repeatedly as part of regular business or profession.
o Example: Sale proceeds of goods or service fees.
2. Recorded in Profit and Loss Account:
o They are part of the income statement and directly affect the net profit or loss of the business.
3. Taxable Unless Exempt:

o Revenue receipts are included in gross total income and taxable as per the relevant head of

income.
4. Do Not Affect Capital Structure:
o These receipts neither increase nor decrease the capital or liabilities in the balance sheet.

Examples of Revenue Receipts:

e Business income from sale of products

o Professional fees received

e Commission and brokerage

e Interest earned on bank deposits

e Rent received from letting out property

e Subsidies given to meet operational expenses
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Grants and subsidies from the government are generally treated as revenue receipts if given to meet working

capital shortfalls or for recurring operational purposes.

Proper classification of revenue receipts ensures accurate computation of income, correct application of tax
rates, and correct financial reporting. Misclassification can result in incorrect tax filings, attracting penalties

and interest.

2.4.3 Distinction between Capital and Revenue Receipts

The distinction between capital receipts and revenue receipts is essential for the correct treatment of income
in both taxation and accounting. This classification impacts the taxability, computation of income, and

preparation of financial statements.

Basis of
Capital Receipts Revenue Receipts
Distinction

Nature Non-recurring Recurring
Purpose Affect financial structure Arise from operations
Accounting . .

Reflected in Balance Sheet Reflected in Profit & Loss Account
Impact

Generally not taxable unless specifically |Generally taxable unless specifically
Tax Treatment

included exempt
Examples Sale of fixed assets, loans, capital grants Sale of goods, service income, rent

Key Points of Distinction:
1. Impact on Assets/Liabilities:
o Capital receipts change the composition of assets or liabilities.
o Revenue receipts do not impact the capital structure.
2. Source:

o Capital receipts arise from non-operational transactions.
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o Revenue receipts arise from operational transactions.
3. Examples of Overlap:

o Sometimes, classification may be disputed. For example, compensation received may be capital

or revenue based on its purpose (loss of source vs loss of income).

Judicial decisions have emphasized that the purpose, nature, and effect of the receipt must be examined, not

merely the nomenclature. Proper classification ensures accurate assessment and avoids tax disputes.

2.4.4 Taxability of Capital vs Revenue Receipts

The taxability of capital and revenue receipts depends on whether they fall within the charging provisions of
the Income Tax Act. While revenue receipts are typically taxable by default, capital receipts are taxable only if

specifically covered by the Act.
Taxability of Capital Receipts:
e Generally, Not Taxable: Capital receipts are excluded from total income unless specifically included.
o Exceptions (Taxable Capital Receipts):
o Capital gains from the transfer of capital assets [Section 45].
o Deemed income under Section 56(2) — e.g., gifts of immovable property.
o Compensation for extinguishment of rights or compulsory acquisition.
o Non-Taxable Capital Receipts:
o Loans or borrowings (subject to TDS compliance)
o Capital contributions
o Sale of personal effects (e.g., household furniture)
Taxability of Revenue Receipts:
o Always Taxable, unless:
o Specifically exempt under Section 10 or other provisions.

o E.g., agricultural income [Sec 10(1)], share of profit in a firm [Sec 10(2A)].
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Special Situations:
e Grants/Subsidies:
o Iffor acquiring assets — capital receipt (non-taxable).
o If for meeting day-to-day expenses — revenue receipt (taxable).
o Compensation:
o For loss of profit — revenue (taxable).
o Forloss of capital asset — capital (taxable as capital gains).
Understanding taxability is important for:
o Complying with return filing provisions.
e Planning finances and managing effective tax liability.

e Avoiding under-reporting of income.

2.4.5 Examples and Case Law Applications

The classification and tax treatment of capital and revenue receipts have been the subject of extensive judicial

interpretation. Courts have laid down several principles to guide the classification.
Examples:
1. Capital Receipt:
o Sale of Land: Proceeds are capital receipts; taxable under capital gains.
o Partner’s Capital Contribution: Non-taxable capital receipt for the firm.
o Loan from Bank: Capital receipt; not taxable unless written off.
2. Revenue Receipt:
o Consulting Fees: Regular business income; fully taxable.
o Rent from Commercial Property: Taxable under "Income from House Property".
o Interest on FDs: Taxable under "Income from Other Sources".

Case Law Applications:
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1. CIT v. Saurashtra Cement Ltd. (2010):
o Compensation received for delay in setting up a plant held to be capital receipt.
2. Kettlewell Bullen & Co. Ltd. v. CIT (1964):

o Compensation for loss of agency business considered revenue receipt, as it compensated for

future loss of profits.
3. Travancore Rubber and Tea Co. Ltd. v. CIT (2000):
o Subsidy received for replantation was held to be capital receipt.
4. CIT v. Rai Bahadur Jairam Valji (1959):
o Compensation for loss of source of income is capital receipt.
5. Cadell Weaving Mill Co. Pvt. Ltd. v. CIT (2001):

o Gifts received by individuals from non-relatives were held taxable as revenue receipts, later

overridden by Section 56(2)(v) and its amendments.
These cases highlight that classification depends on:
o Purpose of receipt
o Impact on earning apparatus vs income flow
e  Whether the receipt replaces income or capital

Thus, judicial rulings play a vital role in interpreting and applying the law consistently.

Knowledge Check 1

Choose the correct options:

1. Which of the following is a capital receipt?
a) Sale of goods
b) Interest income

¢) Loan from bank

d) Rent received
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2. Revenue receipts are usually:
a) One-time
b) Non-recurring
c¢) Operational income

d) Shown in balance sheet

3. Which of the following is not taxable as capital receipt?
a) Sale of machinery
b) Gift exceeding 350,000 from friend
c¢) Partner's capital contribution

d) Compensation for land

4. Grants received for working capital support are:
a) Capital receipt
b) Revenue receipt
¢) Non-taxable income

d) Balance sheet item

5. Which case held compensation for loss of business agency as revenue receipt?
a) Saurashtra Cement
b) CIT v. Rai Bahadur Jairam Valji
¢) Kettlewell Bullen

d) Travancore Rubber

2.5 Summary

¢ The term "person" under Section 2(31) includes individuals, HUFs, companies, firms, AOPs, BOIs, local

authorities, and artificial juridical persons.

¢ An "assessee" is any person by whom tax or any sum of money is payable under the Act, including deemed

assessees and assessees-in-default.
¢ Income under Section 2(24) is broadly defined and includes actual, accrued, and deemed receipts across

various heads.

X/

* Gross Total Income is the aggregate of income under five heads before deductions; Total Income is the

amount after deductions under Chapter VI-A.
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Previous Year (Section 3) refers to the financial year in which income is earned; Assessment Year is the year

following the previous year, in which income is assessed.

Certain incomes are taxed in the same year they are earned, such as in the case of non-residents or

discontinued businesses.

Section 4 provides the legal basis of charge, and Section 5 determines the scope of total income based on

residential status.
Residential status (ROR, RNOR, NR) impacts the extent of taxability of global and Indian income.

Capital receipts are non-recurring and typically not taxable unless specifically included under the Act;

revenue receipts are recurring and generally taxable.
Case law and judicial interpretations play a vital role in distinguishing between capital and revenue receipts.
Deemed income refers to receipts treated as income under specific provisions, even if not actually earned.

Understanding the legal and conceptual distinctions in income tax terminology ensures accurate

computation, filing, and compliance.

2.6 Key Terms

1. Person — Any individual or entity taxable under the Act as per Section 2(31).

2. Assessee — A person liable to pay tax or involved in tax proceedings under Section 2(7).

3. Income — Includes earnings in cash or kind, actual or deemed, defined in Section 2(24).

4. Gross Total Income — Total income from all heads before deductions.

5. Total Income — Income remaining after Chapter VI-A deductions; used for tax computation.
6. Previous Year — The financial year in which income is earned.

7. Assessment Year — The year immediately following the previous year, when tax is assessed.
8. Capital Receipt — Non-recurring receipt not arising from regular business activity.

9. Revenue Receipt — Recurring income from core operations, usually taxable.

10. Deemed Income — Income treated as earned under legal fiction even if not actually received.

11. Resident and Ordinarily Resident (ROR) — Taxable on global income.
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12. Non-Resident (NR) — Taxable only on income received or accrued in India.

2.7 Descriptive Questions

1.

2.

Define the term 'person' under the Income Tax Act. Explain its significance in determining tax liability.

Differentiate between the concepts of Previous Year and Assessment Year with suitable examples.

. Discuss the scope of total income under Section 5 for different residential categories.

Explain the difference between capital and revenue receipts with judicial interpretations.

What is deemed income? Discuss with examples of situations where income is taxed under legal fiction.
How does residential status affect the taxability of global and Indian income?

Elaborate on the taxability of capital and revenue receipts and the criteria used to determine their nature.

Explain the concepts of received income, accrued income, and deemed to be received income with practical

examples.

2.8 References

1.

(0]

Income Tax Act, 1961

CBDT Circulars and Notifications

. Finance Act (relevant to Assessment Year)

Taxmann’s Income Tax Law & Practice

. Justice Kanga & Palkhivala — Law and Practice of Income Tax

Landmark judgments of the Supreme Court and High Courts relating to income classification

Answers to Knowledge Check

Knowledge Check 1
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1. ¢) Loan from bank
2. c¢) Operational income
3. c¢) Partner's capital contribution

4. b) Revenue receipt

5. c¢) Kettlewell Bullen
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2.9 Case Study

“Tax Treatment of Business Transactions at ViroTech Pvt. Ltd.”

Background:

ViroTech Pvt. Ltd. is a software services company based in Hyderabad. The company was established

in 2018 and has steadily grown into a mid-sized enterprise with clients in India and abroad. During the

financial year 202324, ViroTech undertook several transactions that raised concerns regarding the

classification of income and receipts under the Income Tax Act, 1961. Their newly appointed CFO

approached a tax consultant to resolve potential tax implications before finalizing accounts for filing.

Key Transactions:

1.

The company received a one-time government grant of 325 lakhs for purchasing energy-

efficient servers as part of a green-IT initiative.

ViroTech sold one of its unused office buildings for 2.5 crores. The building had been fully
depreciated in its books. The company recorded the proceeds as income in the profit and loss

account.

. Along-standing client from Singapore settled an overdue bill of X15 lakhs that had accrued in

FY 2022-23 but was paid in May 2023.

The promoter gifted I8 lakhs to his daughter, who works as a junior developer in the same

company. The gift was shown as an expense in the books.

The company received I3 lakhs as compensation from a contractor for delays in delivering

customized software modules.

Problem Statements and Solutions:

Problem 1: Classification and Taxability of Government Grant

Issue: Is the 325 lakhs received from the government a capital receipt or revenue receipt?
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e Solution: The grant was received for purchasing capital assets (servers) and is not linked to
revenue generation. As per case law (e.g., Travancore Rubber and Tea Co. Ltd.), such grants
are capital receipts, not taxable. However, Section 43(1) requires that the amount be reduced

from the cost of the asset for depreciation purposes.

Problem 2: Tax Treatment of Sale of Office Building

o Issue: Should the 2.5 crores from sale of the office building be treated as income or capital

gains?

e Solution: The building is a capital asset, and its sale is subject to capital gains tax. Since it
was fully depreciated, the entire block is transferred. Capital gains should be computed as per
Section 50 (depreciable assets). The treatment in the P&L account is incorrect; it must be

classified under capital gains and taxed accordingly.

Problem 3: Income Accrued vs Received
o Issue: Should %15 lakhs be taxed in FY 2022-23 or FY 2023-24?

e Solution: The income had accrued in FY 2022-23. Under the accrual method of accounting,

it must be taxed in that year. Its receipt in FY 2023-24 does not alter the year of taxability.

Problem 4: Gift by Promoter to Daughter as Employee
o Issue: Is the X8 lakhs gift an allowable expense for the company?

o Solution: The gift is a personal transaction between the promoter and his daughter. Showing
it as a business expense is not permissible under Section 37(1). It must be disallowed, and the

P&L must be rectified.

Problem 5: Compensation Received from Contractor

o Issue: Is the X3 lakhs compensation from a contractor capital or revenue in nature?
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e Solution: The compensation is linked to a business transaction—delay in delivery. It replaces a
loss of profit or operational benefit. As per Kettlewell Bullen & Co., such compensation is a

revenue receipt, hence taxable under "Profits and Gains from Business or Profession".

Reflective Questions

1. Why is the distinction between capital and revenue receipts critical in tax planning and

financial reporting?
2. How does the timing of accrual versus actual receipt impact the taxability of income?
3. What are the consequences of misclassifying personal transactions as business expenses?
4. Can government grants ever be taxable? Under what circumstances?

5. In what ways do legal interpretations of capital vs revenue nature vary depending on context?

Conclusion

The ViroTech case highlights the importance of correctly classifying and understanding the nature of
receipts and transactions for accurate tax computation. Misclassification can lead to improper
disclosures, overstated profits, and tax liabilities. With growing complexities in tax laws, especially
regarding indirect benefits, compensations, and asset transfers, professional advice and awareness of
judicial precedents are essential. The case also reinforces that substance over form should guide

classification, and that Section-specific treatment must be aligned with the actual nature and purpose

of the transaction
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Unit 3 Scope of Income & Residential Status

Learning Objectives

1.

Define residential status as per the Income Tax Act and explain its significance in determining tax

liability.

Differentiate between Resident, Resident but Not Ordinarily Resident (RNOR), and Non-Resident

(NR) categories for individuals and other entities.

. Apply the basic and additional conditions to determine the residential status of an individual under

Indian tax laws.

4. Explain the concept of scope of income and how it varies depending on the residential status of the
taxpayer.

5. Classify incomes as Indian-sourced or foreign-sourced and analyze their taxability based on residential
status.

Content

3.0  Introductory Caselet

3.1 Total Income and Its Classification

3.2 Determination of Residential Status (Individuals)

33 Residential Status for Other Persons

3.4 Tax Incidence Based on Residential Status

3.5 Summary

3.6  Key Terms

3.7  Descriptive Questions

3.8 References

3.9 Case Study
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3.0 Introductory Caselet

"Ankit’s Global Income Dilemma"

Ankit Sharma, a software engineer originally from India, has been working with a multinational IT firm for
the past six years. For the financial year 2024-25, Ankit spent 110 days in India, while the rest of the year he
lived and worked in Germany. During his stay abroad, he earned a monthly salary credited to his German
bank account. Additionally, Ankit owns a residential property in Bengaluru, which he has rented out for

%35,000 per month. The rent is directly deposited in his Indian bank account.

Ankit also made investments in U.S.-based stocks, from which he received dividends. The dividend income
was credited to his U.S. brokerage account. Furthermore, he transferred a portion of his German salary to

support his parents living in India.

As the financial year came to a close, Ankit wanted to file his income tax return in India. He approached a tax

consultant to determine:
e His residential status for the assessment year 2025-26
o The taxability of his income from various sources in India and abroad

o Whether he is liable to pay tax in India on the foreign salary and dividend income

Critical Thinking Question

Based on the facts of the case, how would you determine Ankit’s residential status, and which of his incomes

would be considered taxable in India? Justify your answer using relevant provisions of the Income Tax Act.
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3.1 Total Income and Its Classification

3.1.1 Introduction to Total Income under the Income Tax Act

The concept of Total Income occupies a central place in the Indian taxation framework governed by the
Income Tax Act, 1961. It represents the quantum of income on which tax liability is ultimately
determined for a given financial year. Total income is not merely a gross figure; it is a net figure that arises
after carefully applying a series of rules laid out in the Act. It involves a systematic computation of all
income sources of an assessee—whether an individual, firm, company, or other legal entity—after deducting
eligible exemptions and deductions, and after considering the effects of set-offs and carry-forwards of

losses.

In taxation parlance, income earned during a financial year is termed the Previous Year, whereas the year in
which the income is assessed and tax is levied is known as the Assessment Year. For example, if income is
earned during the financial year 202425 (April 1, 2024 to March 31, 2025), the tax will be assessed in the
assessment year 2025-26. This distinction between the two years is critical for tax computation and

compliance.

Furthermore, before the computation of total income can begin, it is crucial to determine the residential
status of the assessee under Section 6 of the Act. This is because Section 5 of the Income Tax Act defines the

scope of total income based on whether the assessee is:
e Resident and Ordinarily Resident (ROR)
o Resident but Not Ordinarily Resident (RNOR)
e Non-Resident (NR)

The residential status determines whether income earned outside India is taxable. A Resident and
Ordinarily Resident (ROR) is taxed on their entire global income, regardless of the source or location of

receipt. However, Non-Residents and RNORs are taxed only on the income that is:
e Received or deemed to be received in India,
e Accrues or arises in India, or
e Is deemed to accrue or arise in India.

Thus, determining residency status is the first and foundational step in income tax computation.
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Key Components in the Computation of Total Income

Once the residential status is established, the next step is to compute total income as per the framework laid

out in the Act. The computation is detailed and structured around the following key components:

* Incomes Classified Under Five Heads (Section 14)

The Income Tax Act classifies all income under five broad heads, which help in systematic calculation and

facilitate the application of specific provisions such as allowances, exemptions, and deductions. These are:

1. Income from Salaries: Includes basic salary, allowances, perquisites, gratuity, pension, leave

encashment, and other employment-related benefits.

2. Income from House Property: Comprises rental income or notional rental value of property owned,

subject to standard deductions.

3. Profits and Gains from Business or Profession: Includes profits from business operations,

professional earnings, and freelance work.

4. Capital Gains: Arises from the sale or transfer of capital assets such as land, buildings, shares, etc.,

categorized as short-term or long-term.

5. Income from Other Sources: A residual head that includes income not covered under the above, such

as interest income, lottery winnings, dividend income, etc.

Each head has distinct rules regarding allowances, deductions, and computation methods, and accurate

classification is essential for correct tax liability determination.

¢ Clubbing of Income

To prevent tax evasion through income splitting, the Income Tax Act mandates clubbing of certain
incomes. In such cases, income legally earned by another person is added (clubbed) to the income of the

assessee, especially when:
e Assets are transferred to a spouse or minor child without adequate consideration.

o Income is generated by the investment of transferred assets or through indirect arrangements.
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Example: If a husband gifts money to his wife and she invests it in fixed deposits, the interest income from

those deposits may be clubbed with the husband's total income.

The intent of this provision is to curb the misuse of tax slabs and exemptions by spreading income among

family members who may fall under lower tax brackets.
* Set-off and Carry Forward of Losses

Another critical aspect of income computation is the treatment of losses. The Act allows assessees to adjust

losses incurred under certain heads of income against income from other heads, following specific rules.
There are two mechanisms involved:

1. Set-off of losses: Losses from one source of income can be adjusted against income from another

source in the same financial year (subject to intra-head and inter-head set-off rules).

2. Carry forward of losses: If losses cannot be set off in the same year due to insufficient income, they

can be carried forward to subsequent assessment years for set-off.

Example: Business losses can be carried forward for up to 8 years and set off against business income in

future years.

This mechanism ensures that taxpayers are not penalized for temporary financial setbacks, and are only

taxed on net positive income over time.

* Exemptions under Section 10 and Deductions under Chapter VI-A

The Act provides a variety of exemptions and deductions aimed at reducing the taxable income of the

aSSCSSsec.

1. Exemptions (Section 10): Certain categories of income are entirely or partially exempt from tax.

These include:
o Agricultural income
o Share of profit from partnership firms
o Certain allowances and perquisites

o Scholarships and awards
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2. Deductions (Chapter VI-A, Sections 80C to 80U): Taxpayers are allowed to claim deductions for

certain eligible expenditures and investments, such as:
o Life insurance premiums and ELSS investments (Section 80C)
o Health insurance premiums (Section 80D)
o Interest on education loans (Section 80E)
o Donations to charitable institutions (Section 80G)

These provisions promote savings, social welfare, education, and medical care by offering incentivized tax

benefits.

* Rounding Off of Total Income (Section 288A)

As per Section 288A, after total income is computed, it must be rounded off to the nearest X10. The

rounding rule is simple:
o Ifthe last digit is less than X5, round down.
o Ifthe last digit is I5 or more, round up.

This standardization removes inconsistency and simplifies the tax filing process.

3.1.2 Five Heads of Income (Section 14): Overview

The Indian Income Tax Act, 1961 provides a detailed structure for computing an assessee's total taxable
income. At the core of this structure is Section 14, which categorizes all income earned by a taxpayer into five
distinct heads of income. This classification is foundational because each head has unique rules regarding
computation, deductions, allowances, and exemptions. By segregating income into these five heads, the law
ensures that different types of income are taxed fairly and consistently. Importantly, the process of classifying
income correctly under the appropriate head is the first step in calculating total income and thereby

determining tax liability.

The five heads of income specified under Section 14 are as follows:
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e Income from Salaries
This head applies when there is a defined employer-employee relationship. Any remuneration or
benefit received by an employee from their employer is taxed under this head. It covers a wide range
of income components such as basic pay, dearness allowance, house rent allowance (HRA), bonus,

gratuity, pension, and perquisites like rent-free accommodation or use of a company car.

This classification ensures that employment-related income is taxed with due consideration to standard

deductions and specific exemptions, like HRA or leave travel allowance, available under Section 10.

e Income from House Property
Income under this head is computed on the basis of ownership of property comprising buildings or
land appurtenant thereto. The taxability is determined regardless of whether the property is actually let
out or not. In some cases, even if no rent is received (as in the case of vacant property not self-

occupied), a notional rental value may be considered as taxable income.

The law allows certain deductions from such income, such as a standard deduction of 30% for repairs and
maintenance, and interest on borrowed capital under Section 24(b), making this head distinctive in its

treatment of passive property-based earnings.

e Profits and Gains of Business or Profession
This head encompasses income earned through the carrying on of any business, trade, commerce, or
professional activity. It is applicable to individuals, firms, LLPs, companies, and other entities. The
income computed under this head is net of all allowable expenses incurred wholly and exclusively for

business or professional purposes.

Examples of such expenses include salaries to employees, rent for business premises, depreciation on business
assets, and interest on business loans. This head reflects operational income and is typically more complex in
terms of required record-keeping and regulatory compliance, including maintenance of books and audit under

Sections 44AA and 44AB.

o Capital Gains
This head relates to income arising from the transfer of a "capital asset" such as land, buildings, shares,

mutual funds, and other investments. The gain is calculated as the difference between the sale
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proceeds and the cost of acquisition (adjusted for improvements and inflation, if applicable).

Depending on the holding period of the asset, the gain is categorized as either short-term or long-term.

Long-term capital gains (LTCG) often benefit from indexation and concessional tax rates, while short-term
capital gains (STCG) may be taxed at slab rates or fixed rates depending on the asset class. Exemptions can
also be claimed under specific provisions, such as Section 54 (on reinvestment in residential property) or

Section 54EC (on investment in specified bonds).

e Income from Other Sources
This is a residual head, intended to capture income that does not fall under any of the other four heads.
It includes a wide range of income types such as interest from savings accounts and fixed deposits,

dividends, winnings from lotteries or games, gifts received beyond a certain limit, and family pension.

The importance of this head lies in its catch-all nature—ensuring that no taxable income escapes assessment
merely due to not fitting neatly into the other categories. Specific provisions under Section 56 outline the

scope, exemptions, and tax treatment of such miscellaneous income.

Each of these heads has its own computational rules, which must be carefully followed. Additionally,
deductions available under Chapter VI-A (such as under Section 80C to 80U) are generally applied only after
income has been classified and computed under the respective heads. The final total income is the

aggregate of income under all heads after adjusting for set-off of losses and applicable deductions.

Correctly classifying income under its relevant head is not only essential for accurate tax computation, but it
also helps in availing proper deductions and avoiding legal consequences of misreporting. For instance,
misclassifying professional fees as salary may deny an assessee the right to claim business expenses.
Similarly, incorrect reporting of capital gains could lead to denial of exemptions or wrong tax rates being

applied.

3.1.3 Income Exempt from Tax vs Taxable Income

Income earned by an individual or entity may be either exempt from tax or fully/partially taxable under the
Income Tax Act. Understanding this distinction is crucial for correct computation of taxable income and

availing all eligible tax benefits.
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Exempt Income:

Exempt income refers to incomes that are not included in the total income and hence not subject to tax.
Such incomes are covered primarily under Section 10 of the Income Tax Act. Some common examples of

exempt income include:

Agricultural income (Section 10(1))

e Share of profit from a partnership firm (Section 10(2A))

e Long-term capital gains from equity shares (Section 10(38) — though now restricted)
o Certain allowances and perquisites for government employees

e Scholarships granted to students (Section 10(16))

Life insurance maturity proceeds (subject to conditions under Section 10(10D))

Though exempt from tax, these incomes may need to be disclosed in the income tax return under the exempt

income schedule.
Taxable Income:

Taxable income includes all incomes that are chargeable to tax under the five heads mentioned in Section 14.

These are further adjusted for allowable deductions, rebates, and reliefs before calculating tax liability.

Taxable income is classified based on factors such as the source, duration of holding (in case of assets), and

nature of the recipient (individual, firm, company, etc.).
Distinctions Between Exempt and Taxable Income:

o Disclosure Requirements: Exempt income may still require disclosure in the tax return, whereas

taxable income must be fully reported and taxed as per applicable rates.

e Tax Planning Implications: Understanding exempt income helps in strategic tax planning, such as

investing in instruments with tax-free returns.

e Documentation and Proof: Supporting documents are often required to justify exemptions claimed.

Did You Know?

"Not all exempt incomes are permanently tax-free. Some exemptions come with specific conditions,
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such as limits, tenure, and usage restrictions. For example, the maturity proceeds of a life insurance

policy are exempt only if the premium does not exceed 10% of the sum assured."
3.1.4 Gross Total Income and Deductions (Sec 80C to 80U)

Once the income under all five heads is computed and aggregated, the result is termed as Gross Total Income
(GTI). This is a critical figure, as it serves as the base on which various deductions are allowed under

Chapter VI-A of the Income Tax Act, thereby arriving at the Total Income.
1. Gross Total Income (GTI):
GTI = Total income from all five heads

e Clubbed income, if any

e Adjustments for set-off of losses

— Exempt income (as it is not included in GTI)

GTI forms the starting point for claiming deductions under Sections 80C to 80U. These deductions are not

exemptions but are specific amounts that are deducted from GTI to reduce taxable income.
2. Deductions under Sections 80C to 80U:

e Section 80C: Investment-linked deduction up to X1.5 lakh. Eligible instruments include LIC

premiums, PPF, NSC, ELSS, principal repayment of home loan, tuition fees, etc.
e Section 80CCC & 80CCD: Contributions to pension schemes like NPS.

e Section 80D: Deduction for health insurance premiums paid for self and family (limit varies based on

age).
e Section 80E: Interest on education loan for higher studies.
e Section 80G: Donations to charitable institutions.
e Section 80TTA /80TTB: Interest on savings account and fixed deposits (80TTB for senior citizens).
e Section 80U: Deduction for persons with disability (amount varies depending on severity).
Key Points to Consider:
o The aggregate limit under Section 80C, 80CCC, and 80CCD(1) is capped at X1.5 lakh.

e Section 80CCD(1B) offers an additional 50,000 deduction for NPS contributions.
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e Deductions are only allowed if evidence of investment/payment is available.

Proper planning of deductions can significantly reduce tax liability and should be aligned with personal

financial goals.

3.1.5 Ilustrative Classification of Incomes

While the theoretical framework of the five heads of income under the Income Tax Act provides a systematic
approach for income classification, the practical application of these rules is best understood through real-life
examples. The accurate classification of income into the correct head is not only essential for proper tax
computation but also determines the eligibility for exemptions, deductions, and tax rates. Below are
illustrative examples of common income types and their classification under the five heads defined in Section
14 of the Income Tax Act, 1961. These examples also indicate whether such income is taxable or exempt,

and under which provision.

1. Income from Salaries

This head covers all remuneration received due to an employer-employee relationship. Various components of

salary have different tax treatments.

o Basic Salary:

Taxable in full as part of gross salary. There are no exemptions available on this component.
Example: 26,00,000 received annually as basic pay is fully taxable.

e House Rent Allowance (HRA):
Partially exempt under Section 10(13A), subject to conditions like rent paid, city of residence, and

salary structure.

Example: An employee receiving HRA of Z15,000/month may get a partial exemption depending on rent paid

and other factors.

e Leave Travel Allowance (LTA):
Exempt, but only if actual travel is undertaken within India and proper proof is submitted. Exemption

allowed for two journeys in a block of four years.

Example: If an employee claims LTA for a domestic trip and provides travel bills, the amount may be exempt.
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e Gratuity Received:
Exempt up to 320 lakh for non-government employees under Section 10(10). For government

employees, it is fully exempt.
Example: A private-sector retiree receiving 318 lakh as gratuity will get full exemption.

These examples help clarify that while the entire salary package is taxable in principle, various

components are treated differently based on conditions and limits under the Act.

2. Income from House Property

Income under this head arises from ownership of buildings or land appurtenant thereto, and is taxable

regardless of actual rent received in some cases.

e Rental Income from Let-Out Property:

Taxable after allowing a standard deduction of 30% under Section 24(a) for repairs and maintenance.
Example: If annual rent is 33,00,000, only 22,10,000 is taxable after 30% deduction.

e Self-Occupied Property:
Annual value is treated as nil for up to two self-occupied properties. Beyond two, a notional rent is

computed.
Example: A person owning one self-occupied flat in Delhi has zero taxable income under this head.

e Realized Rent Recovered Later:
If rent previously not realized is later recovered, it is taxable in the year of receipt, under Section

25A, even if the property is no longer owned.
Example: Old dues from a tenant recovered after 2 years must be declared in the year of actual receipt.

This head emphasizes that ownership, not just rent receipt, is the basis of taxation, and certain notional

incomes are also considered.

3. Profits and Gains of Business or Profession

This head applies to income generated from business or professional activities, and includes both regular

business operations and individual freelance work.
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e Income from Freelancing or Consultancy:
Taxable as business income, after deducting expenses incurred wholly and exclusively for earning

such income.

Example: A graphic designer earning 210 lakh in freelance fees and incurring 3 lakh in software and

internet expenses is taxed on 37 lakh.

e Depreciation on Assets:

Deductible under Section 32 on fixed assets like machinery, furniture, or computers used in business.
Example: A lawyer using a laptop for professional work can claim depreciation as a business expense.

o Professional Receipts (Doctors/Lawyers/Consultants):
Taxable under this head, and they may also opt for presumptive taxation under Section 44ADA if

eligible.

Example: A doctor earning 40 lakh annually may compute income on presumptive basis at 50% of gross

receipts.

This head focuses on net profit after allowable business deductions, and requires proper bookkeeping and

compliance with statutory requirements.

4. Capital Gains

Capital gains arise when a capital asset is sold, transferred, or exchanged for a value higher than its

acquisition cost. The tax treatment depends on the type of asset and period of holding.

o Sale of Residential House after 3 Years:
Treated as Long-Term Capital Gain (LTCG), and eligible for exemption under Section 54 if

reinvested in another house.

Example: Selling a house for 1 crore after 4 years with indexed cost of T60 lakh results in LTCG of 340 lakh,

which can be exempt if reinvested.

e Sale of Shares Held for Less Than 12 Months:
Considered as Short-Term Capital Gain (STCG) and taxed at 15% under Section 111A, if traded on

a recognized stock exchange.

Example: Profit of 350,000 on listed equity shares sold within 10 months is taxed at 15%.
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e Sale of Agricultural Land in Rural Areas:

Not treated as a capital asset, hence not taxable under capital gains.
Example: A farmer sells rural agricultural land; the transaction is completely exempt from capital gains tax.

This head is particularly significant for individuals involved in real estate and investment planning, as it

also offers a range of exemptions and planning tools.

5. Income from Other Sources

This is the residual head, covering income not falling under the other four heads. It ensures that

miscellaneous and non-regular income sources are brought into the tax net.

e Interest from Savings Account:
Taxable under this head, but eligible for deduction up to ¥10,000 under Section 80TTA for individuals
and HUFs.

Example: 37,500 earned as bank interest is fully exempt under 80TTA.

e Dividends from Indian Companies:
Taxable in the hands of shareholders as per the normal slab rate (since abolition of Dividend

Distribution Tax in 2020).
Example: 320,000 received as dividend is fully taxable.

o Gifts Received:
If the value of gifts (monetary or property) exceeds 350,000 in a financial year, the entire amount is
taxable under Section 56(2)(x), unless received from a relative or on specified occasions like

marriage.
Example: Receiving a %1 lakh gift from a friend on birthday is fully taxable.

This head is vital for ensuring that casual income, windfalls, and passive receipts are properly taxed.

Additional Considerations

In addition to these examples, there are two important rules to consider while classifying and computing

income:
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e Clubbing Provisions:
If an assessee transfers income or assets to a spouse or minor child without adequate consideration,

the income arising therefrom is clubbed with the assessee’s income under the relevant head.
Example: Interest on fixed deposit in wife’s name using husband’s funds is taxable in husband’s hands.

o Set-off and Carry Forward of Losses:
Losses from one head may be set off against gains from another, subject to conditions. However,
loss from business cannot be set off against salary, and capital loss can be adjusted only against

capital gains.

Example: 250,000 loss in mutual funds (capital loss) can only be set off against another capital gain, not

business income.

3.2 Determination of Residential Status (Individuals)
3.2.1 Relevance of Residential Status in Taxation

Residential status is a foundational concept in Indian income taxation as it determines the scope of income
taxable in India. The taxability of an individual’s income—whether global or Indian—depends on whether
the person is classified as a Resident, a Resident but Not Ordinarily Resident (RNOR), or a Non-Resident
(NR). This classification is governed by Section 6 of the Income Tax Act, 1961.

For instance, a Resident and Ordinarily Resident (ROR) is liable to pay tax on global income, including
income earned and received outside India. In contrast, a Non-Resident (NR) is only liable to tax on income
accrued or received in India. RNORs lie between these two categories and are subject to limited global tax

liability.

Tax compliance requirements, like mandatory filing of returns, disclosure of foreign assets, and applicability
of TDS provisions, also hinge on residential status. Moreover, benefits under various tax treaties, exemptions,

and deductions may vary depending on the individual’s residency.
Key areas impacted by residential status:

e Scope of Total Income (Section 5)

o Taxability of Foreign Income

o Reporting of Foreign Assets
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e Applicability of Higher TDS Rates or Surcharge
o Eligibility for Deductions under Chapter VI-A

Thus, determining residential status accurately at the beginning of the assessment process is essential to

compute taxable income correctly and fulfill legal obligations under Indian tax law.

3.2.2 Conditions for Resident and Ordinarily Resident [Sec 6(1)]

The primary legal provisions to determine if an individual is a Resident in India are laid out in Section 6(1)
of the Income Tax Act. An individual is said to be a Resident in India in a previous year if they satisfy any

one of the following basic conditions:
Basic Conditions:
1. The individual is in India for a period of 182 days or more during the relevant previous year; OR

2. The individual is in India for a period of 60 days or more during the relevant previous year and has

been in India for at least 365 days or more during the four preceding previous years.

However, for certain categories of individuals, such as Indian citizens or Persons of Indian Origin (P10O)
who are coming to India for a visit, the 60-day requirement in the second condition is extended to 182 days.

This is aimed at facilitating non-resident Indians (NRIs) who visit India occasionally.

Once an individual qualifies as a Resident, further classification into Resident and Ordinarily Resident
(ROR) or Resident but Not Ordinarily Resident (RNOR) is made based on additional conditions
(explained in 3.2.3).

Key Interpretations and Points:
o The day of arrival and departure is counted as a day spent in India.
e Presence in India need not be continuous; aggregate days are considered.
e The residential status is determined every year independently.
e Stay in India includes any purpose—business, vacation, employment, or transit.

Understanding and applying these conditions correctly ensures accurate assessment of residential status,

especially in cases involving international travel, overseas employment, or cross-border assignments.
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Comprehensive Example
Let us consider a comprehensive case study to apply these rules in practice.
Case Study: Mr. Rajiv Sharma

Mr. Rajiv Sharma is an Indian citizen who has been working in the UAE for several years. He visits India

periodically to meet his family. His travel history for the past few years is as follows:

e Previous Year 2024-25 (1st April 2024 to 31st March 2025): Stayed in India from 1st November
2024 to 10th January 2025 (i.e., 71 days)

e Preceding Four Years Stay in India:
o 2023-24: 90 days
o 2022-23:95 days
o 2021-22: 100 days

o 2020-21: 85 days
— Total in 4 preceding years = 370 days

Now let us evaluate whether Mr. Sharma is a Resident or Non-Resident for the previous year 2024-25.

Step-by-Step Application:

e Check Condition 1 (182 Days Rule):
Mr. Sharma was in India for only 71 days in 2024-25. This is less than 182 days, so Condition 1

fails.
e Check Condition 2 (60 Days + 365 Days Rule):
o He stayed for 71 days in 2024-25 — satisfies the 60-day requirement
o He stayed for 370 days in the last 4 years — satisfies the 365-day requirement
Hence, Condition 2 appears to be satisfied.

e BUT, Mr. Sharma is an Indian citizen visiting India, so as per the exception, the 60-day condition

is extended to 182 days.
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Since he stayed for only 71 days, he fails to meet the modified threshold of 182 days required for visiting
Indian citizens.
Final Residential Status for AY 2025-26:

e Mr. Sharma is a Non-Resident in India for the previous year 2024-25.

Why This Matters:
As a Non-Resident, Mr. Sharma will be liable to pay tax in India only on:
o Income that is received or deemed to be received in India, or
e Income that accrues or arises in India, or is deemed to accrue or arise in India.

His foreign income, including his salary from the UAE, will not be taxable in India.

3.2.3 Additional Conditions for RNOR vs ROR

Once an individual is categorized as a Resident under Section 6(1), further classification into Resident and
Ordinarily Resident (ROR) or Resident but Not Ordinarily Resident (RNOR) is done based on Section
6(6) of the Income Tax Act.

A Resident individual is treated as Ordinarily Resident (ROR) only if they satisfy both the following

additional conditions:

1. The individual has been Resident in India for at least 2 out of the 10 previous years immediately

preceding the relevant previous year; AND

2. The individual has been in India for at least 730 days or more during the 7 previous years

immediately preceding the relevant previous year.

If any one of these two conditions is not satisfied, the individual is classified as a Resident but Not

Ordinarily Resident (RNOR).
Importance of RNOR Status:

The RNOR category serves as a transitional status for individuals returning to India after long-term

residence abroad. It offers tax relief by:
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o Taxing only Indian income, not foreign income, unless it is derived from a business or profession
controlled from India.

e Providing relief from reporting and taxation of global assets and foreign bank accounts under the

Black Money Act.

This category is particularly beneficial for returning NRIs, expatriates, and individuals with global income

streams.
Additional Considerations:
e RNORs are not required to pay tax on interest income earned on NRE/FCNR accounts, unlike RORs.

o Status as RNOR is generally applicable for 2-3 years after return from overseas, depending on days of

stay.
Careful tracking of residential history is essential to determine ROR vs RNOR and optimize tax treatment.
Comprehensive Example: Classification as ROR or RNOR

Let us consider a detailed case study of Mr. Sameer Desai, an Indian citizen who has been living and working
in the United Kingdom since 2014. He decides to return to India permanently in October 2023. For the
financial year 2024-25 (relevant for Assessment Year 2025-26), we want to determine whether Mr. Desai will

be treated as ROR or RNOR.
Here is his travel and residential history:
o He arrived in India on 1st October 2023 and stayed continuously till 31st March 2025.
o His stay in India during the previous year 2024-25 is full-year (365 days).
o His stay in India during the 7 years prior to 2024-25 is as follows:
o FY 2017-18 to 2023-24: He visited India briefly during some years:
= 2017-18: 20 days
= 2018-19: 0 days
= 2019-20: 25 days

= 2020-21: 30 days

= 2021-22: 20 days
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= 2022-23: 15 days
= 2023-24: 180 days (he returned in October 2023)
— Total number of days in India during the 7 preceding years = 290 days

Now let us analyze the two additional conditions under Section 6(6):

o Condition 1: Resident in at least 2 out of the last 10 years
Since Mr. Desai was a Non-Resident from FY 2014-15 to FY 2022-23 (he was abroad throughout),
and he only became a Resident in FY 2023-24, he does not satisfy this condition. He has been a
resident for only 1 year (2023-24) out of the last 10.

o Condition 2: Present in India for at least 730 days in the last 7 years
From the calculation above, Mr. Desai has been in India for only 290 days during the 7 years

preceding 2024-25. He therefore does not meet this condition either.

Conclusion:

Since Mr. Desai fails both the additional conditions, he is classified as a Resident but Not Ordinarily

Resident (RNOR) for the financial year 2024-25.

Tax Implications for Mr. Desai as RNOR:

o His salary and investments earned in the UK will not be taxable in India, as long as the income is

not received in India or does not arise from a business controlled from India.
e Interest on his NRE and FCNR accounts will remain tax-free, unlike in the case of an ROR.

e He will not be required to report his UK bank accounts and assets under Indian tax return

disclosures (Schedule FA).

o After 2-3 years, depending on his continued stay in India, he is likely to become ROR, at which point

his global income will become taxable and reporting obligations will apply.
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3.2.4 Non-Resident: Conditions and Rules

An individual is classified as a Non-Resident (NR) if they do not satisfy any of the basic conditions under

Section 6(1) of the Income Tax Act. This means:
e They were not present in India for 182 days or more in the relevant previous year; AND

o They were either not present for 60 days in the relevant year OR did not stay for 365 days in the

preceding four years.

This status is most relevant for:

e Indian citizens working abroad

o Foreign nationals visiting India for short durations

e Crew members on ships who are outside Indian territory for a significant period
Scope of Taxation for Non-Residents:
For a Non-Resident, only the following incomes are taxable in India:

1. Income received or deemed to be received in India.

2. Income that accrues or arises or is deemed to accrue or arise in India.

Examples include salary received in India, rent from property located in India, capital gains from sale of

Indian assets, and interest from Indian bank accounts.
Special Provisions:

o NRIs are not required to file ITR in India if their total income consists only of investment income

(subject to TDS).
o They may be eligible for benefits under the Double Tax Avoidance Agreement (DTAA).
e Special tax rates apply to certain incomes (e.g., 20% on royalty income, 15% on dividends).

It is essential to determine NR status correctly, as it significantly reduces the tax liability and compliance

burden.

Comprehensive Example: Determining Non-Resident Status and Tax Implications
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Let’s take the case of Ms. Ananya Kapoor, an Indian citizen who moved to Canada for employment in
2021. She returned to India briefly during the financial year 2024—25 and wants to determine her residential

status for that year. Her stay details are as follows:
e Date of Arrival in India: 1st December 2024

o Date of Departure from India: 15th January 2025
— Total stay in India during FY 2024-25 = 46 days

Her visits to India in the four preceding years were:
e 2023-24: 40 days
e 2022-23: 35 days
e 2021-22: 50 days

e 2020-21: 60 days

— Total stay during 4 preceding previous years = 185 days
Now, let us assess her status under Section 6(1):
e She was not in India for 182 days during 2024-25 — she was only present for 46 days.

o Although she was in India for more than 60 days in 2024-25, she did not spend 365 days in the
preceding four years — only 185 days total.

Since she fails both basic conditions, Ms. Kapoor is classified as a Non-Resident for the financial year 2024—

25.

Tax Implications for Ms. Ananya Kapoor as a Non-Resident:

o Her foreign salary income earned in Canada will not be taxable in India, as it is not received or

accrued in India.

e She owns an apartment in Mumbai which she has rented out. The rental income will be taxable in

India as it arises from an Indian source.

e She maintains a Non-Resident External (NRE) account and earns interest on deposits — this interest

is exempt from tax under current laws.
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e She has dividends credited from Indian stocks held in her Demat account. These dividends are
taxable, but since TDS is already deducted, she may not be required to file a return if no other

income exists.

o Sheiseligible to claim DTAA relief if any of her income (e.g., interest from India) is also taxed in

Canada.

Thus, by qualifying as a Non-Resident, Ms. Kapoor is subject to tax only on India-sourced income, and she
is relieved from the obligation of reporting her foreign income, foreign bank accounts, or foreign assets in
her Indian income tax return. She also benefits from simplified return filing, reduced tax liability, and the

potential to claim relief under DTAA, if applicable.

3.2.5 Exceptions and Special Cases (e.g., Indian citizens abroad)

Certain exceptions and deeming provisions modify the general rules for determining residential status,
particularly for Indian citizens working abroad, seafarers, or those with high incomes from foreign

sources. These are incorporated to prevent tax abuse and ensure fairness.
1. Indian Citizens or PIOs Visiting India:

As per the Finance Act 2020, a revised rule applies to Indian citizens or Persons of Indian Origin (PIOs)

visiting India:

o Iftheir total income (excluding foreign income) exceeds 15 lakh in the previous year, the threshold

of 182 days for determining residency is reduced to 120 days.
e Iftheir income in India is below 15 lakh, the 182-day condition remains.
2. Deemed Residency — Indian Citizens with No Tax Residency Abroad:
To plug loopholes used for avoiding taxation by staying out of India yet not becoming tax residents anywhere:

o Indian citizens earning more than %15 lakh (excluding foreign income), who are not liable to tax in

any other country, shall be deemed to be Resident in India.

However, such individuals are deemed to be RNOR, which limits their tax liability to income sourced in India

and certain controlled businesses abroad.

3. Seafarers and Indian Merchant Navy Employees:
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e Stay outside India is counted based on Continuous Discharge Certificate (CDC) entries and

Shipping Company Log Records.

o Days spent on international waters are excluded from days in India, possibly making them Non-

Residents.
4. Diplomatic Personnel and UN Employees:

e Indian citizens posted abroad as diplomats or government employees are always treated as Residents

in India, irrespective of their physical stay.

These exceptions reflect India’s effort to balance tax administration, economic incentives for NRIs, and

international tax compliance norms.

Knowledge Check 1

Choose the correct options:

1. An individual must stay in India for at least how many days to satisfy the first basic condition under

Section 6(1)?
a) 60 days

b) 90 days

c¢) 182 days

d) 365 days

2. RNOR status applies when which of the following conditions is not fulfilled?
a) Stay in India > 730 days in 7 years
b) Resident in 2 out of 10 years

¢) Global income earned

d) Indian citizenship
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3. Which category is taxed on global income?
a) RNOR
b) Non-Resident
¢) ROR

d) Seafarer

4. An Indian citizen visiting India is considered Resident if their stay exceeds 120 days and income

in India is:

a) More than %10 lakh
b) More than %15 lakh
c¢) Less than 2.5 lakh

d) Taxable outside India

5. Deemed resident rule applies when:
a) Income from foreign assets is nil
b) Person has dual citizenship
¢) Not liable to tax in any other country

d) More than 60 days in India

3.3 Residential Status for Other Persons
3.3.1 HUFs: Control and Management Test

The residential status of a Hindu Undivided Family (HUF) under the Income Tax Act is determined not by

physical presence or stay, but by the location of control and management of its affairs. This is laid out in

Section 6(2) of the Act.
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An HUF is considered Resident in India if the control and management of its affairs is wholly or partly
situated in India during the relevant previous year. If the control and management is wholly situated outside

India, then the HUF is classified as Non-Resident.

The term “control and management” refers to the decision-making power and administration of the key
affairs of the HUF. This includes the place where strategic and policy-level decisions are taken, rather than
routine operations. Control may be vested in the Karta, who is the head of the family, and it can also be

influenced by other senior members.

Classification within Residents:

If an HUF is considered Resident, it may further be classified as:
e Resident and Ordinarily Resident (ROR), or
e Resident but Not Ordinarily Resident (RNOR)

This classification depends on the status of the Karta. If the Karta of the HUF meets the conditions under
Section 6(6)—i.e., he has been a resident in at least 2 out of the last 10 years and present in India for at least

730 days in the last 7 years—then the HUF is considered ROR. If not, the HUF becomes RNOR.
Additional Points:

e The location of the HUF’s bank accounts, properties, or business establishments is not the

determining factor. The focus is solely on control and management.
o Partial control in India is sufficient to classify a HUF as Resident.

Understanding the control and management test is especially important for overseas HUFs or those with

NRIs as Kartas, to determine tax liability on global income and applicability of various compliance norms.

3.3.2 Firms and AOPs: Residency Rules

For Partnership Firms and Association of Persons (AOPs), residential status is determined under Section
6(2) of the Income Tax Act, which is also applicable to BOIs (Bodies of Individuals). The test is based on

control and management, similar to the rule applicable to HUFs.

A firm or AOP is considered Resident in India if the control and management of its affairs is situated

wholly or partly in India during the relevant previous year. If the control and management is wholly outside

India, the entity is treated as a Non-Resident.
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Key Elements of the Rule:
e Control and management must relate to the key decision-making processes of the business.

e The place of control includes the location of the partners' meetings, maintenance of books of

accounts, and strategic decision-making.

e The residential status of the partners or members does not directly affect the residential status of

the firm or AOP.

Unlike individuals, firms and AOPs do not have sub-categories such as Resident and Ordinarily Resident
(ROR) or Resident but Not Ordinarily Resident (RNOR). They are classified simply as either Resident or
Non-Resident.

Additional Observations:

e For a partnership firm conducting operations in India but managed by partners from outside India, if

decision-making is executed within India, it will still be considered a Resident.

o Limited Liability Partnerships (LLPs), though governed under separate legislation, are taxed

similarly to partnership firms and follow the same residential rules.

o Residency affects the taxability of global income, eligibility for tax treaty benefits, and

withholding obligations on cross-border payments.

Correct determination of residency for these entities is essential to identify the scope of income chargeable

under Indian tax laws, especially when firms operate across borders or receive income from foreign sources.

3.3.3 Companies: Indian Company vs Foreign Company

For companies, Section 6(3) of the Income Tax Act provides specific rules for determining residential status.
The classification is based on whether the company is incorporated in India or outside India and the place

of effective management (POEM).
According to Section 6(3), a company is Resident in India if:

1. Itis an Indian company; OR

2. Its place of effective management (POEM) during the relevant previous year is in India.
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A company that is not an Indian company (i.e., incorporated outside India) will be considered Non-Resident

unless its POEM is in India.
Definitions:

e An Indian company is one that is registered under the Companies Act in India. Such companies are

always Resident, regardless of where their operations are conducted.
e A foreign company becomes Resident only if its POEM is located in India.
Implications:
e For Indian companies, worldwide income is taxable.

o For foreign companies, only Indian-sourced income is taxable unless they are deemed Resident via

POEM.
Examples:

e A company registered in Delhi but operating branches globally is still Resident by virtue of being an

Indian company.

e A UK-incorporated company whose senior management makes decisions in India may be deemed

Resident due to POEM rules.

Understanding whether a company is Indian or foreign is critical for determining withholding tax, transfer

pricing, and international taxation obligations, especially in cross-border business structures.

3.3.4 Place of Effective Management (POEM) for Companies

The concept of Place of Effective Management (POEM) was introduced to curb tax avoidance by
companies that are legally incorporated outside India but are effectively controlled from within India. POEM
was added to the Income Tax Act by the Finance Act, 2015, and is applicable from Assessment Year 2017-18

onwards.

Under Section 6(3), a foreign company is treated as Resident in India if its POEM is in India during the

relevant previous year.

Definition of POEM:
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As per guidelines issued by the CBDT, POEM refers to “a place where key management and commercial
decisions that are necessary for the conduct of the business of an entity as a whole are, in substance,

made.”
Key Tests for POEM:

1. Location of Board Meetings: If board meetings are held in India, and decisions are taken there,

POEM is likely in India.

2. Role of Indian Residents: If senior management or key executives are located in India and take

strategic decisions, it strengthens the case for Indian POEM.

3. Control by Parent Company: If an Indian parent controls a foreign subsidiary, and all important

business decisions are taken by the Indian parent, POEM may be in India.

4. Delegated Authority: If the foreign company’s board is merely ratifying decisions taken by Indian

managers, this points toward POEM in India.
Exclusions:

o Companies with turnover or gross receipts less than ¥50 crore in a financial year are not subject to

POEM provisions.
e« POEM is not determined based on routine operational decisions but focuses on strategic control.
Consequences of POEM:
o A foreign company deemed Resident due to POEM becomes taxable on its global income in India.

e Transfer pricing rules, minimum alternate tax (MAT), and other compliance provisions may become

applicable.

POEM is a substance-over-form test and is assessed based on facts and circumstances, requiring

documentary evidence such as minutes of meetings, board resolutions, and patterns of control.

3.3.5 Case Examples and Practical Scenarios

Understanding the residential status of different types of taxpayers becomes clearer through practical

illustrations and real-life scenarios. Below are some examples for better clarity.

Case 1: HUF with Karta Abroad
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An HUF has its Karta, Mr. Sharma, residing in the UK for the last 5 years. However, major investment
decisions and family meetings are conducted during his annual visits to India. The control and management is

partially in India. Therefore, the HUF will be classified as Resident in India.
Case 2: Firm with Operations in Dubai but Control in India

XYZ Partnership Firm operates its retail business in Dubai, but all strategic decisions, accounting, and partner
meetings occur in Mumbai. Since the control and management is situated in India, it will be a Resident

Firm.
Case 3: Foreign Company Controlled from India

ABC Ltd., incorporated in Singapore, is a subsidiary of an Indian parent company. The board of directors
meets in Delhi, and all key decisions are approved by the Indian group. Based on this, the POEM is in India,
and ABC Ltd. may be treated as a Resident Company, liable to pay tax on global income.

Case 4: Indian Company Operating Overseas

PQR Ltd., an Indian company, conducts all its business in Africa with no operations in India. However, as it is

incorporated in India, it is treated as a Resident Indian company and is liable for tax on its global income.
Case 5: NRIs Controlling Foreign Firm

Two NRIs set up a firm in the UAE. All decisions are taken outside India, and there is no Indian presence in

control. In this case, the firm is a Non-Resident, and only income from India (if any) will be taxable.

These scenarios highlight the practical application of residency rules and reinforce the importance of

documentation and substance in international taxation matters.

3.4 Tax Incidence Based on Residential Status

3.4.1 Sec 5: Scope of Total Income Based on Residential Status

Section 5 of the Income Tax Act, 1961, defines the scope of total income in relation to the residential status
of the assessee. It determines which categories of income are taxable in India, based on whether the person is
a Resident and Ordinarily Resident (ROR), Resident but Not Ordinarily Resident (RNOR), or Non-
Resident (NR).

For a Resident and Ordinarily Resident (ROR):
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e Income received or deemed to be received in India during the previous year

e Income accrued or arising or deemed to accrue or arise in India

e Income accrued or arising outside India (global income), whether received in India or not
This makes the entire global income of an ROR taxable in India.
For a Resident but Not Ordinarily Resident (RNOR):

o Income received or deemed to be received in India

e Income accrued or arising or deemed to accrue or arise in India

e Income accrued or arising outside India is not taxable, unless it is derived from a business

controlled from India or a profession set up in India
Thus, RNORSs enjoy limited global taxation.
For a Non-Resident (NR):
e Income received or deemed to be received in India
o Income accrued or arising or deemed to accrue or arise in India
Any foreign income is completely exempt from Indian taxation.

This legal structure under Section 5 ensures fairness by excluding foreign income of non-residents, while
also bringing the income of Indian residents under the tax net, including earnings abroad. Section 5 also works
in conjunction with Sections 6 and 9 to determine taxability for specific types of income like royalties,

interest, or salaries earned abroad but deemed to arise in India.

3.4.2 Income Received or Deemed to be Received in India

Under Section 5(1), income is taxable in India if it is received or deemed to be received in India, regardless
of the residential status of the assessee. The phrase covers both actual receipt and certain instances where the

law treats the income as received in India even if it isn't physically received here.
Actual Receipt:

Income is considered received in India when it is:

e Credited to a bank account maintained in India
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o Handed over in cash or cheque within Indian territory
e Transferred to an Indian account from abroad and made available for use in India

For example, salary credited to an Indian bank account by a foreign employer is considered received in India

and is fully taxable, even for a Non-Resident.
Deemed to be Received in India:

Certain incomes are considered received in India by legal fiction, even if not physically received. These

include:
o Contributions made by employers to Recognized Provident Funds beyond the prescribed limit
o Transfer balances from Unrecognized Provident Funds to Recognized Provident Funds

e Any amount of tax deducted at source (TDS) on income, which is considered income in the hands of

the recipient under Section 198

The taxation of such deemed receipts ensures that income is not avoided merely due to method or timing of

transfer.

Taxability Based on Status:
e ROR: Taxable
e RNOR: Taxable
e NR: Taxable

Thus, income received or deemed to be received in India is always taxable, irrespective of the source of
origin or taxpayer’s residency. This category ensures that any money coming into the Indian tax net—

whether salary, rent, or commission—is subjected to tax.

3.4.3 Income Accrued or Arising in India

Income that accrues or arises in India is taxable for all categories of taxpayers—Resident, RNOR, and
Non-Resident. This concept refers to income that is earned or originates in India, even if the actual receipt

takes place outside India.

Definition and Legal Meaning:
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The term “accrues” or “arises” refers to the right to receive income that comes into existence in India,
whether or not it is actually received during the year. The source of income must be within Indian territory.
This applies even if the contract or agreement generating the income is concluded abroad, as long as the

source of income lies in India.
Examples of Income Accruing or Arising in India:

e Salary earned for services rendered in India

o Interest received from an Indian bank or borrower

e Rent received from property situated in India

o Capital gains from sale of Indian shares or immovable property

e Royalty or fees for technical services paid by Indian entities
This principle ensures taxation of incomes where India is the source jurisdiction.
Taxability Based on Status:

e ROR: Taxable

e RNOR: Taxable

e NR: Taxable

Even if a Non-Resident renders consultancy services from abroad but the payer is in India, and the work

relates to a project in India, such income may be deemed to accrue in India.

Section 9 of the Act further defines “deemed to accrue or arise in India” and includes provisions for indirect

taxability of income, such as interest, royalties, or indirect transfers of Indian assets.

Thus, the Indian tax law provides a broad net to bring within its scope any income sourced from India,

regardless of the residential status of the recipient.

3.4.4 Foreign Income and Taxability for Different Statuses

Foreign income refers to income that is earned and received outside India, and that does not relate to any

Indian source or business connection. The taxability of such income is entirely dependent on the

residential status of the taxpayer, as defined in Section 6 of the Income Tax Act.
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For Resident and Ordinarily Resident (ROR):
e All foreign income is taxable, whether or not it is remitted to India

o Examples include salary earned abroad, rental income from property outside India, interest from

foreign bank accounts, and capital gains on foreign assets
e RORs must also comply with foreign asset disclosure rules under the Black Money Act
For Resident but Not Ordinarily Resident (RNOR):
e Only the following types of foreign income are taxable:
o Ifitis derived from a business controlled from India, or
o [Ifitis earned from a profession set up in India
e Purely personal foreign income (e.g., salary, gifts, rental income abroad) is not taxable
This status offers limited tax relief for returning NRIs or professionals with foreign income sources.
For Non-Resident (NR):
o Foreign income is not taxable at all in India
e Only income that accrues, arises, or is received in India is taxable
» Foreign salaries, pensions, dividends, or rental income are outside the Indian tax jurisdiction
Key Considerations:
e Double Taxation Avoidance Agreements (DTAAs) may provide tax credits or exemptions

e Income earned abroad but transferred to India is not taxed again, if already taxed abroad and if it

does not fall under Indian accrual rules

e Indian residents with foreign bank accounts or assets are required to disclose them in the ITR if their

income exceeds the basic exemption limit

The taxation of foreign income plays a critical role in global income compliance, NRI taxation, and

structuring of cross-border businesses or investments.

3.4.5 Summary Table of Tax Incidence for ROR, RNOR, NR




ATLAS

SKILLTECH
UNIVERSITY

The following table provides a comprehensive overview of the tax incidence based on residential status

under Section 5 of the Income Tax Act.

S56(2)(x))

Resident and Resident but Not Non-
Type of Income Ordinarily Resident Ordinarily Resident Resident
(ROR) (RNOR) (NR)
Income received in India Taxable Taxable Taxable
Income deemed to be received in
. Taxable Taxable Taxable
India
Income accruing or arising in India | Taxable Taxable Taxable
Income deemed to accrue or arise in
. Taxable Taxable Taxable
India (Sec 9)
Income accruing or arising outside Not Taxable, unless from
Taxable Not Taxable
India Indian business
Business/profession income from
Taxable Taxable Not Taxable
abroad controlled in India
Salary for services rendered outside Not Taxable, unless
‘ Taxable ) Not Taxable
India controlled from India
' ' _ ' Taxable (subject to sec
Gifts received outside India Not Taxable Not Taxable

This tabular classification is crucial for taxpayers, advisors, and professionals dealing with multi-jurisdictional

tax matters. It forms the basis of return preparation, international tax planning, and compliance with both

Indian and foreign tax laws.

“Activity: Real-Life Income Assessment Exercise”
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In this activity, students will be given the profiles of three individuals with different residential statuses
and income sources such as foreign salaries, Indian dividends, capital gains from foreign stocks, and
rental income in India. Based on the details, learners must classify each income source as taxable or
non-taxable under Indian tax law, citing the relevant provisions from Section 5. This exercise will
strengthen practical understanding of tax incidence, build analytical skills, and improve application of

legal rules in real-life tax scenarios.

3.5 Summary

L)

o0

X/
L X4

Residential status under the Income Tax Act determines the scope of income taxable in India for every

individual and entity.

Section 6 of the Income Tax Act lays down the rules to classify individuals as Resident, RNOR, or Non-

Resident.

A Resident and Ordinarily Resident (ROR) is taxed on global income, while a Non-Resident is taxed only

on Indian income.

RNORs are taxed on Indian income and foreign income only if it is derived from an Indian-controlled

business or profession.

Section 5 defines the scope of total income based on residential status, covering received, accrued, and

deemed income.
HUFs, firms, and AOPs are classified based on the location of control and management of their affairs.

Companies are classified as Resident if incorporated in India or if their Place of Effective Management

(POEM) is in India.
POEM refers to the place where key business and management decisions are made and executed.
Tax incidence varies significantly for different residential statuses, affecting both compliance and liability.

Foreign income is fully taxable only for RORs and not for RNORs and NRs, except under specified

conditions.

Indian citizens visiting India are subject to special provisions for residency determination based on income

and duration of stay.
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% Proper classification of residential status is essential for determining the correct tax treatment and ensuring

legal compliance.

3.6 Key Terms

1. Resident — A person who satisfies basic conditions under Section 6(1) for stay in India.

2. RNOR — A transitional resident with limited tax liability on foreign income.

3. Non-Resident — A person who does not meet the basic stay conditions under Section 6.

4. Total Income — Aggregate income from all sources after deductions and exemptions.

5. Scope of Income — The range of income taxable in India based on residential status.

6. Control and Management — The location where strategic decisions of an entity are made.
7. POEM - Place of Effective Management; used to determine residency of foreign companies.
8. Deemed Income — Income considered received or accrued in India by legal fiction.

9. Accrued Income — Income earned or arising in a particular location regardless of receipt.
10. Foreign Income — Income sourced outside India, taxable based on residency.

11. Double Taxation — Taxation of the same income in more than one country.

12. Assessment Year — The year following the previous year in which income is assessed and taxed.

3.7 Descriptive Questions

1. Explain the criteria for determining residential status of an individual under Section 6(1) of the Income

Tax Act.
2. Distinguish between Resident, RNOR, and Non-Resident with reference to scope of total income.
3. How is the residential status of a Hindu Undivided Family (HUF) determined?
4. Discuss the applicability of POEM in determining the residency of a foreign company.

5. What are the tax implications of income received or deemed to be received in India for different

residential statuses?
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6. Enumerate and explain different types of foreign incomes and their taxability for RNOR and NR.
7. Provide a comparative analysis of tax incidence for ROR, RNOR, and NR with the help of examples.

8. What are the exceptions provided in residential status rules for Indian citizens visiting India?

3.8 References

1. Income Tax Act, 1961 — Section 5 and Section 6

2. Circular No. 6 of 2017 — CBDT guidelines on Place of Effective Management
3. Finance Act, 2020 — Amendments related to deemed residency

4. Income Tax Rules and Notifications — Ministry of Finance

5. ICAI Study Material — Paper 7: Direct Tax Laws

6. Ahuja & Gupta — Systematic Approach to Income Tax

Answers to Knowledge Check

Knowledge Check 1

1. ¢) 182 days

2. a) Stay in India > 730 days in 7 years
3. ¢)ROR

4. b) More than %15 lakh

5. c¢) Not liable to tax in any other country
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3.9 Case Study

Residency and Tax Implications — The Case of Arjun Mehra

Background:

Arjun Mehra, a 38-year-old Indian citizen, works as a financial analyst with an investment firm based
in Singapore. He has been living in Singapore for the last 7 years. In FY 2024-25, Arjun spent 130

days in India to visit family and attend to some investment matters.
Arjun’s income sources include:

o Salary of SGD 15,000 per month received in Singapore

Interest of 2.5 lakhs from an Indian savings bank account
o Rental income of %3.6 lakhs from an apartment in Mumbai

e Long-term capital gain of %5 lakhs from sale of mutual funds in India

Dividends of USD 2,000 from U.S.-based stocks, credited to his foreign account

Additionally, Arjun is a partner in an Indian LLP that runs an online education platform. He does not

actively manage operations but receives a share of profit.

Arjun has never filed a return in India, believing his overseas status exempts him from Indian taxation.

Problem Statements
Problem 1: Determine Arjun’s Residential Status for FY 2024-25.
Solution:

Under Section 6(1), Arjun stayed in India for 130 days in the current financial year and more than 365

days in the preceding four years.

Since he is an Indian citizen visiting India, the 182-day condition applies (not 60 days), unless his

income in India exceeds %15 lakh.

e His total Indian income = 2.5 lakh (interest) + X3.6 lakh (rent) + Z5 lakh (capital gains) =
X11.1 lakh
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e Since it is less than 15 lakh, the threshold remains 182 days
Arjun stayed only 130 days in India. Hence, he does not meet the residency criteria.

Answer: Arjun is a Non-Resident (NR) for FY 2024-25.

Problem 2: Identify which of Arjun’s incomes are taxable in India.
Solution:
As a Non-Resident, Arjun is taxable only on:

e Income received or deemed to be received in India

e Income accrued or arising or deemed to accrue or arise in India
Taxable:

e Interest from Indian bank — Taxable

o Rental income from Indian property — Taxable

o Capital gains from Indian mutual funds — Taxable
Not Taxable:

« Singapore salary — Foreign income, not taxable

e U.S. dividends — Foreign income, not taxable

o Share in profit from LLP — Exempt under Section 10(2A)

Answer: Total taxable income in India is Z11.1 lakh

Problem 3: Discuss Arjun’s compliance obligations under Indian tax laws.

Solution:

Since Arjun’s Indian income exceeds the basic exemption limit of 2.5 lakh, he is required to:
e File an Income Tax Return (ITR-2) as a Non-Resident

e Report Indian income under relevant heads: Income from House Property, Capital Gains, and

Other Sources
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Claim exemption for LLP profit under Section 10(2A)
Pay applicable tax and interest, if any

He is not required to disclose foreign income or foreign assets, being a Non-Resident

Failure to file the return may attract penalties under Section 234F and possibly interest under Section

234A/B/C.

Reflective Questions

1. What would have changed in Arjun’s tax liability if he had stayed in India for 185 days?
2. Would the taxability of foreign dividends change if Arjun were classified as RNOR?
3. What are the implications of investing in Indian mutual funds for a Non-Resident?
4. How would Arjun’s tax compliance change if his Indian income crossed 15 lakh?
5. If Arjun begins actively managing the LLP from Singapore, does it impact the residency of the
LLP?
Conclusion

The case of Arjun Mehra illustrates the practical importance of residential status in determining

taxability under Indian income tax laws. Despite his long-term stay abroad, his financial connections

in India necessitate tax compliance. Residential status is not merely a function of nationality but of

presence, control, and source of income. For global Indian citizens, understanding the nuances of

Section 5 and Section 6 is essential for accurate compliance, planning, and avoiding unnecessary

penalties.
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Unit 4 Income from Salary

Learning Objectives

1.

Define the concept of salary income and differentiate it from other sources of income under the Income
Tax Act.

Identify various components of salary, including basic pay, allowances, perquisites, and bonuses.
Classify different types of allowances (taxable, partially taxable, and fully exempt) and understand their
tax implications.

Explain the concept of perquisites, including their valuation and tax treatment under the Income Tax Act.
Compute gross salary income by aggregating all salary components and adjusting for exempt allowances.
Apply relevant deductions under Section 16, including standard deduction, entertainment allowance, and

professional tax.

Content

4.0  Introductory Caselet
4.1 Meaning and Features of Salary
4.2 Allowances

4.3  Perquisites

4.4  Deductions from Salary
4.5 Summary

4.6  Key Terms

4.7  Descriptive Questions
4.8  References

4.9  Case Study
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4.0 Introductory Caselet

“Mr. Arjun’s Salary Puzzle — Understanding Gross Pay and Taxable Income

Mr. Arjun Verma is a 38-year-old Senior Sales Manager employed at a reputed FMCG company headquartered
in Mumbai. He has been working with the organization for the past 8 years and receives a comprehensive salary
package that includes various components. With the financial year ending, Mr. Arjun is seeking assistance in
understanding how much of his salary is actually taxable and whether he can take advantage of any exemptions

or deductions available under the Income Tax Act.

Below is the summary of his monthly salary structure:

Salary Component Monthly Amount )

Basic Salary 60,000

House Rent Allowance (HRA)|25,000

Transport Allowance 2,000
Special Allowance 13,000
Mobile Reimbursement 2,500

Employer's Contribution to PF|7,200

Additional Annual Benefits:
e Annual Bonus: %1,20,000
e Gift Voucher (Received on Diwali): 36,000
o Company-leased car provided for both official and personal use
e Rent paid by Mr. Arjun: 322,000 per month for a rented apartment in Mumbai

Mr. Arjun also claims deductions under Section 16 of the Income Tax Act. These include:

e Standard Deduction
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e Professional Tax (deducted by the employer)
e Any other eligible deductions, if applicable
Mr. Arjun has approached a tax consultant for clarity on the following:
o What constitutes gross salary in his case?
e Which elements of his salary are fully taxable, partially exempt, or fully exempt?
e What is the exempt portion of HRA, considering the rent he pays and his city of residence?
o How are perquisites such as the gift voucher and company-leased car taxed?
e How to compute his total taxable income from salary after applicable deductions?

This case aims to help learners apply tax concepts to real-life salary structures, perform step-by-step

calculations, and interpret legal provisions related to exemptions and perquisites.

Critical Thinking Question:

Given Mr. Arjun’s current salary structure, what legal and financial strategies can he adopt in the upcoming

financial year to optimize his taxable salary income, and how should he plan his salary components in

collaboration with his employer to minimize tax liability while remaining fully compliant with the Income Tax

Act?
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4.1 Meaning and Features of Salary

4.1.1 Definition of Salary under the Income Tax Act [Section 17(1)]

Section 17(1) of the Income Tax Act, 1961 defines the term "'salary" in an inclusive manner. This means that,
in addition to what is commonly understood as salary, the section explicitly includes various other forms of

compensation, whether in cash or kind.
According to Section 17(1), salary includes:
1. Wages
2. Annuity or pension
3. Gratuity
4. Fees, commissions, perquisites, or profits in lieu of salary
5. Advance salary
6. Leave encashment
7. Employer’s contribution to a Recognized Provident Fund (RPF) in excess of the prescribed limit
8. Transferred balance from an Unrecognized Provident Fund to a Recognized Provident Fund
9. Contribution to pension schemes like NPS under Section 80CCD

The inclusive nature of this definition ensures that no part of the remuneration provided by the employer escapes

taxation merely because it does not fit into a traditional or narrow view of "salary."
Key points to understand:

o Perquisites and allowances are part of salary even if paid in kind, such as accommodation, company

car, or medical facilities.

o Profits in lieu of salary, such as compensation for early termination of employment or retirement

benefits not covered under gratuity, are also taxable as salary.

o Commuted and uncommuted pension: The tax treatment depends on whether the pension is received

as a lump sum or in periodic payments.

e Legal precedence: Courts have consistently held that the term "salary" under Section 17(1) is broad and

covers all forms of compensation directly or indirectly related to employment.
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Thus, the legal definition of salary ensures comprehensive taxation of income earned due to employment,

avoiding tax leakage through alternative forms of compensation.

4.1.2 Relationship: Employer and Employee (vs. Contractor)

One of the most critical conditions for taxing income under the head “Salaries” is the existence of an employer-
employee relationship. The Income Tax Act does not tax all forms of remuneration under the salary head; it
restricts this treatment to payments made by an employer to an employee. Payments made under a contract for
services (as in the case of a consultant or contractor) are taxable under "Profits and Gains from Business or

Profession" or "Income from Other Sources", not under "Salaries."

Characteristics of Employer-Employee Relationship:

Control and Supervision: The employer has the right to direct not just what work is to be done but how

it is to be done.

o Contract of Service vs. Contract for Service: Employees work under a contract of service, implying

a master-servant relationship. Independent contractors operate under a contract for service.

o Payment Structure: Employees receive regular monthly payments (salary), whereas contractors are

usually paid per project or task.

o Perquisites and Benefits: Employees often receive perquisites such as provident fund contributions,
leave benefits, insurance, and retirement benefits—features usually not extended to independent

contractors.
Legal Tests to Determine Relationship:
1. Control Test: Who controls the manner and means of performance?
2. Integration Test: Is the work performed integral to the business?
3. Economic Control Test: Who bears the risk of profit and loss?
Tax Implications:

o Ifthe person rendering the service is an employee, the remuneration is taxable under the head ““Salaries,”

and the employer is responsible for TDS under Section 192.

o If'the person is a contractor, tax is deducted under Section 194C, and the income is taxed as professional

or business income.




ATLAS

SKILLTECH
UNIVERSITY

Correct classification is crucial to ensure the proper deduction of tax at source and compliance with employment

laws.

4.1.3 Basis of Charge: Due or Receipt, Whichever is Earlier

The Income Tax Act, under Section 15, specifies the basis of chargeability for salary income: it is taxable on

“due or receipt” basis, whichever is earlier.
Meaning of "Due'":

Salary is said to be due when the employee becomes legally entitled to receive it, irrespective of whether it has
actually been paid. For instance, salary for March becomes due on the last day of March, even if it is paid in

April.
Meaning of "Receipt'':

Salary is considered received when it is credited to the employee’s account or handed over in any form (cash,

cheque, direct deposit), regardless of when it becomes due.

Application of the Rule:
1. Ifsalary is due but not received, it is still taxable in the year it becomes due.
2. Ifsalary is received in advance, it becomes taxable in the year of receipt, even if not yet due.
3. Ifsalary is both due and received in the same year, it is taxed in that year.

4. 1If arrears of salary are received, they are taxed in the year of receipt, subject to relief under Section

89(1).
Examples:
o Ifan employee receives April’s salary in March (advance), it is taxable in March.

o Ifarrears from a previous year are received in the current year, the entire amount is taxable in the year

of receipt, but relief may be claimed under Section 89(1) to mitigate tax burden.

This principle ensures that salary is taxed at the earliest possible point and prevents deferment of tax liability.

It also aligns taxability with accounting and cash flow considerations.
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4.1.4 Components of Salary: Basic, Bonus, Commission, etc.

Salary is not limited to the basic pay that an employee receives. It comprises a wide range of components, each

with different implications for taxation. Understanding each of these components is essential for accurate

computation of taxable income.

Major Components of Salary:

1.

8.

9.

Basic Salary: This forms the core of the salary structure. It is fully taxable and serves as the base for

calculating other components such as HRA, PF, gratuity, etc.

Dearness Allowance (DA): Paid to counter inflation, DA is fully taxable. It may be partly included in

salary for retirement benefit calculations.

House Rent Allowance (HRA): HRA is partially exempt under Section 10(13A) if the employee resides
in rented accommodation and pays rent. The exemption is based on a formula considering salary, rent

paid, and city of residence.

Commission: If paid as a percentage of turnover achieved, it is taxable. If it forms part of salary, it may

also affect HRA and retirement benefit calculations.
Bonus and Incentives: Paid as a performance reward; these are fully taxable in the year of receipt.

Overtime Pay: Compensation for working beyond normal hours is fully taxable.

Allowances:
o Transport Allowance: Exempt up to a limit only for certain disabled employees.
o Education Allowance: Partially exempt for up to two children.
o Medical Allowance: Fully taxable if paid as a fixed amount; reimbursement may be exempt up
to a limit.
Perquisites:
o Includes rent-free accommodation, use of company car, concessional loans, etc.
o Valuation is done as per prescribed rules and taxed accordingly.
Retirement Benefits:

o Provident Fund: Employer's contribution is exempt up to 12% of salary; excess is taxable.
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o Gratuity: Taxable depending on type of employment and amount received.
o Leave Encashment: Partially exempt at retirement; fully taxable during service.
Additional Points:

e Advance salary and arrears are taxed in the year of receipt but may qualify for relief under Section

89(1).

o In-kind benefits such as stock options or club memberships are taxable as per their fair market value.

Did You Know?

“In addition to cash payments, even non-cash benefits like rent-free accommodation, concessional loans, or

use of a company vehicle are considered part of salary and taxed as perquisite under the Income Tax Act.”

4.1.5 Advance Salary, Arrears, and Treatment under Tax

Under the Income Tax Act, salary income is chargeable to tax on the basis of “due or receipt, whichever is
earlier.” This principle has a significant impact when it comes to advance salary and arrears of salary. Both

are treated differently in terms of timing but are ultimately taxed under the head "Income from Salaries."
Advance Salary

Advance salary refers to any salary amount that is paid to an employee before it becomes due. For example,

if an employee receives salary for the month of April on the 28th of March, it is considered as advance salary.
o Taxability: Advance salary is taxable in the year in which it is received, not when it becomes due.

o TDS Obligation: The employer is required to deduct tax at source (TDS) in the month in which the

salary is paid, including advance amounts.

e No Double Taxation: When the salary becomes due later, it is not taxed again, as it has already been

taxed in the year of receipt.

o Eligible for Relief: If advance salary creates a higher tax burden due to bunching of income in a single

year, the assessee can claim relief under Section 89(1).

Arrears of Salary
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Arrears refer to salary that was due in a previous year but received in a later year due to delay in payment,
revision of salary, or retrospective increments. For example, if a salary revision effective from July 2022 is

actually paid in June 2023, the additional amount paid is called arrears.
o Taxability: Arrears are taxable in the year of receipt, even though they pertain to earlier years.

o TDS Implication: The employer must include the arrears in the total salary paid for the year and deduct

TDS accordingly.

o Relief under Section 89(1): Since arrears can inflate the taxable income in the year of receipt, leading

to higher tax liability, the employee can claim relief under Section 89(1) to reduce the impact.
Relief under Section 89(1)

The relief mechanism under Section 89(1) ensures that taxpayers are not penalized for the timing mismatch of

salary payments. The relief is computed by comparing the tax payable:
1. On total income with arrears/advance in the year of receipt.

2. With the tax that would have been payable if the arrears/advance had been received in the relevant

earlier year(s).

The difference, if any, is allowed as relief. The procedure is detailed in Rule 21A of the Income Tax Rules, and

Form 10E must be submitted online to claim this relief.

IMlustrative Differences

Type Taxed In Year of | Relief Available
Advance Salary |Receipt Yes

Arrears of Salary |Receipt Yes

Other Related Points

e Voluntary Retirement Compensation: If paid in installments, each installment is taxed in the year of

receipt.

e Retrospective Promotions: Any salary revision with retrospective effect results in arrears, taxable on

receipt.
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o Settlement After Resignation or Dismissal: Salary received in lump sum after service ends is taxable

in the year of receipt.

Understanding the treatment of advance and arrears ensures correct reporting of income and avoidance of
unnecessary tax burden. It also highlights the importance of financial planning and the role of relief provisions

to ensure equity in taxation.

4.2 Allowances

In the context of income from salaries, allowances are fixed monetary amounts paid by an employer to an
employee to meet specific expenses. These may or may not be taxable depending on their nature, purpose, and
the provisions under the Income Tax Act. While salary broadly refers to regular remuneration for services
rendered, allowances are supplementary payments that are often intended to cover work-related or personal

costs such as rent, transport, uniform, education, or cost of living.

Allowances form a significant part of compensation structures and may vary based on job profile, employer
policy, and statutory regulations. Some allowances are taxable in full, others are partially exempt, and a few are
fully exempt. Understanding the classification and taxability of allowances is essential for both income

computation and tax planning purposes.

4.2.1 Definition and Classification of Allowances
Definition:

Allowances are fixed periodic amounts paid by an employer to an employee over and above the basic salary,
intended to meet certain specific requirements or expenses related to the job or cost of living. These are typically
paid monthly along with the salary and can be either fully taxable, partially exempt, or fully exempt under

various sections of the Income Tax Act.

Under the Income Tax Act, there is no explicit definition of "allowance," but their tax treatment is governed by

Section 10(14) and Rule 2BB of the Income Tax Rules.
Classification of Allowances:

Allowances are generally classified into three broad categories based on their tax treatment:

1. Fully Taxable Allowances:
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These are allowances that are completely added to the gross income of the employee and taxed at the applicable

slab rate. They do not have any exemption or deduction provisions.
Examples:

e Dearness Allowance (DA)

e Overtime Allowance

e City Compensatory Allowance

e Servant Allowance

o  Warden/Proctor Allowance

e Lunch or Tiffin Allowance
2. Partially Exempt Allowances:

These allowances are partially exempt from tax, subject to specific conditions, limits, or actual expenses

incurred. The balance amount, if any, is taxable as salary income.

Examples:

House Rent Allowance (HRA)

Transport Allowance (only for specific disabled employees)

Children’s Education Allowance

Hostel Expenditure Allowance
Exemption is generally available under Section 10(14) and is regulated by Rule 2BB.
3. Fully Exempt Allowances:

These are allowances that are fully exempt from tax under specific circumstances. These are usually applicable
to employees working under specific conditions, such as government employees posted abroad or employees

working in remote or hazardous areas.
Examples:

o Foreign Allowance to government employees

e Allowances received by UNO employees
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e Allowances received by judges of the High Court and Supreme Court
e Sumptuary Allowance provided to High Court and Supreme Court judges

Each category has a distinct tax implication and must be reported appropriately in the income tax return.

Misclassification may lead to under-reporting of income and potential penalties under tax law.

4.2.2 Fully Taxable Allowances (e.g., Dearness Allowance)

Fully taxable allowances are those which are completely included in the taxable salary of the employee and
are not eligible for any exemption under the Income Tax Act. These allowances are treated as part of the gross

salary and taxed according to the applicable income tax slab rates of the assessee.
Examples of Fully Taxable Allowances:
1. Dearness Allowance (DA):

o DA is paid to employees to compensate for the inflationary impact on the cost of living. It is

generally expressed as a percentage of the basic salary.
o DA s fully taxable under the head “Income from Salaries”.

o If the employment terms provide for the inclusion of DA in salary for retirement benefits (e.g.,

PF, gratuity), it must be included while computing such benefits.
2. City Compensatory Allowance (CCA):
o CCA is granted to employees to offset the higher cost of living in urban or metropolitan areas.
o Despite being a compensatory allowance, it is fully taxable in the hands of the employee.
3. Overtime Allowance:
o Compensation paid for working beyond normal working hours.
o Fully taxable as salary income, irrespective of the amount or frequency.
4. Servant Allowance:
o Given to employees to employ domestic help.

o Entire amount is taxable, even if actually spent for the stated purpose.

5. Tiffin, Lunch or Meal Allowance:
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o Any fixed allowance paid for meals or snacks is fully taxable.

o However, free food provided up to I50 per meal in office premises may be exempt under

perquisite rules.
6. Warden/Proctor Allowance:

o Paid to teachers or staff discharging residential responsibilities in hostels or academic

institutions.
o Fully taxable.
7. Non-Practicing Allowance (NPA):

o Paid to doctors employed in government or public sector who are not allowed to practice

privately.
o Fully taxable as part of salary.
Points to Note:

e These allowances are added to gross salary and taxed at applicable slab rates without any exemptions or

deductions.
» Employers must include these in the Form 16 and deduct TDS accordingly under Section 192.

e Employees cannot claim any standard or special deductions on these specific allowances unless

separately notified.

Understanding fully taxable allowances is essential for proper computation of gross salary and for avoiding

overestimation of exemption claims which could lead to tax notices or disallowances.

4.2.3 Partially Exempt Allowances (e.g., HRA, Transport Allowance)

Partially exempt allowances are those allowances which are exempt from tax up to a specified limit or subject
to certain conditions. The excess amount received beyond the exempt limit is included in taxable salary income.
These allowances are governed under Section 10(14) of the Income Tax Act and detailed in Rule 2BB of the

Income Tax Rules.

Key Examples of Partially Exempt Allowances:

1. House Rent Allowance (HRA):
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o Paid to employees living in rented accommodations.
o Exempt under Section 10(13A).
o The exempt amount is the least of the following:
» Actual HRA received
* Rent paid minus 10% of salary
= 50% of salary (for metro cities) or 40% (for non-metros)
o Ifthe employee lives in their own house or does not pay rent, the entire HRA is taxable.
2. Transport Allowance:

o Exempt only for employees with certain physical disabilities (blindness, orthopaedic disability,
etc.).

o Exemption up to ¥3,200 per month is allowed for such employees.
o For others, transport allowance is fully taxable post-2018 amendments.
3. Children’s Education Allowance:
o Exempt up to X100 per month per child, for a maximum of 2 children.
o Total exemption up to ¥2,400 per annum.
4. Hostel Expenditure Allowance:
o Exempt up to 300 per month per child, limited to 2 children.
o Total exemption up to ¥7,200 per annum.
5. Special Compensatory Allowance for Hilly or Remote Areas:
o Exempt to the extent prescribed under Rule 2BB.
o Rates vary based on location and may range between X300 to ¥7,000 per month.
6. Tribal Area Allowance:
o Allowed up to 200 per month for employees working in scheduled tribal areas.

7. Underground Allowance:

o Paid to employees working in underground mines.
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o Exemption up to T800 per month.
Important Points:
o These exemptions are available only to the extent specified, and the excess is fully taxable.

o Proper documentation such as rent receipts (for HRA), proof of school fees, or medical certificates

(for transport allowance) must be maintained to claim these exemptions.

o Salaried individuals claiming these must ensure the employer reports the correct exempt amount in

Form 16 to avoid mismatches in income tax returns.

These allowances offer opportunities for legitimate tax savings but also demand proper recordkeeping and

adherence to conditions for exemption.

4.2.4 Fully Exempt Allowances (e.g., Foreign Allowances for Government Employees)

Fully exempt allowances are those which are not included in the total taxable income of the employee,
provided specific conditions are met. These allowances are generally granted to employees serving under
special circumstances, such as postings outside India, employment in specified institutions (like the United

Nations), or working in challenging environments like border areas, tribal zones, or high-altitude locations.

The exemptions are provided under Section 10(14) read with Rule 2BB of the Income Tax Rules, along with
some other specific provisions of the Act. The purpose of such exemptions is either to promote service in
difficult locations or to acknowledge international assignments that bring in foreign exchange or represent India

diplomatically.
Examples of Fully Exempt Allowances:
1. Foreign Allowance [Section 10(7)]:

o Applicable to Indian citizens who are government employees posted abroad for official duties

(e.g., Indian Foreign Services).
o The entire foreign allowance received during the assignment is fully exempt from tax.

o This exemption recognizes the special nature of foreign postings, where the cost of living is high

and the employees serve as representatives of the Indian state.
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o The exemption applies only to government employees (central or state government). Private
employees working abroad are not eligible for this exemption and their income is generally

taxable.
2. Allowance to UNO Employees:

o Employees working in the United Nations Organisation are completely exempt from paying tax

in India on any allowances or salaries received from the UNO.

o This is based on international treaty obligations and reflected in Section 2(24) and subsequent

clarifications.

o Indian citizens who are employees of the UNO or its specialized agencies, such as WHO or

UNESCO, enjoy this tax benefit without needing to qualify under Section 10(14).

3. Allowances to Judges of the High Court and Supreme Court:

o As per specific provisions under Section 10(17A) and other judicial service rules, allowances

paid to judges of High Courts and the Supreme Court are fully exempt from income tax.
o This includes sumptuary allowances, meant to cover expenses related to official hospitality.
4. Compensatory Allowances under Section 10(14)(i):

o Certain compensatory allowances granted to employees serving in specific difficult or dangerous

conditions are fully exempt, as notified.

o Examples include:

High-altitude allowance

Field area allowance

= Border area allowance
* Counter-insurgency allowance

o These are paid primarily to armed forces or paramilitary personnel and are fully exempt,

provided the amount does not exceed government-notified limits.

5. Allowances to MPs and MLAs [Section 10(17)]:

o Members of Parliament and State Legislative Assemblies receive various allowances, such as

daily allowances, constituency allowances, and office allowances.
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o These are exempt under Section 10(17) to the extent they are not in the nature of salary.

o The exemption helps preserve the independence and operational freedom of elected

representatives.
Important Considerations:

e For an allowance to qualify as fully exempt, it must be specifically notified by the Central Board of

Direct Taxes (CBDT) or covered by statutory provisions.
e In many cases, employers must certify that the allowance is granted under qualifying conditions.

e Taxpayers must ensure that such allowances are reported correctly in Form 16 and the Income Tax

Return (ITR), even if they are exempt.

o Inappropriate claims under "fully exempt" categories may attract penalties or disallowances under

scrutiny.

These fully exempt allowances reflect the principle that remuneration for service in national interest or
under diplomatic or international assignments should not be burdened with taxation, thereby encouraging

professionals to accept such postings.

4.2.5 Tax Planning and Documentation for Claiming Exemptions

Claiming exemptions for allowances is not automatic; it requires strategic tax planning, accurate classification,
and proper documentation. While the Income Tax Act offers a range of exemptions under Section 10(14) and
other provisions, the onus is on the taxpayer to justify the exemption claimed with documentary evidence and

ensure it complies with legal requirements.

Proper tax planning in the context of allowances involves structuring one's salary to maximize exempt income
without violating the law. This is especially important for salaried individuals whose tax planning options are

more limited compared to business professionals.
Key Principles of Tax Planning for Allowances:
1. Understanding Eligibility:
o Not all employees are entitled to all exceptions.

o For example, HRA exemption can be claimed only if the employee lives in rented

accommodation and pays rent.
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o Transport allowance exemption is only available to disabled employees under prescribed

conditions.
2. Optimizing Salary Structure:

o Employers and employees can jointly design the salary package to include more tax-efficient

allowances.

o Including partially exempt allowances like HRA, children's education, and hostel expenditure

allowance in the salary structure can reduce the taxable salary.

o Fully taxable allowances like city compensatory or dearness allowance cannot be avoided but

can be kept minimal where possible.
3. Avoiding Misclassification:
o Misclassifying fully taxable allowances as exempt may lead to tax notices.

o For instance, meal allowance paid in cash is fully taxable, whereas free meals provided at

office up to a certain limit are exempt as per perquisite rules.
4. Claiming Exemptions Only When Applicable:

o Exemptions under Rule 2BB are conditional and quantified. Over-claiming exemption beyond

the prescribed limit will result in addition to taxable income.
5. TDS Planning:

o Employees must declare all exemptions and relevant documentation to their employer at the

start of the financial year for accurate TDS deduction.

o Failing to declare exemptions may result in excess TDS and the need to claim a refund at the

time of filing returns.
Essential Documentation for Allowance Exemptions:
1. House Rent Allowance (HRA):
o Rent receipts with landlord’s name and PAN (if rent exceeds ¥1,00,000 per annum)

o Rent agreement (optional but recommended)

o Proof of payment such as bank transfer details
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2. Children’s Education and Hostel Allowance:
o School fee receipts
o Hostel payment receipts specifying boarding/lodging charges
3. Transport Allowance for Disabled Employees:
o Disability certificate issued by a competent medical authority
o Proof of employment in eligible category
4. Remote Area or Field Duty Allowances:
o Employer's certificate stating nature of duty and area of posting
o Government notifications supporting eligibility
5. Relief under Section 89(1) for Advance or Arrears:
o Form 10E submission
o Arrear or advance calculation sheets provided by the employer
Common Mistakes to Avoid:
e Claiming HRA exemption without paying rent or living in own house
o Submitting duplicate rent receipts without proof of payment

o Treating fully taxable allowances as exempt

» Failing to report exempt income in ITR (though tax-free, it must be disclosed)

» Not maintaining receipts for children's education or hostel charges

Effective tax planning for allowances ensures that the taxpayer maximizes legitimate exemptions and complies

with statutory obligations. It also reduces the chances of tax notices, scrutiny, and penalties. Employees should

work with HR or tax consultants to ensure that their salary is structured in the most tax-efficient manner,

supported by valid documentation and timely reporting.

4.3 Perquisites
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Perquisites form a critical component of salary and are an essential area of taxation under the Income Tax Act.
They refer to benefits or amenities provided by the employer to the employee either in addition to salary or in
lieu of it. These may be in cash or in kind and are taxable as part of salary under Section 17(2) of the Income
Tax Act. The rationale behind taxing perquisites is to prevent avoidance of tax by receiving non-monetary
benefits in place of cash compensation. Understanding the tax treatment of perquisites is necessary for accurate

computation of income and effective tax planning.

4.3.1 Definition and Nature of Perquisites [Section 17(2)]

Section 17(2) of the Income Tax Act, 1961 provides an inclusive definition of “perquisite.” It identifies
perquisites as benefits or amenities provided by the employer to the employee, either in cash or kind, and either
free of cost or at a concessional rate. The term is interpreted broadly to include various non-monetary or indirect

benefits that form part of the overall remuneration.
According to Section 17(2), the term perquisite includes:
1. The value of rent-free accommodation provided by the employer.
2. The value of any concession in the matter of rent for accommodation provided by the employer.
3. Any benefit or amenity provided free of cost or at concessional rates to specified employees.
4. Any sum paid by the employer in respect of any obligation that was actually the liability of the employee.

5. Any amount paid by the employer towards life insurance or an annuity contract for the employee’s

benefit.

6. The value of specified securities or sweat equity shares allotted to the employee free of cost or at a

concessional rate.

7. The amount of employer’s contribution to recognized provident fund, superannuation fund, and National

Pension Scheme beyond specified limits.
8. Interest-free or concessional loans given by the employer to the employee.
9. Any other fringe benefit or amenity as prescribed under the Income Tax Rules.
The key features of perquisites are:

o Perquisites may be monetary or non-monetary, but if they represent a personal benefit to the employee

and arise out of the employment relationship, they are taxable.
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o Perquisites must be provided by the employer; benefits provided by third parties are not classified as

perquisites under this section.
o The valuation of perquisites is governed by Rule 3 of the Income Tax Rules.

Perquisites are taxed in the hands of the employee, and in some cases, only if the employee falls under the
category of “specified employee” (typically a director, or an employee with income exceeding X50,000). Proper

valuation and classification are essential to ensure compliance and avoid tax disputes.

4.3.2 Taxable Perquisites (e.g., Rent-Free Accommodation)

Taxable perquisites are those fringe benefits that are included in the taxable salary of an employee. These
perquisites either add to the economic value of the employee’s compensation or reduce his personal expenditure.
The Income Tax Act specifies that certain perquisites are always taxable, and others are taxable only in the

hands of specified employees.
Key Examples of Taxable Perquisites:
1. Rent-Free Accommodation (RFA):
o The most encountered taxable perquisite.

o Ifthe employer provides a rent-free house, its value is taxable in the employee’s hands as per
Rule 3.

o The valuation depends on whether the employer owns the house or leases it, and the population

of the city where it is located.

o For a government employee, the perquisite value is based on license fee determined by the

government.
2. Concessional Accommodation:

o Ifthe employee is paying rent that is lower than the fair rental value, the difference is taxable as

a perquisite.
3. Use of Employer's Car for Personal Purposes:

o If the employer provides a motor car and bears expenses for both official and personal use, a

fixed perquisite value is added to salary based on engine capacity.
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o Ifthe vehicle is used only for personal purposes, the actual cost borne by the employer is taxed.
4. Free or Concessional Education for Children:

o Ifthe employer provides education facilities, the perquisite value is calculated based on the cost

of similar education in a comparable institution.
o Exempt up to 1,000 per month per child.
5. Interest-Free or Concessional Loans:

o Ifthe employer provides loans at a rate lower than the prescribed rate, the interest differential

is taxable as a perquisite.
o Exemption is available if the aggregate loan does not exceed 320,000.
6. Payment of Income Tax by Employer:

o If the employer pays the employee’s income tax, the amount paid is considered a taxable

perquisite.
7. Club Memberships and Holiday Expenses:

o Ifclub fees or travel expenses are paid by the employer and not in connection with official work,

they are treated as taxable perquisites.
8. Gifts and Vouchers:
o Gifts exceeding 35,000 per annum are taxable.
9. ESOPs and Sweat Equity Shares:

o Allotted at a concessional rate or free of cost, the difference between FMYV and exercise price

is taxable.

Taxable perquisites are an important area of TDS obligations and must be properly computed and reported in

Form 16. Incorrect or non-reporting can result in penalty or additional tax liability.

4.3.3 Exempt Perquisites (e.g., Medical Reimbursement up to limits)
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While many perquisites are taxable, the Income Tax Act provides for certain perquisites that are wholly or
partially exempt from tax. These perquisites are either non-monetary benefits meant for welfare, or

reimbursements for official expenses borne by the employee in the course of employment.
Key Exempt Perquisites:
1. Medical Reimbursement (prior to AY 2019-20):

o Up to Assessment Year 2018-19, reimbursement of medical expenses up to 315,000 per annum

was exempt under certain conditions.

o Post implementation of the standard deduction in Budget 2018, this exemption has been

withdrawn.

o However, medical facilities provided in employer-run hospitals or tie-up hospitals remain

exempt.
2. Medical Insurance Premium:

o Premium paid by the employer under a group health insurance policy is not treated as a

perquisite.

o Treatment in government or approved hospitals is also fully exempt.
3. Provision of Laptops, Desktops, Mobile Phones:

o Use of these items for official purposes is not considered a perquisite.

o Even if used for personal purposes, mobile phones and laptops are generally not taxable.
4. Refreshments in Office Premises:

o Tea, coffee, or light snacks provided during office hours are not considered a perquisite.
5. Employer's Contribution to Recognized Provident Fund (up to 12% of salary):

o Contributions within the statutory limit are exempt.

o Contributions exceeding the limit are taxable.
6. Reimbursement of Expenses Incurred on Official Duty:

o Any travel, conveyance, or daily allowances paid to employees during tours or field duty are

exempt if properly documented.
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7. Perquisites Provided to Government Employees Abroad:

o Certain allowances and perquisites granted to government employees posted outside India are

exempt under Section 10(7).
8. Use of Uniform:

o The value of uniforms provided by the employer is exempt if the wearing of such uniform is

mandatory.
9. Perquisites to Judges and UNO Employees:

o Judicial and international employees are given special exemption under relevant sections for

perquisites provided as part of their service.

These exemptions encourage employers to provide non-monetary welfare benefits and reduce tax liability for
employees. However, the exemptions are subject to strict conditions and limits, and documentation must be

maintained for all claims.

4.3.4 Valuation Rules under Income Tax Rules

The valuation of perquisites is governed by Rule 3 of the Income Tax Rules, 1962. These rules lay down
specific methods for calculating the monetary value of benefits provided by the employer to the employee.
This valuation is essential to determine the taxable portion of salary and ensure proper deduction of TDS by

the employer.
Key Valuation Norms under Rule 3:
1. Rent-Free Accommodation:
o Government employees: License fee fixed by the government is the taxable value.
o Non-government employees:

* Ifowned by employer: Taxable value is a percentage (7.5%, 10%, or 15%) of salary based

on population of the city.
= Ifrented by employer: Lower of actual rent paid or 15% of salary is the taxable value.

o Salary includes basic, DA (if considered for retirement), bonus, commission, and all taxable

allowances.
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2. Motor Car Provided by Employer:
o For official use only: Not taxable if supported by records.
o For personal use or mixed use:

* Fixed values are prescribed (21,800 or 22,400 per month plus chauffeur charges)

depending on engine capacity.
= Ifpersonal use only: Actual cost to employer is taxable.
3. Interest-Free or Concessional Loans:
o Difference between actual interest charged and SBI rate is taxable.
o Loan below 220,000 is exempt.
4. Educational Facility:
o Ifprovided in employer-owned institution: Value is the cost in similar institutions.
o Exempt up to 1,000 per month per child.
5. Sweat Equity and ESOPs:
o Taxable on the difference between FMV on date of exercise and exercise price.
o FMV is determined by merchant banker in case of unlisted shares.
6. Gift Items:
o Value of gifts exceeding 5,000 in aggregate per annum is taxable.
7. Club Memberships, Holiday Expenses, etc.:
o Entire cost is taxable unless used solely for official purposes.

Valuation under Rule 3 must be performed monthly for TDS purposes. Any errors in valuation may lead to

under-reporting of income and penal consequences for both employer and employee.

4.3.5 Employer’s Obligation to Report and TDS
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Employers have a statutory responsibility to deduct tax at source (TDS) on the salary paid, including all
taxable perquisites. The Income Tax Act places a clear obligation under Section 192 for accurate computation,

valuation, and reporting of salary income and associated benefits.
Key Employer Obligations:
1. TDS on Perquisites:
o TDS must be deducted on the total value of salary including perquisites.
o Valuation must be in accordance with Rule 3.
o Employers are required to include perquisite value in Form 16 and Form 12BA.
2. Reporting in Form 16:
o The detailed breakup of perquisites must be shown under Part B of Form 16.
o Form 12BA provides an annexure with item-wise value of perquisites and benefits provided.
3. Disclosure of Non-Monetary Perquisites:

o Ifperquisites are provided in kind (e.g., rent-free accommodation), TDS must still be deducted

from monetary salary.
4. Timely Valuation and Calculation:
o Employers must compute perquisite values monthly to adjust TDS accordingly.

o Any perquisite offered as one-time benefit (e.g., ESOPs) must be accounted in the month of

allotment/exercise.
5. Collection of Declarations:
o Employers must collect proof for exempt perquisites (e.g., medical bills, rent receipts).
o Maintenance of records is essential to justify exemption or taxability.
6. Penalties for Non-Compliance:

o Failure to deduct or report TDS on perquisites can attract interest under Section 201, penalties

under Section 271C, and disallowance of expenditure under Section 40(a)(ia).

Employers must coordinate closely with their HR and finance departments to ensure accurate compliance. Tax

professionals and payroll software must be updated with current rules to avoid errors in TDS and reporting.
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“Activity: Classify the Perk”

Students will be divided into small groups and given a list of 15 perquisites, such as rent-free
accommodation, medical insurance, club membership, concessional loans, gift vouchers, and ESOPs.
Each group must classify these into taxable, partially exempt, or fully exempt, citing the relevant
section and valuation rule. They will then present their reasoning, supported by legal provisions. This
activity encourages application-based learning and reinforces the interpretation of Rule 3 and Section

17(2) in real-world scenarios.

4.4 Deductions from Salary

Under the head “Income from Salaries,” certain specific deductions are allowed from the gross salary income
to arrive at the net taxable salary. These deductions are enshrined in Section 16 of the Income Tax Act, 1961,
and also include relief provisions under Section 89 in case of salary arrears or advance. These deductions are
over and above the standard Chapter VI-A deductions (like 80C, 80D, etc.) and are available exclusively

to salaried individuals.

4.4.1 Standard Deduction [Section 16(ia)]

The standard deduction is a flat deduction allowed from gross salary income to provide relief for expenses
which are inherently incurred in employment, such as commuting, daily sustenance, or other work-related costs.
It replaces the earlier exemptions for transport allowance and medical reimbursement which were withdrawn

in Budget 2018.
Key Features:
e The standard deduction is currently ¥50,000 per annum.
e Itis available to all salaried individuals and pensioners.
o Itisallowed irrespective of actual expenses incurred; no proof or documentation is required.

o The deduction is available even if part of the year is served or salary is received for a few months.

Legislative Background:
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e Introduced under Section 16(ia) via the Finance Act, 2018.

o Initially set at 40,000 and increased to ¥50,000 via Finance Act, 2019.

e Designed to simplify tax compliance by replacing multiple exemptions with a single fixed deduction.
Application:

e Allowed once per financial year, not pro-rated based on months.

e Deduction is automatically considered by employers for TDS purposes.

o Itis also applicable to pensioners, treating pension as salary income.

The standard deduction plays an important role in equity and simplification of tax administration, offering tax

relief without documentation or conditions.

4.4.2 Entertainment Allowance [Section 16(ii)]

Entertainment Allowance is a component of salary granted by employers to meet hospitality expenses incurred
by employees in the course of their official duties. While it is fully taxable in the hands of private-sector

employees, a deduction is available under Section 16(ii) for government employees only.
Deduction for Government Employees:
e The deduction under Section 16(ii) is available only to government employees (central or state).
e The amount of deduction is the least of the following:
1. Actual entertainment allowance received
2. 20% of basic salary
3. 35,000
Key Points:
e The term “salary” for this calculation excludes dearness allowance, other allowances, and perquisites.

o No deduction is available to private-sector employees, even if they receive entertainment allowance as

part of their CTC.

e The entire amount of entertainment allowance is added to gross salary; deduction is claimed separately

under Section 16(i1).
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Illustration:

If a government employee has a basic salary of 325,000 per month and receives 21,500 per month as

entertainment allowance, the deduction under Section 16(ii) would be the least of:
e Actual EA: 218,000
e 20% of basic salary: 360,000 x 20% = X12,000
e 35,000 (Statutory Limit)

Hence, deduction = Z5,000.

Entertainment allowance deduction is an example of a restrictive deduction, allowed to a specific category of

employees under clearly defined conditions.

4.4.3 Professional Tax [Section 16(iii)]

Professional Tax, also known as employment tax, is a state-level levy imposed on income earned by way of
profession, trade, or employment. It is deducted by the employer from the salary and deposited with the

respective State Government.
Deduction under Section 16(iii):

e The amount actually paid by the employee (through deduction by the employer) is allowed as a

deduction from gross salary.
o The deduction is allowed in the year in which the tax is paid.

« Ifthe employer pays professional tax on behalf of the employee, the amount is first included in the salary

(as a perquisite), then allowed as a deduction under Section 16(ii1).
Legal Provisions:
e Governed by Section 16(iii) of the Income Tax Act.

e Professional Tax is subject to a maximum of 32,500 per annum, as per Article 276 of the Constitution

of India.

e The actual amount deducted (not exceeding 32,500) is allowed as deduction.

State-Wise Variation:
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« Not all states impose professional tax (e.g., Delhi does not levy it).

e Rates vary depending on income slabs and state rules. For instance, in Maharashtra, professional tax for

employees earning above 15,000 per month is 2200 per month (except February: X3300).
Important Considerations:
o Deduction is available only if the tax is actually paid to the state government.
e Ifpaid for part of the year (due to joining or resignation), deduction is limited to that amount.

The professional tax deduction ensures no double taxation on employment income and acknowledges

mandatory state deductions from an employee’s salary.

4.4.4 Relief under Section 89 for Salary Arrears

Section 89 of the Income Tax Act provides tax relief in cases where an employee receives salary in arrears or

in advance, or gratuity or pension in lump sum, leading to an increase in taxable income in a particular year.

Without this relief, taxpayers would end up paying higher tax due to slab rate impact even though the income

pertains to earlier years when the tax rates may have been lower.
Applicability:

e Arrears or advance salary

Arrears of family pension

o Commutation of pension

Gratuity (received for past services)
o Compensation for termination of employment

Calculation Method:
1. Calculate tax on total income including arrears in the year of receipt.
2. Calculate tax on total income excluding arrears in the year of receipt.

3. Compute the difference (A) between the above two amounts.

4. Calculate tax for each of the earlier years (to which arrears pertain):
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o With arrears
o Without arrears
o Compute the difference (B)
5. Relief=A-B (if A> B)
Procedure:
e Relief must be claimed in the year of receipt.
e The taxpayer must file Form 10E online through the Income Tax Portal.
o Reliefis allowed only if Form 10E is submitted before filing the return.
Practical Considerations:
o Employers issue a break-up of arrears pertaining to each year.
e Reliefunder Section 89 is computational, and software/CA help may be used.
o Ifthe tax impact is lower in earlier years, relief is granted; otherwise, no relief is available.

Section 89 ensures equity and fairness by preventing penal taxation due to the timing of income receipt and

helps in smoothing tax liabilities across years.

4.4.5 Net Taxable Salary Calculation Format

To compute tax liability accurately under the head "Income from Salaries," it is essential to follow a systematic

format that accounts for gross income, exemptions, and deductions under Section 16.
Net Taxable Salary Computation Format:
Step 1: Compute Gross Salary

« Basic Salary

o Dearness Allowance

e House Rent Allowance

e Bonus/Commission

e Special Allowance
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e Overtime Pay
e Other taxable allowances
o Taxable value of perquisites (as per Rule 3)
e Profits in lieu of salary (e.g., gratuity, VRS, compensation)
Gross Salary (A)
Step 2: Less — Exemptions Under Section 10
o HRA Exemption (Sec 10(13A))
e Leave Travel Concession (Sec 10(5))
o Allowances under Sec 10(14) read with Rule 2BB (e.g., education allowance)
o Other specific exemptions (e.g., foreign allowance)
Net Salary (B) = A — Exemptions
Step 3: Less — Deductions under Section 16
e Standard Deduction (Sec 16(ia)) — X50,000
e Entertainment Allowance (Sec 16(ii)) — only for govt employees
e Professional Tax (Sec 16(ii1)) — maximum 32,500 or actual paid
Income under the head ‘Salaries’ (C) = B — Deductions under Sec 16

This final figure (C) is the Net Taxable Salary, which is to be used for further income tax calculation after
adding income under other heads and applying Chapter VI-A deductions.

Knowledge Check 1

Choose the correct options:

1. What is the current standard deduction for salaried individuals?

a) 340,000
b) 250,000
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¢) 215,000
d) 260,000

2. Under Section 16(ii), entertainment allowance deduction is available to:

a) All employees
b) Private employees only
¢) Government employees only

d) Self-employed
3. What is the maximum allowable deduction for professional tax under Section 16(iii)?

a) 32,000
b) 22,500
¢) 35,000
d) 71,000

4. Section 89 relief applies to which of the following?

a) HRA exemption
b) Transport allowance
c¢) Salary arrears

d) Bonus
5. Form 10E must be filed for claiming:

a) HRA exemption

b) Standard deduction

¢) Section 80C deduction
d) Section 89 relief

4.5 Summary

X/

¢ Salary is taxable under Section 15 of the Income Tax Act and includes monetary and non-monetary

compensation received by an employee.

X/

¢ Salary income is taxed on a due or receipt basis, whichever is earlier.

% The relationship of employer and employee is essential for income to be taxed under the head "Salaries."
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X/
L %4

Components of salary include basic salary, allowances, perquisites, and profits in lieu of salary.
Allowances can be fully taxable, partially exempt, or fully exempt, depending on their nature and purpose.

Perquisites are non-monetary benefits provided by employers and are taxed based on specific valuation rules

under Rule 3.

Certain perquisites such as rent-free accommodation, ESOPs, and concessional loans are taxable, while

medical facilities and laptops used for official purposes may be exempt.

Deductions from salary under Section 16 include standard deduction, entertainment allowance (for

government employees), and professional tax.

Relief under Section 89 is available for salary received in arrears or advance to mitigate the tax burden due

to slab rate changes.
Employers have the responsibility to value and report perquisites accurately and deduct TDS accordingly.
Computation of net taxable salary requires careful application of exemptions and deductions.

Proper documentation is essential for claiming exemptions and deductions to avoid scrutiny or

disallowances.

4.6 Key Terms

1. Salary — Periodic compensation paid by an employer to an employee for services rendered.

2. Perquisite — A non-monetary benefit provided by the employer to the employee.

3. Allowance — A fixed amount paid for a specific purpose, which may be taxable or exempt.

4. Standard Deduction — A flat deduction from salary income allowed under Section 16(ia).

5. Professional Tax — A state government levy on employment income, deductible under Section 16(ii1).

6. Entertainment Allowance — Allowance for official hospitality expenses, partially deductible for
government employees.

7. Section 10(14) — Provision for exemptions related to various allowances under Rule 2BB.

8. Rent-Free Accommodation — Housing provided by employer, taxable as a perquisite.

9. ESOPs — Employee Stock Option Plans, taxable when exercised at concessional rates.
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10. Form 10E — Mandatory form for claiming relief under Section 89.

11. Rule 3 — Income Tax Rules prescribing methods to value perquisites.

12. Specified Employee — An employee whose income or designation triggers taxation of certain perquisites.

4.7 Descriptive Questions

1.

Explain the basis of chargeability for salary income under the Income Tax Act.

. Differentiate between fully taxable, partially exempt, and fully exempt allowances with examples.

. Discuss the valuation rules for perquisites under Rule 3 of the Income Tax Rules.

Describe the eligibility and calculation process for claiming standard deduction.
Explain the conditions and computation involved in claiming relief under Section 89.
What are the employer's obligations regarding TDS and reporting of perquisites?

Discuss the deduction for entertainment allowance and professional tax under Section 16.

. Prepare a net taxable salary statement with assumed figures and relevant deductions.

4.8 References

Income Tax Act, 1961

Income Tax Rules, 1962 — Rule 3 and Rule 2BB

. Finance Act, 2018 and subsequent amendments

CBDT Circulars on Perquisites and Allowance Valuations

ICAI Study Material — Taxation (Inter and Final)

Government of India Official Publications and Notifications
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Answers to Knowledge Check

Knowledge Check 1

1. b) 50,000

2. c¢) Government employees only
3. b)R2,500

4. c) Salary arrears

5. d) Section 89 relief
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4.9 Case Study

Salary Structure and Tax Implications — A Comprehensive Analysis

Background:

Ms. Riya Sharma is a Senior Marketing Executive employed with an MNC in Bengaluru. Her salary
structure and benefits for FY 2024-25 are as follows:

Basic Salary: ¥70,000 per month

e« HRA: Z30,000 per month

e Special Allowance: 315,000 per month

e Medical Insurance Premium (Paid by employer): 320,000

e Rent paid: 228,000 per month

e Employer’s Contribution to RPF: 39,000 per month

e Rent-free accommodation for 3 months when relocated temporarily
e Arrears 0f 21,20,000 received during the year for FY 2022-23

e Professional Tax deducted: 3200 per month

e Standard deduction applicable

o Employer has issued Form 16, including perquisite values

Problem Statement 1: Calculate HRA Exemption

HRA received = %30,000 x 12 =%3,60,000

Rent paid = 328,000 x 12 =33,36,000

City: Bengaluru (metro) = 50% of salary

Salary for HRA: Basic + DA (if applicable; assume DA = nil)

50% of salary =%70,000 x 12 x 50% = %4,20,000
Rent paid — 10% of salary = %3,36,000 — 384,000 =%2,52,000

Exemption = Least of:




ATLAS

SKILLTECH
UNIVERSITY

e HRA received: %3,60,000
e Rent paid minus 10% of salary: 32,52,000
e 50% of salary: %4,20,000

HRA Exemption = %2,52,000
Taxable HRA =%3,60,000 —X2,52,000 =X1,08,000

Problem Statement 2: Relief under Section 89 for Arrears

Arrears =31,20,000
Received in FY 2024-25 but pertains to FY 2022-23
Ms. Riya needs to compute tax with and without arrears for both years and claim Section 89 relief

using Form 10E.
Basic steps:
1. Tax with arrears (current year)
2. Tax without arrears (current year)
3. Tax in previous year (with and without arrears)
4. Relief = (Current year difference) — (Previous year difference)

Employer provides breakup and tax projection sheet. Riya files Form 10E with her return to claim

relief.

Problem Statement 3: Computation of Net Taxable Salary

Component Amount (%)
Basic Salary (70,000 x 12) 8,40,000
HRA Received 3,60,000

Special Allowance 1,80,000
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Component Amount (%)

Perquisites (RFA for 3 months @15%)|2,62,500 x 15% x 3/12 = 39,844

Arrears Received 1,20,000

Gross Salary 15,09,844

Less: Exemptions

HRA Exemption: 32,52,000

Medical Insurance: Exempt (Official group policy)

Net Salary after exemptions =312,57,844

Less: Deductions u/s 16

Standard Deduction: 50,000

Professional Tax: 3200 x 12 =32,400

Income under Salaries = X12,05,444

Reflective Questions

1. How does proper salary structuring impact Riya’s tax liability?
2. What if the employer had not valued the rent-free accommodation correctly?
3. Why is filing Form 10E important in claiming Section 89 relief?
4. Could she have optimized her salary structure for higher exemptions?
5. What documentation is essential for justifying her HRA claim?
Conclusion

This case study demonstrates the real-world application of tax provisions relating to salary income. By

understanding and applying HRA exemptions, perquisite valuation, and Section 89 relief, salaried
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individuals can manage their tax liability efficiently. It also emphasizes the importance of employer

compliance, proper documentation, and timely filing of statutory forms to claim benefits and avoid

legal complications.
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Unit 5 Income from House Property

Learning Objectives

1.

To understand the meaning and scope of "Income from House Property" under the Income Tax Act.
To identify the conditions under which income is chargeable under the head "House Property."

To differentiate between self-occupied, let-out, and deemed-to-be let-out properties for tax purposes.
To compute the Gross Annual Value (GAV) and Net Annual Value (NAV) of a property.

To apply permissible deductions such as standard deduction, municipal taxes, and interest on borrowed

capital.
To calculate taxable income from house property for various types of properties.
To analyze the treatment of unrealized rent, arrears of rent, and vacancy allowance.

To develop the ability to solve practical problems and case studies relating to taxation of house property.

Content

5.0 Introductory Caselet

5.1 Basis of Chargeability

5.2 Annual Value Calculation

53 Valuation of Various Property Types
54  Deductions Allowed under this Head
5.5 Summary

5.6  Key Terms

5.7  Descriptive Questions

5.8 References

5.9 Case Study
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5.0 Introductory Caselet

“The Dilemma of Mr. Sharma’s Two Houses”

Mr. Ramesh Sharma, a salaried individual working in Bengaluru, owns two houses. One is his self-occupied
residence, and the other is a flat in Pune that he inherited from his parents. While his Bengaluru house is fully

used by his family, the Pune flat remains vacant for most of the year, as he has not been able to find a tenant.

When filing his income tax return, Mr. Sharma wonders how the Income from House Property should be
calculated. He knows that even if a property remains vacant, the Income Tax Act requires him to declare income
from it in some cases. He is also aware that deductions such as municipal taxes paid and the standard deduction

under Section 24 can reduce his taxable income.
The real challenge before Mr. Sharma is:
o Should he treat the Pune flat as deemed let-out property, even though it remains vacant?
e How should he compute the annual value and claim deductions accordingly?
o Would there be any difference if the Pune flat had been rented out, even for part of the year?

This situation leaves him puzzled about the correct tax treatment of his properties and how it will impact his

overall taxable income.

Critical Thinking Question

If you were Mr. Sharma’s tax consultant, how would you advise him to compute income from his two houses?

Consider the rules regarding self-occupied property, deemed let-out property, and permissible deductions while

explaining your answer.
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5.1 Basis of Chargeability

5.1.1 Scope of Taxation under House Property [Sec 22]

The scope of taxation of income from house property is laid down in Section 22 of the Income Tax Act, 1961.
This provision establishes that the annual value of property consisting of buildings or land appurtenant thereto,
of which the assessee is the owner, shall be chargeable to tax under the head “Income from House Property.”
The idea behind this charge is that ownership of property, whether used or not, gives rise to an inherent capacity
to earn rental income, and therefore such potential is recognized and taxed. The term “annual value” is crucial
here, as it refers not merely to actual rent received but also to the notional rent a property can reasonably be
expected to fetch, subject to certain adjustments. The scope extends to both residential and commercial
properties, including houses, flats, offices, warehouses, and shops, as long as the building or the land attached
to it is capable of yielding rental income. Mere ownership of open land without any structure is not sufficient

to bring it under this head.

Ownership is the core requirement for taxability, and it need not be limited to legal ownership alone. Even
deemed ownership, as defined under Section 27, is sufficient to attract tax. This means that if property is
transferred to a spouse or minor child without adequate consideration, or if a person holds property in an
impartible estate, or where possession is held under a part-performance agreement, the law treats such
individuals as owners for the purpose of taxation. Similarly, membership in a co-operative society or company
that allots property rights to an individual also qualifies as ownership. The focus is not on physical possession

but on the right to receive rent or derive benefit from the property.

Taxation under this head is exclusive, which means that income from property cannot be taxed under any other
head unless the property is used by the owner for their own business or professional purposes. For example, if
a trader uses his owned shop for business activities, the rental value of that shop cannot be taxed under “House
Property” because it is already part of business income. However, if the same shop is rented out to another
person, the rent becomes taxable under this head. The principle is that the property’s inherent earning capacity

is recognized as income unless specific exclusions apply.

Section 22 applies to properties situated in India regardless of the owner’s residential status. Thus, even a non-
resident who owns a property in India is liable to pay tax on the annual value of such property. For residents,
the scope is even wider as it includes income from properties located outside India as well, subject to relief

through Double Taxation Avoidance Agreements (DTAAs). The global income principle ensures that residents

cannot escape taxation on foreign property income. The law also makes provisions for scenarios where property
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remains vacant. Even if no rent is earned, notional income may be chargeable, except for self-occupied houses

where annual value is taken as nil.

Therefore, the scope of taxation under Section 22 is comprehensive. It covers actual rent as well as notional
rent, applies to residential and commercial properties, extends to ownership and deemed ownership situations,
and is enforceable regardless of actual use. The underlying principle is that ownership of immovable property
creates a taxable capacity, and unless the property is used for the owner’s own business or profession, such

capacity must be subjected to taxation.

5.1.2 Conditions for Taxability: Ownership and Usage

The taxability of income under the head “House Property” depends primarily on two conditions: the ownership
of the property and the way the property is used. Ownership forms the basis of liability, and the manner of usage
determines the classification of income. The law clearly requires that the assessee must be the owner, either
legally or by virtue of being a deemed owner. Legal ownership is straightforward and applies to the person
whose name is recorded in property documents, such as the sale deed or municipal records, and who has the
right to receive rent. However, the law also extends the concept through deemed ownership, which ensures that
individuals cannot escape taxation through transfers without adequate consideration. For example, if a husband
transfers property to his wife or minor child without receiving fair compensation, the income from such property
continues to be taxed in his hands. Similarly, a person who holds property rights under a part-performance

agreement, or a member of a housing co-operative society to whom a flat is allotted, is also treated as the owner.

Usage of property plays an equally important role in determining chargeability. A property may be let out, self-
occupied, or left vacant. In the case of a let-out property, the actual rent received or receivable forms the basis
of taxation, subject to certain adjustments. For self-occupied houses, the annual value is considered nil, but
interest on borrowed capital is allowed as a deduction, up to prescribed limits. A unique situation arises when
more than one house is self-occupied. In such cases, the law permits the assessee to claim up to two houses as
self-occupied with nil annual value, while the others must be treated as deemed let-out and taxed on notional
rental income. Vacant properties add further complexity, as they may still be taxed on notional rent if not self-

occupied, even though they do not yield actual income.

Another key condition is that the property must not be used for the owner’s business or profession. If the owner
uses the property for business purposes, no income is computed under this head. Instead, the value of the

property is recognized under the head “Profits and Gains of Business or Profession,” where deductions like

depreciation are available. This prevents duplication of taxation and aligns the income with the nature of use.
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Importantly, mere possession does not qualify as ownership. A tenant or licensee is not considered the owner
for the purpose of Section 22, and income derived from subletting by a tenant is taxable under “Income from

Other Sources,” not “House Property.”

Co-ownership situations also highlight the role of ownership and usage. If a property is jointly owned, each co-
owner is taxed separately based on their share in the income. The law ensures proportionate taxation, thereby
preventing multiple assessments on the same property. In practical terms, ownership establishes the liability,
while usage governs whether the income is taxable, exempt, or allocated to another head of income. For
instance, if a person owns three properties but resides in two and leaves the third vacant, the law ensures that

the third is still taxed as deemed let-out.

Thus, ownership and usage act as twin pillars for chargeability of house property income. Together, they ensure
that tax liability cannot be avoided either through technical transfer arrangements or through leaving properties
unutilized. The provisions bring clarity, prevent tax evasion, and ensure that the potential income-earning

capacity of properties is adequately taxed under the law.

5.1.3 Applicability to Residential and Commercial Properties

The provisions under “Income from House Property” are not restricted to residential houses alone; they extend
equally to commercial properties such as offices, shops, godowns, warehouses, and other business premises.
The unifying factor is the existence of a building or land appurtenant thereto that is owned by the assessee and
is capable of earning rental income. For residential properties, the law distinguishes between self-occupied and
let-out houses. A self-occupied house is exempt from taxation as its annual value is taken to be nil, though
deductions on interest on borrowed capital are allowed up to prescribed limits. A let-out residential property, on
the other hand, 1s taxed based on the rent received or receivable, subject to allowances like municipal taxes and
a standard deduction. Further, if a person owns more than two residential properties, the law requires that the
additional properties be treated as deemed let-out and taxed on their notional rental value, even if they remain

unoccupied.

Commercial properties are equally subject to the provisions of this head. Rental income from shops, office
buildings, and warehouses owned by the assessee is taxed as house property income. However, the treatment
differs if the owner uses the commercial property for their own business. For instance, if a shop is owned and

also used as a retail outlet by the proprietor, then it is excluded from house property taxation and included in

business income. This ensures that the same property is not taxed twice under different heads. In cases where




ATLAS

SKILLTECH
UNIVERSITY

commercial property is rented, however, the rental income is taxed under house property, regardless of whether

the tenant uses it for residential or business purposes.

Properties that are put to mixed use, such as a building where the lower floor is used as a shop and the upper
floor is used as residence, pose additional considerations. The law requires that income from each portion be
computed separately according to its use. The shop portion is taxed based on its rent or deemed rent, while the
residential portion may be exempt if self-occupied. Similarly, some properties may involve composite rent,
where rent for the building includes charges for services like security, electricity, or use of furniture. In such
cases, the law separates the rental component as house property income, while the service or furniture
component is taxed under other heads. If the two are inseparable, the entire income may be taxed as business

income.

The applicability of this head is also limited to properties that consist of buildings or attached land. Vacant land
without any construction does not qualify, and income from it may be taxed under “Income from Other Sources”
or “Business Income” depending on the facts. At the same time, guest houses or service apartments, if let out
without additional services, are taxable as house property income. However, if services like catering or

housekeeping are included, the income may fall under business head.

In essence, the law ensures that all immovable property with the potential to earn rent is covered, whether
residential or commercial, provided it is not directly used for the owner’s business. The comprehensive coverage
ensures neutrality of taxation across property types and provides clarity on how different uses are treated for

tax purposes.

5.1.4 Exceptions: Property used for own business/profession

Although Section 22 casts a wide net, it makes a vital exception for properties used by the owner for their own
business or profession. The principle is that a person should not be taxed on the notional rental value of property
that is actively used in generating business or professional income. This prevents double taxation and ensures
that the property’s contribution is recognized under the appropriate head of income. For example, if a doctor
runs a clinic in premises owned by him, the property is treated as part of his professional setup, and any income
derived is taxed under the head “Profits and Gains of Business or Profession.” Similarly, if a trader operates a

retail shop in his own building, the notional rent of that shop is not taxed separately under house property.

The rationale for this exception is clear. If the property were taxed under both heads, the same source of income

would be taxed twice — once as house property income and again as business income. Instead, the Income Tax

Act ensures that the value of such property is recognized under business income, where deductions such as
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depreciation and maintenance expenses can be claimed. This allows business taxpayers to reflect the true

economic use of the property while ensuring a fair tax treatment.

Partial use of property introduces further complexity. If a property is partly used for business and partly for
other purposes, income is computed separately for each part. For example, if the ground floor of a building is
used by the owner for running a clinic and the first floor is rented out, the clinic portion is excluded under house
property while the rental income from the first floor is taxed as house property income. Similarly, if one portion
is self-occupied for residence, that portion qualifies for nil annual value. This segregation ensures accurate

allocation of income based on usage.

This exception also clarifies the difference between ownership and tenancy. Only an owner can claim exemption
under this rule. If a person runs a business from a rented property, he cannot claim exclusion of rent paid from
house property taxation. Instead, the rent paid is a deductible business expense for him, while the landlord is
taxed on the rental income. This distinction ensures that the benefit is restricted to actual owners and prevents

misuse.

From a practical standpoint, this provision is significant for professionals and business owners. Properties like
offices, clinics, factories, and warehouses, when owned and used by the taxpayer, are shielded from taxation
under house property. Instead, they form part of the fixed assets of the business, attracting depreciation and
related deductions. This also simplifies compliance since taxpayers need not compute notional rental value for

properties used in their business.

Thus, the exception for properties used in own business or profession provides a fair and logical balance within
the framework of house property taxation. It avoids duplication, aligns property use with the nature of income,

and ensures equitable treatment for business owners and professionals.

5.1.5 Overview of Income Computation Process

The computation of income under the head “House Property” follows a structured and uniform process. The
first step is the determination of the Gross Annual Value (GAV). GAV represents the potential rental income a
property can generate and is calculated as the higher of actual rent received or receivable and the expected rent,
subject to limitations imposed by rent control laws. Expected rent is generally determined by considering

municipal valuation, fair rent of similar properties, and standard rent, where applicable. If a property remains

vacant due to genuine reasons, such as inability to find a tenant, the law allows adjustment to reduce the GAV.
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Once GAV is determined, municipal taxes paid by the owner are deducted to arrive at the Net Annual Value
(NAYV). Municipal taxes include property tax and other charges levied by local authorities. It is important that
these taxes are actually paid by the owner during the year to qualify for deduction. The NAV thus represents the

income capacity of the property after statutory obligations are accounted for.

The law then allows two standard deductions under Section 24. The first is a flat deduction of 30% of NAV,
irrespective of the actual amount spent on repairs, maintenance, or upkeep. This recognizes the inevitable costs
associated with owning property and simplifies compliance by avoiding the need to track actual expenditure.
The second deduction is interest on borrowed capital, available under Section 24(b). Interest on loans taken for
acquiring, constructing, repairing, or renovating the property is deductible. In the case of self-occupied property,
this deduction is capped at %2,00,000 per annum, subject to conditions such as timely completion of
construction. For let-out properties, the full amount of interest is deductible, though set-off of losses against

other heads of income is restricted to 32,00,000, with the balance carried forward for up to eight years.

The final step is the computation of taxable income. The NAV, after deductions under Section 24, yields the
taxable figure. In the case of self-occupied houses, where GAV is considered nil, the only deduction available
is interest on borrowed capital, leading in many cases to a notional loss under this head. Such loss can be set off

against other income, subject to the limits prescribed, providing tax relief to individuals with housing loans.

Special scenarios further refine the computation process. For self-occupied properties, annual value is taken as
nil, ensuring fairness since no income is derived. For deemed let-out properties, notional rent is considered,
ensuring that ownership of multiple houses does not escape taxation. For properties that remain vacant despite
efforts to let them out, vacancy allowance ensures that taxpayers are not unfairly taxed on income they did not
actually receive. These adjustments make the computation process both comprehensive and flexible, reflecting

real-world circumstances.

In conclusion, the income computation process under house property is systematic and transparent. It balances
the recognition of notional income with deductions that account for unavoidable expenses and financing costs.
By doing so, it ensures that property owners are taxed fairly on the real income-generating capacity of their

assets, while providing specific reliefs in cases like self-occupation, vacancy, and interest on loans.

5.2 Annual Value Calculation

5.2.1 Meaning of Annual Value [Sec 23]
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The concept of annual value is central to the taxation of income from house property. Section 23 of the Income
Tax Act defines annual value as the inherent capacity of a property to generate income in the form of rent. It
does not merely depend on the actual rent received, but on the potential rent the property can reasonably fetch
in the open market. The idea is to tax the property on the basis of its economic value, rather than only the
contractual rent, thereby ensuring fairness and preventing manipulation through under-reporting of rent in lease

agreements.

Annual value essentially represents the notional income that can be earned from property ownership. For
instance, if an owner lets out a property at a rent lower than the prevailing market rate, the tax authority may
compute the annual value based on the expected rent, unless the property falls under rent control laws.
Conversely, if actual rent exceeds the expected rent, the higher figure is adopted as the annual value, thereby
preventing undervaluation. This principle ensures that properties are taxed based on their real earning potential

rather than arbitrary or manipulated figures.

The calculation of annual value involves different considerations depending on whether the property is let out,
self-occupied, or deemed let out. For let-out properties, the annual value is generally the higher of expected rent
and actual rent received, subject to adjustments for vacancy. For self-occupied houses, the annual value is
considered nil, reflecting the fact that no income is generated from them. In the case of deemed let-out
properties, where a taxpayer owns more than two houses for personal use, the law requires that one or more

houses be treated as deemed let out, and their annual value is calculated on notional rent basis.

It is important to note that annual value is not the same as actual income. It is a statutory figure determined by
applying legal principles, taking into account municipal valuation, fair rent, standard rent under rent control
laws, and actual rent received. The aim is to arrive at a rational estimate of the property’s rental capacity.
Furthermore, the law provides flexibility by recognizing genuine situations such as property vacancy, where
actual rent received may be lower than expected rent. In such cases, the lower actual rent is adopted, provided

the vacancy is genuine.

Thus, Section 23 establishes the framework for determining annual value by striking a balance between notional
capacity and actual income. It ensures that taxation is neither artificially inflated nor unfairly minimized, and
that property income is assessed in line with the true economic value of ownership. The concept of annual value
is therefore the cornerstone of income from house property computation, linking ownership to taxable capacity

in a consistent and equitable manner.

5.2.2 Factors Considered: Fair Rent, Municipal Value, Standard Rent
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In determining the annual value of a property, certain key factors are considered to arrive at a fair and reasonable
figure. These include the municipal value, the fair rent, and the standard rent under rent control laws. Each of
these provides a benchmark for assessing the notional rental capacity of the property, and the law balances these

benchmarks with actual rent to arrive at the annual value.

The municipal value is the valuation determined by municipal authorities for the purpose of levying property
tax. It represents the authority’s assessment of what the property is worth in terms of rent, and serves as a
reference point for tax purposes. However, municipal value alone is not decisive, as it may not always reflect

prevailing market conditions. It is therefore considered in conjunction with other factors.

The fair rent represents the rent that similar properties in the same or nearby locality would fetch in the open
market. This is an important benchmark because it reflects the actual demand and supply situation and the
competitive rental rates in the area. The fair rent ensures that the property’s valuation is aligned with market
realities rather than arbitrary figures. However, determining fair rent may sometimes involve disputes, as it

requires evidence of comparable rents in the locality.

The standard rent becomes crucial where properties are governed by rent control legislation. Rent control laws
in India often impose a ceiling on the maximum rent that can be charged for a property. Even if the fair rent or
municipal value suggests a higher figure, the law mandates that the annual value cannot exceed the standard
rent. This ensures that property owners are not taxed on an income that they are legally prohibited from charging.
For instance, if the fair rent of a flat 1s 20,000 per month but the standard rent under rent control is 15,000,

then the annual value cannot be computed on more than 15,000.

The interplay of these factors ensures fairness and balance in the calculation of annual value. Typically, the
expected rent of a property is taken as the higher of municipal value and fair rent, but restricted to the standard
rent where applicable. This expected rent is then compared with the actual rent received, and the higher figure

is adopted as the annual value, subject to adjustments for vacancy.

This multi-factor approach ensures that the annual value is neither understated nor overstated. Municipal
valuation provides a statutory benchmark, fair rent ensures alignment with market realities, and standard rent
respects the ceiling imposed by law. Together, they create a framework that prevents underreporting by landlords
and protects taxpayers from excessive notional assessments. Thus, the consideration of municipal value, fair

rent, and standard rent provides a comprehensive and balanced method for determining the annual value of a

property.

5.2.3 Expected Rent vs Actual Rent Received
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A key step in computing the annual value is comparing the expected rent of the property with the actual rent
received or receivable. This ensures that the income declared for taxation reflects both the property’s market

potential and the reality of the transaction.

Expected rent is determined based on municipal value, fair rent, and standard rent, as already discussed. It
represents the reasonable amount of rent that the property can fetch in the open market, subject to rent control
laws. Actual rent, on the other hand, is the rent the owner actually receives or is entitled to receive under the
lease agreement. The Income Tax Act requires that annual value be computed as the higher of expected rent and

actual rent, unless vacancy conditions apply.

The logic behind this rule is straightforward. If actual rent is higher than expected rent, it is a better reflection
of the property’s capacity and must be taxed. For instance, if expected rent is 32,00,000 per year but the owner
manages to let the property for 32,40,000, the higher figure is adopted as the annual value. Conversely, if actual
rent is lower than expected rent, it may raise suspicion of under-reporting or under-letting. In such cases, the

law requires that expected rent be considered, unless the shortfall is due to genuine vacancy.

This comparison also prevents tax evasion through collusive agreements. For example, a landlord may rent a
house to a relative at an artificially low rent. If such rent is significantly below the expected rent, the assessing
officer can compute the annual value on the basis of expected rent. However, where rent control laws apply, the
expected rent is capped at standard rent, and the owner cannot be taxed on an amount that exceeds the legal

ceiling.

The distinction between expected and actual rent also becomes important in cases of arrears or unrealized rent.
If rent due is not realized despite genuine efforts by the landlord, it may not be included in annual value.
Similarly, arrears of rent received later are taxed in the year of receipt under a separate provision. This ensures

that only real and receivable income is taxed, while still maintaining a fair measure of the property’s capacity.

Therefore, the comparison of expected rent and actual rent ensures that the computation of annual value is
grounded in both statutory benchmarks and practical reality. It closes the gap between potential and actual
earnings, while allowing for adjustments in cases of vacancy or legal restrictions. By requiring the higher of the

two figures to be adopted, the law ensures a balanced and equitable approach to taxation.

5.2.4 Treatment of Vacancy

The treatment of vacancy is an important aspect of computing the annual value of a property. The law recognizes

that a property may remain vacant for part or even the whole of the year despite genuine efforts by the owner
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to let it out. If not addressed, this could lead to unfair taxation on income that was never earned. Section 23

provides relief by allowing adjustments for vacancy.

If a property is let out but remains vacant for part of the year, the actual rent received or receivable for the period
during which it was occupied is taken into account, provided it is lower than the expected rent due to vacancy.
For example, if the expected rent of a property is 32,40,000 per annum, but it remains vacant for six months
and earns only %1,20,000, then the lower actual rent is considered as the annual value. This ensures that the

owner is not taxed on income they did not earn because of circumstances beyond their control.

Vacancy allowance is subject to certain conditions. The property must have been intended to be let out, and the
vacancy must be genuine. If the property was never intended to be let out or was kept vacant for personal
reasons, the benefit of vacancy allowance cannot be claimed. Similarly, if a property is let out at a lower rent
due to collusive agreements, the vacancy allowance cannot be invoked. The assessing officer may examine

evidence such as advertisements, broker communications, or lease records to verify the genuineness of vacancy.

It is also important to note that vacancy relief is available only in respect of let-out properties. For self-occupied
properties, the annual value is already treated as nil, and therefore no further adjustment for vacancy is required.
Similarly, for deemed let-out properties, vacancy allowance does not apply, since the income is computed on

notional rent basis.

The treatment of vacancy reflects the principle of fairness in taxation. Without this relief, taxpayers would be
taxed on an assumed income that they never actually received. By aligning annual value with real income in
cases of vacancy, the law ensures that property owners are taxed only on what is reasonable and just. This
provision balances the notional nature of annual value with the practical realities of the rental market, ensuring

a more equitable taxation system.

5.2.5 Computation Examples for Clarity

To better understand the process of computing annual value, it is helpful to consider practical examples that

bring together the principles discussed.

Suppose Mr. A owns a house property with the following details: the municipal valuation of the property is
%1,80,000 per year, the fair rent is 32,00,000, and the standard rent under rent control laws is %1,90,000. The
property is let out at a rent of 18,000 per month, giving an actual rent of 2,16,000 per year. In this case, the

expected rent is the higher of municipal value and fair rent, which is 32,00,000, but it is capped at standard rent,




ATLAS

SKILLTECH
UNIVERSITY

i.e., ¥1,90,000. The expected rent is thus ¥1,90,000. Since actual rent of 32,16,000 is higher than expected rent,
the annual value is 22,16,000.

Now consider another case where actual rent is lower than expected rent due to vacancy. Suppose the same
property was let out at 18,000 per month but remained vacant for two months. The actual rent received during
the year would be %1,80,000. In this case, expected rent is still 1,90,000, but actual rent of X1,80,000 is lower

due to genuine vacancy. Hence, the annual value is taken as the actual rent of X1,80,000.

In another scenario, suppose Mr. B owns a self-occupied house. For self-occupied properties, the annual value
is considered nil, irrespective of municipal valuation, fair rent, or standard rent. If Mr. B has taken a loan for
the house, he can claim deduction of interest on borrowed capital, but no annual value is charged. If he owns
more than two self-occupied houses, one or more must be treated as deemed let out. Suppose he owns three
houses, all used for personal residence. He can declare two houses as self-occupied with nil annual value, but

the third must be treated as deemed let out, and annual value will be computed on notional rent basis.

These examples demonstrate how municipal value, fair rent, standard rent, actual rent, and vacancy are all
integrated in computing annual value. They highlight the balance between statutory benchmarks and practical
realities, ensuring that taxation is fair and rational. Through such computations, the law ensures that income
from house property is assessed in a manner that reflects both potential and actual rental income, while

providing relief in genuine cases.

“Activity: Evaluating Annual Value in Practical Scenarios”

Consider three different situations: a residential flat let out at rent lower than market rate, a commercial
shop that remained vacant for part of the year, and a self-occupied house with an outstanding loan. Apply
the rules of annual value computation under Section 23 to each situation. Compare expected rent with
actual rent received, account for vacancy if applicable, and determine the final annual value in each case.
This activity will help you practice integrating municipal valuation, fair rent, standard rent, and real

circumstances to arrive at a fair computation.

5.3 Valuation of Various Property Types

5.3.1 Self-Occupied Property — One and Multiple Houses
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The treatment of self-occupied property under the Income Tax Act is unique because such properties do not
generate rental income, yet they represent an important category for computation under the head “Income from
House Property.” A self-occupied property is one that is owned and used by the assessee for personal residential
purposes. For such properties, Section 23 provides that the annual value shall be taken as nil. This is because
there is no income generated from the property and it is not reasonable to tax notional rent on a house where

the owner resides.

Until Assessment Year 201920, the law permitted only one house to be treated as self-occupied, with all
additional properties deemed to be let out. However, beginning from Assessment Year 2020-21, the law was
amended to allow two houses to be considered as self-occupied. This amendment recognized the growing
reality that many individuals may own more than one house for their own residential needs—for instance, one
in their hometown and another in the city of employment. By permitting two houses, the law provided relief to

middle-class taxpayers who would otherwise have faced notional taxation on properties not actually let out.

When more than two houses are self-occupied, the assessee must make a choice and declare two of them as
self-occupied with nil annual value. The remaining properties are treated as deemed let out, meaning their
annual value is calculated on notional rent, even if they are vacant. This ensures that taxpayers with multiple
residential properties are not able to avoid taxation on their asset holdings. The selection of which houses to
declare as self-occupied lies with the assessee, and it is often strategic to choose those with higher potential

rental values as self-occupied to minimize notional income liability on the remaining ones.

For self-occupied properties, though the annual value is nil, the law allows a deduction for interest on borrowed
capital. This deduction is available under Section 24(b) and is limited to ¥2,00,000 per annum, provided certain
conditions are met, such as the loan being taken for acquisition or construction and completion within five years.
If the conditions are not satisfied, the deduction is restricted to Z30,000. This deduction often results in a
notional loss under the head “House Property,” which can be set off against other income up to %2,00,000, with

the balance carried forward.

Therefore, self-occupied properties, while exempt from annual value taxation, remain relevant in computation
because of the deduction on housing loan interest. In cases of multiple houses, the assessee must balance the
advantage of declaring certain houses as self-occupied against the requirement to treat others as deemed let out.
This careful classification directly impacts the final taxable income and illustrates how ownership of multiple

properties carries both benefits and obligations under the law.

5.3.2 Deemed Let Out Property — Second/Additional Property
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The concept of deemed let out property arises when a taxpayer owns more than two self-occupied houses. In
such cases, while two houses can be treated as self-occupied with nil annual value, the others are treated as
deemed let out, irrespective of whether they are actually rented. This provision ensures that owners of multiple

properties cannot escape taxation simply by claiming personal use for all of them.

For a deemed let out property, the annual value is calculated on the basis of expected rent. This involves
determining the higher of the municipal value or fair rent, subject to standard rent where applicable. This
notional rent becomes taxable even if the property remains vacant or is occasionally used by the owner for
personal purposes. The rationale is that additional houses represent potential income-generating assets, and their

ownership indicates the capacity to earn rental income, which should be taxed to ensure equity.

An important aspect here is that actual rent is irrelevant for a deemed let out property, unless the property is
genuinely let during the year. If let, the actual rent received is considered, subject to expected rent rules. If not
let, the notional rent is used. The assessing officer can use locality data, municipal records, or comparable rentals

to compute this expected rent.

Another key implication is on housing loan interest deductions. For deemed let out properties, the entire
interest payable on borrowed capital is allowed as a deduction under Section 24(b). Unlike self-occupied
properties, where the deduction is capped at 32,00,000, there is no monetary ceiling for deemed let out
properties. However, the set-off of loss against other income is restricted to X2,00,000, with the balance carried
forward for eight years. This makes deemed let out classification both a burden and a relief—the owner faces

tax on notional rent but can also claim higher deductions for interest.

Deemed let out provisions are especially significant for individuals who invest in multiple houses for wealth-
building or capital appreciation. While such properties may not be rented out for various reasons, the law ensures
that ownership does not remain tax-neutral. It also discourages holding multiple vacant houses, which could
otherwise distort the housing market. By taxing notional rent, the provision encourages owners to put such
properties into productive use by actually renting them out, thereby benefiting both the economy and the

individual.

In summary, deemed let out provisions strike a balance between fairness and practicality. They prevent revenue
loss to the exchequer from multiple vacant houses, provide deductions on actual costs like interest, and ensure

that taxpayers declare income in line with the potential of their property holdings.

5.3.3 Let Out Property — Full Year or Part Year
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When a property is let out, whether for the entire year or part of it, its taxation is based on the rental income it
generates, subject to the rules of annual value determination. Let out properties are the most straightforward
category under house property taxation because they actually yield income. However, the law still requires

consideration of expected rent versus actual rent to prevent underreporting.

For a property let out for the full year, the computation begins with determining the gross annual value, which
is the higher of expected rent and actual rent received, subject to standard rent restrictions. From this figure,
municipal taxes actually paid by the owner are deducted to arrive at the net annual value. Thereafter, a 30%
standard deduction and interest on borrowed capital are allowed under Section 24. This ensures that taxpayers

receive relief for unavoidable expenses while being taxed on the real earning capacity of the property.

In cases of part-year letting, the treatment depends on whether the property was vacant during the remaining
period. If the property was vacant despite genuine efforts to let it, vacancy allowance applies, and actual rent
received is adopted even if it is lower than expected rent. For example, if a house was rented for eight months
at ¥15,000 per month but remained vacant for four months, the actual rent of ¥1,20,000 is considered, even
though expected rent for the year might be 31,80,000. This provision ensures fairness by not taxing notional

rent for the vacant period.

If a property is self-occupied for part of the year and let out for the rest, it is treated as a let out property for
the whole year. This means the annual value is computed based on rent and expected rent, and not on the basis
of self-occupation. The self-occupied treatment with nil annual value is not available in such mixed-use cases.
This rule prevents manipulation where taxpayers might otherwise declare a property as self-occupied for part

of the year to reduce tax liability.

Another scenario is when rent is received in advance or arrears. Such amounts are taxed in the year of receipt,
irrespective of the year to which they relate, under Section 25A. Unrealized rent, if genuinely irrecoverable, can
be excluded from computation, subject to conditions like tenancy being bona fide and eviction being pursued.
If such unrealized rent is later recovered, it is taxed in the year of recovery, even if the property is no longer

owned by the assessee.

Thus, the treatment of let out property ensures that taxation aligns with real income generation, while also
considering fairness in cases of vacancy or arrears. Whether the property is let for the full year or part year, the
focus remains on capturing its true earning potential without imposing undue burdens on owners for periods

where rent is genuinely not realized.

5.3.4 Composite Rent (with Services or Amenities)
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Composite rent refers to situations where rent received from a property is not solely for the use of the building
but also includes charges for additional services or amenities provided by the owner. These services may include
furniture, security, lift maintenance, water supply, air conditioning, or other facilities. In such cases, the

computation of income becomes complex because not all of the rent can be treated as income from house
property.

The law distinguishes between inseparable composite rent and separable composite rent. Inseparable
composite rent arises when the letting of the property and services are so interlinked that they cannot be
separated. For example, renting a furnished apartment with central air conditioning and security services under
a single contract. In such cases, the entire income is treated as business income, since the services and property
are inseparable. On the other hand, separable composite rent occurs when the property is let out, but services
are optional or can be clearly segregated. For example, if a shop is rented at 50,000 and maintenance services
are charged separately at 5,000, then 350,000 is treated as house property income and 5,000 as business or

other income.

The principle behind this distinction is that income from house property should reflect only the inherent rental
value of the building and appurtenant land, not income from additional commercial activities. By separating the

two, the law ensures fairness and prevents inflation of house property income figures with unrelated charges.

Composite rent issues often arise in cases of commercial leasing, serviced apartments, and corporate rentals.
For instance, many commercial landlords provide not only office space but also facilities like housekeeping,
cafeteria, or internet. If these are inseparable, the income falls under business head. However, if billed
separately, the rental portion alone is taxed as house property. This separation is important for determining
eligibility for deductions. House property income allows only a 30% standard deduction and interest on
borrowed capital, while business income permits a wider range of deductions like staff salaries, electricity, and

repairs.

Therefore, in composite rent cases, taxpayers must carefully examine the lease agreement and determine
whether services are separable or not. Incorrect classification can lead to disputes with tax authorities and loss
of legitimate deductions. The guiding rule is to isolate the rent attributable to the building from charges
attributable to services. Where separation is not possible, the entire income is taxed as business income. This

ensures that taxation aligns with the true nature of income and avoids artificial distortions.

5.3.5 Real-life Scenarios and Tax Implications
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Understanding the taxation of different property types is incomplete without examining real-life scenarios where
these rules are applied. Consider the case of an individual who owns a house in Delhi where he resides, a flat
in Mumbai that he keeps for occasional visits, and a villa in Goa that he rents seasonally. In this case, the Delhi
house and Mumbai flat can both be declared as self-occupied, with nil annual value, under the amended
provisions allowing two self-occupied houses. The Goa villa, however, must be declared as let out or deemed
let out depending on whether it was rented during the year. If let out, actual rent is considered, subject to

expected rent rules. If vacant, expected rent applies unless seasonal vacancy can be demonstrated as genuine.

Another example is a businessman who owns a warehouse used for his trading business and an office space that
he rents to another company. The warehouse is excluded from house property taxation since it is used for
business, while the office rent is taxable as house property income. The businessman may claim municipal

taxes, standard deduction, and interest on any loan for the office building, but not for the warehouse.

Composite rent situations are also common. Suppose a company rents an office space at <1,00,000 per month,
which includes use of air conditioning, security, and furniture. If these charges cannot be separated, the entire
%1,00,000 may be taxed as business income. But if the agreement clearly specifies X80,000 as rent for the office
and 320,000 as service charges, then only ¥80,000 is taxed under house property, while 320,000 is taxed under

business or other sources.

Real-life implications also arise in cases of multiple house ownership. Many individuals invest in real estate as
ameans of wealth creation. For example, a person owning four flats, two of which are kept vacant, faces notional
taxation on the vacant ones as deemed let out. While this may seem burdensome, the law balances it by allowing
full deduction of interest on loans for these properties, subject to set-off rules. This demonstrates how tax policy

not only raises revenue but also influences investment decisions in the housing sector.

Thus, real-life cases highlight the practical implications of statutory provisions. They demonstrate how
classification into self-occupied, deemed let out, let out, or composite rent categories directly impacts tax
liability, deductions, and compliance requirements. Understanding these nuances is crucial for both taxpayers

and advisors in planning effectively and ensuring fair compliance with the law.

Knowledge Check 1

Choose the correct options:
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1. How many self-occupied houses can be declared with nil annual value?
a) One
b) Two
c¢) Three
d) Unlimited

2. When is a property treated as deemed let out?
a) When vacant
b) More than two owned
¢) Used for business

d) Self-occupied

3. For part-year letting, which income is considered?
a) Expected rent
b) Standard rent
¢) Actual rent

d) Municipal value

4. Composite rent is taxed as business income when:
a) Rent only
b) Services inseparable
¢) Two houses owned

d) Self-occupied

5. Which deduction is fully allowed for deemed let out property?
a) 30% NAV
b) Municipal tax
c¢) Interest on loan

d) No deduction

5.4 Deductions Allowed under this Head

5.4.1 Standard Deduction @ 30% of Net Annual Value [Sec 24(a)]

One of the most important deductions available under the head “Income from House Property” is the standard

deduction at 30% of the Net Annual Value (NAYV), as provided under Section 24(a) of the Income Tax Act.
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This deduction is granted irrespective of the actual expenditure incurred by the owner for the maintenance,
repair, or upkeep of the property. The idea is to provide a uniform relief to all taxpayers for the inevitable costs
that arise out of owning and maintaining immovable property, without requiring them to prove the actual amount

spent.

To understand the mechanics of this deduction, we first need to recall that the computation of income from
house property begins with determining the Gross Annual Value (GAYV), which represents the rental capacity
of the property. Municipal taxes actually paid by the owner are then deducted from the GAV to arrive at the Net
Annual Value (NAV). It is this NAV on which the standard deduction of 30% is applied. The resultant figure is
the amount that remains after accounting for statutory allowance towards repairs and maintenance, irrespective

of whether the owner has incurred such expenditure or not.

For example, if the NAV of a property is ¥4,00,000, the taxpayer is automatically entitled to a deduction of
%1,20,000 (30% of NAV), even if the actual repairs cost only ¥40,000 or even if no repair work was carried out
at all. Conversely, even if the taxpayer spends X3,00,000 on extensive renovation, the deduction will still be
restricted to %1,20,000. This standardization simplifies tax administration, reduces disputes, and ensures

uniformity across taxpayers.

It is also important to note that this standard deduction is allowed only in respect of let-out and deemed let-out
properties. In the case of self-occupied properties, where the annual value is nil, there is no scope for this
deduction, since NAV itself is zero. The rationale is that self-occupied properties do not generate income and
hence, the law does not provide for an allowance on their notional value except for the interest deduction

discussed under Section 24(b).

The fixed rate of 30% has remained constant for many years. While it may appear rigid, the allowance has been
designed keeping in mind that repair costs are not uniform but vary widely depending on the age, size, and
location of the property. A standardized deduction reduces the burden of detailed scrutiny and avoids excessive
litigation. It also recognizes that property ownership inherently involves costs that are not directly measurable

on a year-to-year basis, such as structural wear and tear or depreciation of fittings.

The 30% standard deduction is therefore one of the most taxpayer-friendly provisions under house property
taxation. It provides certainty, ensures simplicity, and recognizes the unavoidable expenses of maintaining
property, without burdening the owner with paperwork or proof of expenses. By design, it balances the state’s

interest in taxation with the owner’s interest in fairness and ease of compliance.

5.4.2 Interest on Borrowed Capital [Sec 24(b)]
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Another major deduction under the head “Income from House Property” relates to interest payable on
borrowed capital. Section 24(b) provides relief to taxpayers who have taken loans for acquisition, construction,
repair, renewal, or reconstruction of property. This deduction acknowledges that borrowing is often necessary
for purchasing or constructing immovable property and that the interest burden reduces the real income earned
from the property. By allowing this deduction, the law ensures that taxation is based on net income rather than

gross receipts.

The deduction is available on loans taken from banks, financial institutions, employers, or even private lenders,
provided the borrowing is genuine and used specifically for property purposes. The amount deductible depends
on the nature of the property. For let-out or deemed let-out properties, the entire amount of interest payable
on the loan is deductible without any upper monetary limit. This makes investment in rental property more
attractive, as it allows taxpayers to offset rental income with significant interest costs, especially in the early

years of loan repayment.

For self-occupied properties, however, the deduction is capped at ¥2,00,000 per annum (if conditions are met)
or 330,000 otherwise. The conditions for claiming the higher deduction of 32,00,000 include that the loan must
have been taken on or after 1st April 1999, for the purpose of acquisition or construction, and that the
construction or acquisition should be completed within five years from the end of the financial year in which

the loan was taken. If these conditions are not fulfilled, the deduction is limited to ¥30,000.

It is crucial to note that the deduction is allowed on an accrual basis, meaning the interest payable for the year
is deductible even if it has not been actually paid, as long as liability is accrued. This ensures that taxpayers do
not face mismatches between loan liability and tax computation. Furthermore, processing fees and service
charges related to borrowing are treated as part of interest and qualify for deduction. However, repayment of
the principal portion of the loan is not deductible under this section, though it may qualify for deduction under

Section 80C, subject to conditions.

This provision also interacts with the set-off rules for house property loss. If the deduction for interest results
in a negative income under this head, such loss can be set off against income under other heads up to a limit of
%2,00,000 in a year. The balance loss, if any, can be carried forward for up to eight years for set-off against
future house property income. This makes interest deduction not only a relief mechanism but also a significant

tool in tax planning.

Thus, Section 24(b) provides substantial relief to borrowers, aligns taxation with economic reality, and supports

housing finance by encouraging individuals to invest in property through loans. It balances taxpayer relief with
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fiscal discipline by capping the deduction for self-occupied houses while providing full relief for income-

generating let-out properties.

5.4.3 Limits on Deduction for SOP vs LOP

A critical distinction in the deduction of interest on borrowed capital lies in the limits imposed depending on
whether the property is self-occupied (SOP) or let-out property (LOP). The law treats these categories
differently to reflect the fact that self-occupied houses do not generate income, whereas let-out houses are

income-yielding assets.

For self-occupied property, the annual value is taken as nil, which means no rental income is computed.
However, taxpayers are allowed to claim deduction for interest on borrowed capital to the extent of 32,00,000
per year, provided the loan was taken for acquisition or construction on or after 1st April 1999 and the
construction is completed within five years. If these conditions are not met, the deduction is restricted to
%30,000. This cap ensures that taxpayers do not claim disproportionately high deductions against notional

income, thereby protecting government revenue while still offering relief to homeowners.

For let-out properties, on the other hand, there is no such cap. The entire interest payable during the year is
deductible, irrespective of the amount. This recognizes that the income generated from let-out property is real
and that the interest paid is a genuine cost incurred in earning that income. For instance, if the annual rent from
a property is 34,00,000 and interest payable is 36,00,000, the full 6,00,000 is deductible, resulting in a loss of
%2,00,000 under this head. However, under the current rules, only 32,00,000 of this loss can be set off against

other income in the same year, with the balance carried forward.

The distinction between SOP and LOP also creates strategic implications for taxpayers. Many homeowners
prefer to declare high-loan properties as let out, since the full interest deduction is available, while declaring
properties with smaller loans as self-occupied. This allows them to maximize tax efficiency while staying within

the law.

Furthermore, in cases where taxpayers own multiple houses, two can be treated as self-occupied, with others
deemed let out. The interest limits then apply accordingly: capped for SOPs and unlimited for LOPs. This

creates planning opportunities, especially for individuals with multiple housing loans, who must carefully

decide how to classify their properties for maximum tax benefit.
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Therefore, the different limits on deduction for SOPs and LOPs reflect a balance between equity and fiscal
discipline. They provide relief to genuine homeowners while ensuring that taxpayers with investment properties

are not unfairly restricted in claiming deductions for their real financial costs.

5.4.4 Pre-construction Interest and Its Spread

The Income Tax Act also provides for deduction of pre-construction interest, which refers to interest payable
on borrowed capital for the period prior to completion of construction or acquisition of the property. Since no
rental income arises during this pre-construction phase, the law allows the accumulated interest for this period
to be claimed in equal installments over five successive years, beginning from the year in which the construction

or acquisition is completed.

Pre-construction interest is defined as interest payable from the date of borrowing until the end of the financial
year immediately preceding the year in which the construction is completed or the property is acquired. For
instance, if a loan is taken in June 2019 and the construction is completed in September 2021, the pre-
construction period runs from June 2019 to March 2021. Interest for this period is aggregated and allowed as

deduction in five equal parts, starting from Assessment Year 2022-23.

This spread over five years is designed to match the deduction with the income-generating potential of the
property. Without such provision, taxpayers might attempt to claim the entire pre-construction interest in one
year, leading to distortions and significant revenue loss for the government. By staggering the deduction, the

law ensures that relief is provided in a systematic and equitable manner.

It is important to note that pre-construction interest is allowed only in respect of loans taken for acquisition or
construction, not for repairs, renewal, or reconstruction. Further, the overall cap of 2,00,000 for self-occupied
properties applies, meaning that both current year interest and the apportioned pre-construction interest together

cannot exceed this limit. For let-out properties, the full amount is deductible, subject to the set-off rules.

Pre-construction interest also interacts with housing loan planning. For example, individuals may time their
borrowing and completion to maximize deductions or ensure compliance with the five-year completion rule.

Failure to complete construction within the stipulated time can result in significant reduction of allowable

deduction, which makes this provision a crucial element of tax planning for homeowners and investors alike.

Did You Know?
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“Pre-construction interest is not lost if construction is delayed, but it must be spread over five years after
completion or acquisition. However, if construction exceeds the specified five-year limit, the deduction

for self-occupied property may shrink drastically from 32,00,000 to just ¥30,000."

5.4.5 Restrictions under Section 80EE and S80EEA (brief mention)

Apart from Section 24(b), taxpayers may also be eligible for additional interest deduction under Section SOEE
and Section 80EEA, which are special provisions aimed at promoting housing among first-time home buyers.
These sections do not fall strictly within the computation of income from house property but act as additional

deductions under Chapter VI-A.

Section 80EE originally provided an additional deduction of up to 350,000 for interest on housing loans
sanctioned during specific financial years, subject to conditions such as the loan amount not exceeding a
prescribed limit and the property being the first house of the buyer. Section 8OEEA, introduced later, extended
this benefit further by allowing an additional deduction of up to X1,50,000 for loans sanctioned between April
2019 and March 2022, provided the stamp duty value of the house does not exceed I45 lakh and the taxpayer

is a first-time home buyer.

These provisions work in addition to the deduction under Section 24(b). For example, an individual owning a
self-occupied house can claim up to 32,00,000 under Section 24(b), and if eligible, can further claim up to
%1,50,000 under Section 80EEA. This significantly reduces the overall tax liability and promotes housing
affordability. However, the taxpayer must ensure that the loan meets the timelines and conditions prescribed, as

these sections are time-bound and targeted incentives.

The inclusion of such provisions demonstrates the government’s intent to stimulate the housing sector, support
first-time buyers, and make affordable housing more accessible, while ensuring that relief is provided only to

genuine cases meeting the eligibility criteria.

5.5 Summary

% Income from house property is taxed under Section 22 of the Income Tax Act, 1961.
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X/
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L X4

The basis of charge is the annual value of property consisting of buildings or land appurtenant thereto,

owned by the assessee.

Ownership may be legal or deemed; deemed ownership applies in cases like transfers to spouse/minor child

without adequate consideration.
Properties are classified as self-occupied, let out, or deemed let out for tax computation.
For self-occupied houses, annual value is nil, with deduction for interest on loan allowed (subject to limits).

For let-out properties, Gross Annual Value (GAV) is determined as higher of expected rent or actual rent

(with vacancy allowance considered).
Municipal taxes actually paid by the owner are deductible to arrive at Net Annual Value (NAV).
Deductions under Section 24 include 30% standard deduction of NAV and interest on borrowed capital.

Composite rent with inseparable services is taxed under business income, while separable components are

bifurcated.
Pre-construction interest is deductible in five equal annual installments starting from completion year.
Additional deductions are available under Sections 80EE and 80EEA for first-time home buyers.

Loss under this head can be set off against other income up to 32,00,000; balance is carried forward for

eight years.

5.6 Key Terms

1. Annual Value — The notional capacity of a property to earn income, taxed under Section 23.

2. Gross Annual Value (GAV) — Higher of expected rent or actual rent receivable, adjusted for vacancy.

3. Net Annual Value (NAV) - GAV minus municipal taxes paid.

4. Self-Occupied Property (SOP) — Property used for own residence, annual value taken as nil.

5. Deemed Let-Out Property (DLOP) — Additional houses (beyond two SOPs) treated as notional rent-
bearing assets.

6. Let-Out Property (LOP) — Property rented wholly or partly, taxed on rental income.

7. Standard Deduction (Sec 24a) — Flat 30% deduction on NAV irrespective of actual expenses.
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8. Interest on Borrowed Capital (Sec 24b) — Deduction for housing loan interest, capped for SOP but
unlimited for LOP.
9. Composite Rent — Rent including service charges; bifurcated if separable, else taxed as business income.

10. Vacancy Allowance — Reduction in annual value if property remains vacant despite genuine efforts to let

out.
11. Pre-construction Interest — Interest paid before property completion, allowed in five equal installments.

12. Arrears of Rent — Rent received later for earlier years, taxed in year of receipt under Section 25A.

5.7 Descriptive Questions

1. Explain the scope of taxation under Section 22 with examples of deemed ownership.

2. Differentiate between self-occupied, let-out, and deemed let-out properties for income computation.

3. Discuss the treatment of vacancy under Section 23 with practical illustrations.

4. How is Gross Annual Value determined? What role do municipal value, fair rent, and standard rent play?
5. Write a note on deductions available under Section 24, highlighting differences for SOP and LOP.

6. Discuss the treatment of composite rent and its implications on tax classification.

7. Explain the concept of pre-construction interest and how it is deducted.

8. Illustrate the impact of interest on borrowed capital in tax planning for property owners.

5.8 References

1. Income Tax Act, 1961 — Sections 22 to 27.

2. Circulars and Notifications issued by CBDT relating to house property income.
3. Taxmann’s Direct Tax Laws Manual.

4. Singhania, V. K., Direct Taxes Law and Practice.

5. ICAI Study Material — Paper on Direct Taxation.

6. Practical case law examples from Indian courts on House Property taxation.
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Answers to Knowledge Check

Knowledge Check 1

1. b) Two

2. b) More than two owned
3. c¢)Actual rent

4. D) Services insepbarable

5. c¢) Interest on loan
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5.9 Case Study

Taxation Challenges of Multiple Property Ownership — The Case of Mr.

Background

Mr. Rajesh Verma, a senior executive in Mumbai, owns four residential properties:

Property A: A self-occupied house in Mumbai where he resides with his family.

Property B: A holiday home in Lonavala, used occasionally.

Property C: A flat in Pune, vacant throughout the year.

Property D: An apartment in Bengaluru, rented to a software professional.

Mr. Verma has taken loans for Properties A, C, and D. While filing his income tax return, he faces

challenges in correctly computing income under the head “House Property.”

Problem Statement 1: Classification of Properties
o Which properties can be treated as self-occupied?
o How should the others be classified for taxation?
Solution

e Under the amended law, Mr. Verma can claim two houses as self-occupied. He chooses
Property A (Mumbai residence) and Property B (Lonavala holiday home) as SOPs with nil

annual value.

e Property C (Pune flat) must be treated as deemed let-out property (DLOP), even though

vacant, since only two SOPs are allowed.

e Property D (Bengaluru apartment) is a let-out property (LOP) with actual rent received

forming the basis of taxation.

Problem Statement 2: Computation of Gross and Net Annual Value

e How should GAV and NAV be calculated for each category of property?
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Solution

SOPs (A & B): Annual value = Nil; only deduction allowed is interest on loan (subject to
%2,00,000 cap).

DLOP (C): GAV determined as higher of municipal value and fair rent (restricted to standard
rent, if applicable). Since vacant, actual rent is ignored; expected rent forms GAV. After

deduction of municipal taxes paid, NAV is computed.

LOP (D): GAV = higher of expected rent or actual rent received. Since it is rented throughout

the year, vacancy allowance does not apply. Municipal taxes deducted to arrive at NAV.

Problem Statement 3: Deductions and Loss Treatment

What deductions are available and how should Mr. Verma manage housing loan interest?

Solution

SOPs: Interest on borrowed capital deductible up to 32,00,000 combined. If actual interest

exceeds this, excess is ignored.

DLOP (C): Full interest on loan allowed, but loss set-off against other heads restricted to
%2,00,000; balance carried forward.

LOP (D): Full interest deductible. Any resulting loss from house property head is treated

similarly, with excess carried forward up to eight years.

Standard deduction of 30% NAYV applies to DLOP and LOP.

Reflective Questions

1.

Why does the law permit only two houses as self-occupied instead of unlimited?
How do notional rent and deemed let-out provisions prevent tax evasion?

What planning strategies can individuals adopt when they own multiple properties with

housing loans?

How does the treatment of vacancy ensure fairness in taxation?
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5. If Mr. Verma had service charges included in Property D’s rent, how would taxation change?

Conclusion

The case of Mr. Verma highlights the complexity of house property taxation, especially with multiple
property ownership. Classification of properties into SOP, DLOP, and LOP directly impacts taxable
income. Deductions for municipal taxes, standard allowance, and interest on borrowed capital provide
relief but are subject to statutory limits. The law ensures fairness by taxing notional income for
deemed let-out properties, capping relief for SOPs, and permitting full deductions for income-yielding

assets. Strategic planning—such as wisely selecting SOPs and optimizing loan interest deductions—is

crucial for minimizing tax liability while complying with legal provisions.
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Unit 6 Profits and Gains of Business/Profession, Capital Gains & Other

Heads

Learning Objectives

1.

Understand the scope of “Profits and Gains of Business or Profession” under the Income Tax Act,
including what constitutes business income and professional income.

Identify allowable and disallowable expenses in computing taxable profits from business and
profession.

Differentiate between business income, capital gains, and other sources of income, and understand
their respective tax treatments.

Explain the concept of depreciation and amortization as deductions in business and professional
income.

Analyze the provisions related to Capital Gains, including short-term vs. long-term gains and

indexation benefits.

6. Apply exemptions available under capital gains (e.g., sections 54, 54EC, 54F) to minimize tax
liability.
Content
6.0 Introductory Caselet
6.1 Profits and Gains from Business or Profession
6.2  Capital Gains
6.3 Income from Other Sources
6.4 Summary
6.5 Key Terms
6.6  Descriptive Questions
6.7  References
6.8  Case Study
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6.0 Introductory Caselet :

“Tax Implications of Diversified Income Sources”

Mr. Arjun, a 45-year-old entrepreneur, runs a medium-sized manufacturing business. In the financial year

2023-24, his sources of income were diverse:

e From his business, he earned a net profit of ¥18,00,000 after deducting routine expenses, though

some personal expenses were also claimed as business expenses.
e He sold an old piece of machinery, held for 3 years, at a profit of ¥2,50,000.

o He invested in listed shares and, after holding them for 14 months, sold them, earning a long-term

capital gain of ¥3,20,000.
e Hereceived dividend income of 90,000 from domestic companies.
e Additionally, he won a lottery prize of ¥1,50,000.
Now, while preparing his tax computation, he is unsure about:

1. Which incomes will fall under Profits and Gains of Business/Profession, Capital Gains, and

Income from Other Sources.
2. The eligibility of deductions/exemptions related to his capital gains.

3. The correct treatment of personal expenses claimed as business expenses.

Critical Thinking Question:

If you were Mr. Arjun’s tax consultant, how would you classify each source of income under the correct

head, and what adjustments would you recommend to ensure his tax liability is computed both accurately

and lawfully?
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6.1 Profits and Gains from Business or Profession

The head of income titled "Profits and Gains from Business or Profession" is one of the most comprehensive
and significant categories under the Income Tax Act, 1961. It deals with taxation of income that arises from
carrying out commercial, industrial, or professional activities. Unlike other heads of income such as "Salaries"
or "Income from House Property," this head is broad in its application and complex in its calculation because
of the numerous inclusions, deductions, and adjustments that have to be made. The intent of the legislature is
to bring under tax all profits earned from systematic economic activity, whether in the nature of business or

profession, ensuring equity in the taxation system.

6.1.1 Definition and Scope [Section 28]

The Income Tax Act, under Section 28, specifies the nature of incomes that are chargeable under the head
"Profits and Gains from Business or Profession" (PGBP). The terms "business" and "profession" have distinct
meanings within the Act. Business, defined under Section 2(13), includes trade, commerce, manufacture, or any
adventure or concern in the nature of trade or commerce. The definition is wide enough to capture all forms of
organized commercial activity, including occasional ventures that carry a profit motive. On the other hand,
profession, defined under Section 2(36), refers to the exercise of an occupation requiring intellectual skill,

experience, or training, such as law, medicine, engineering, or accountancy.

The scope of Section 28 is not restricted only to direct profits from business. It covers a wide range of receipts
that arise due to business or professional activities. These include compensation for termination of contracts,
export incentives, duty drawback, and perquisites in kind. For example, if a professional receives free
accommodation or a company provides its directors with vehicles for business purposes, the value of such
benefits becomes part of taxable income. Similarly, insurance claims received for destruction of stock-in-trade

and profits received from speculative business are also included.

The scope of this section extends to partner remuneration, commission, and interest received by a partner from
a partnership firm, which is specifically taxable in the hands of the partner. It also includes government subsidies
and incentives connected with business, unless specifically exempt. At the same time, certain incomes are
excluded from PGBP, such as agricultural income, casual income like lottery winnings, and capital gains from

the sale of investments.

Courts have repeatedly emphasized that even a single transaction can be considered business if carried out with

the intention of making profit. For instance, the Supreme Court held that the purchase and resale of land in a
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structured manner could be treated as business rather than capital gains. Thus, the scope of Section 28 is

intentionally broad, capturing all profits and benefits that can be connected to business or professional activity.

6.1.2 Basis of Chargeability

The chargeability of income under the head "Profits and Gains from Business or Profession" depends on the
method of accounting adopted by the assessee and the fundamental principle that tax is levied on real income,
either accrued or received. Section 28 to 44 provide the framework for computing such taxable income. The
law recognizes both the mercantile and the cash system of accounting. Under the mercantile system, income is
taxed when it accrues, even if it has not been received in cash, while expenses are deducted when they become
due. Under the cash system, on the other hand, income is taxable only when received, and expenses are
deductible only when paid. The choice of method rests with the assessee, but once chosen, it must be followed

consistently.

The concept of "previous year" is central to taxation. Business income earned in a financial year (previous year)
is taxable in the immediately following year (assessment year). For instance, income earned during FY 2024—
25 will be assessed in AY 2025-26. This ensures that business income is always assessed on a yearly cycle,

allowing for accurate measurement of gains and expenses.

Another critical principle is that only real income is chargeable to tax. Hypothetical income or notional profits
are excluded unless specifically provided by the law. For example, mere appreciation in the value of closing
stock is not taxable unless the stock is sold, but under the valuation rules, closing stock must still be recorded

at cost or market price, whichever is lower, to reflect the true picture of business income.

Composite incomes also fall under this head if the primary source is business oriented. For example, if
machinery is let out along with services for maintenance, the composite receipt is treated as business income
rather than income from house property. The computation must comply with Income Computation and

Disclosure Standards (ICDS), which aim to bring uniformity and prevent manipulation of figures.

Judicial pronouncements have further shaped the basis of chargeability. For instance, courts have ruled that
compensation for loss of agency is taxable as business income, while rental income from commercial assets can
be treated as PGBP if the letting is part of business activity. Thus, the law ensures that the chargeability under

this head is comprehensive, fair, and consistent with the economic reality of the assessee’s activities.

6.1.3 Allowable Deductions [Sections 30 to 37]
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The Income Tax Act allows several deductions while computing taxable income under the head "Profits and
Gains from Business or Profession." These deductions are designed to ensure that only the net profit, after
accounting for legitimate business expenses, is brought to tax. Sections 30 to 37 enumerate such deductions,
and their scope is wide enough to cover almost every type of expenditure incurred wholly and exclusively for

the purposes of business or profession.

Section 30 deals with rent, repairs, and insurance of premises used for business or profession. If the assessee
has rented premises, the rent paid is deductible. Similarly, repairs and insurance of business premises are
allowable as deductions, except where they are capital in nature. Section 31 covers repairs and insurance of

machinery, plant, and furniture, ensuring that expenditures required to maintain working assets are deductible.

Section 32 provides for depreciation, which is discussed separately under 6.1.5. Section 33 to 35 deal with
specific incentives, such as development rebate, expenditure on scientific research, and amortization of
preliminary expenses. For instance, expenditure on in-house research directly connected with the business can

be fully deductible.

The general deduction clause, Section 37(1), plays a pivotal role. It states that any expenditure not covered
under Sections 30 to 36, but incurred wholly and exclusively for the purposes of business or profession, shall
be deductible, provided it is not capital in nature and not of a personal nature. This wide provision ensures that
modern and innovative business expenses, such as advertising campaigns, consultancy charges, or software
subscriptions, are covered. However, it explicitly disallows expenses incurred for purposes that are an offense

or prohibited by law.

Some common allowable deductions include:

Rent, rates, taxes, and repairs of business premises.

o Insurance premium for stock, machinery, or premises.

o Salaries, wages, and bonus to employees.

e Interest on borrowed capital, provided borrowing is for business purposes.

o Commission and brokerage paid in relation to business.

o Expenditure on legal and professional services, such as fees paid to auditors, consultants, or lawyers.
o Bad debts written off, provided they were earlier included in income.

Courts have interpreted Section 37 liberally in favor of taxpayers where expenditures had a clear nexus with

business activity. For example, in cases of foreign travel of directors to explore potential markets, courts have
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allowed the deduction as business-related. At the same time, caution is exercised to exclude personal expenses,

even if incurred by directors or owners.

Thus, Sections 30 to 37 collectively ensure that the taxable base is fair and reflects true commercial profits. The
guiding principle is whether the expenditure is necessary for business operations and not capital, personal, or

prohibited in nature.

6.1.4 Disallowed Expenses [Sections 40 and 40A]

While deductions are broadly allowed under Sections 30 to 37, the Act also prescribes specific disallowances
to prevent misuse and to protect revenue interests. Sections 40 and 40A list items of expenditure that are not

deductible, even if incurred for business purposes.

Section 40 lays down absolute disallowances in certain cases. One of the key provisions is disallowance of
payment of interest, salary, bonus, or commission to partners of a firm that is not in accordance with the terms
of the partnership deed, or which exceeds prescribed limits under Section 40(b). Similarly, income tax paid by
the assessee, or wealth tax, is not deductible as business expenditure. Another disallowance under Section
40(a)(i) applies where tax is deductible at source but has not been deducted or deposited; such expenditure is

not allowed until compliance is made.

Section 40A deals with specific disallowances intended to check tax evasion. Section 40A(2) empowers the
Assessing Officer to disallow any expenditure considered excessive or unreasonable if paid to specified related
parties, such as relatives, directors, or associated enterprises. This prevents taxpayers from diverting profits by
inflating payments to related persons. Section 40A(3) disallows expenditure in respect of which payment
exceeding a prescribed limit (currently 310,000) is made otherwise than by account payee cheque, bank draft,

or electronic mode. The idea is to discourage cash payments and promote transparency.
Some examples of disallowed expenses are:

« Personal expenses of the assessee, even if incurred during business travel.

o Income tax liability and penalties for non-compliance with tax laws.

o Expenses for illegal activities, such as bribes or protection money.

e Provision for bad debts, which is not an actual write-off.
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Judicial rulings have clarified these disallowances. For instance, courts have held that while genuine business
expenses are deductible, any payment violating statutory law cannot be allowed. Even voluntary payments, such

as penalties for infraction of law, are not deductible, though compensatory payments may be allowed.

Thus, Sections 40 and 40A strike a balance: while necessary business expenses are deductible, misuse through
unreasonable, cash-heavy, or unlawful transactions is curtailed. This ensures that only genuine and transparent

expenditure reduces taxable income.

6.1.5 Depreciation under Section 32 — Block of Assets, WDV Method

Depreciation is one of the most important deductions under the Income Tax Act, as it recognizes the gradual
wear and tear of business assets. Section 32 provides that depreciation is allowable on tangible assets like
buildings, machinery, plant, and furniture, as well as intangible assets like patents, copyrights, trademarks, and

goodwill, provided they are owned and used for business purposes.

¢ A unique feature of Indian tax law is the block of assets system. Instead of calculating depreciation on each
individual asset, assets are grouped into blocks based on their nature and prescribed rate of depreciation. A
block may consist of multiple assets with the same rate, such as machinery at 15%. Additions and disposals
during the year are adjusted to the block, and depreciation is then calculated on the written down value
(WDV) of the entire block.

e The WDV method ensures that depreciation is charged on the reduced balance of assets each year, resulting
in diminishing amounts of depreciation over time. This reflects the economic reality that newer assets lose
value faster than older ones. The rates of depreciation are prescribed in the Income Tax Rules, and vary

across asset classes. For instance, computers may have a higher depreciation rate than buildings.

Additional rules apply to assets acquired during the year. If an asset is use for less than 180 days in the year,
only half of the normal depreciation is allowed, ensuring fairness in claims. Moreover, once a block becomes

empty, with no asset remaining, any balance in the block is treated as short-term capital loss.

Depreciation serves multiple purposes. It provides relief to taxpayers by spreading the cost of assets over their
useful life, prevents overstatement of profits, and ensures accurate taxation of real income. Judicial precedents
have clarified that even assets kept ready for use, though not actively used, are eligible for depreciation,

provided they are part of the business apparatus.

Thus, Section 32 ensures systematic allocation of asset costs, while the block system and WDV method simplify

administration and prevent manipulation.
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6.1.6 Presumptive Taxation Schemes [Sections 44AD, 44ADA, 44AE]

To reduce compliance burden for small taxpayers, the Income Tax Act provides presumptive taxation schemes
under Sections 44AD, 44ADA, and 44AE. These schemes allow eligible taxpayers to declare income at a

prescribed percentage of turnover or gross receipts without maintaining detailed books of accounts.

e Section 44AD applies to small businesses, excluding professionals, with turnover up to X2 crore. Under this
scheme, income is deemed at 8% of turnover (6% in case of digital receipts), and no further expenses are
allowed as deduction. Assessees opting for this scheme are relieved from maintaining regular accounts or
getting them audited.

e Section 44ADA extends the presumptive scheme to professionals such as doctors, lawyers, engineers, and
accountants, with gross receipts up to 50 lakh. Income is presumed to be 50% of receipts, and no further
deductions are allowed. This simplifies compliance for professionals with modest incomes.

e Section 44AE is designed for taxpayers engaged in the business of plying, hiring, or leasing goods carriages.
Income is deemed at a fixed rate per vehicle per month, depending on the type of vehicle. This provides

clarity and removes the need for complex record-keeping for small transporters.

Presumptive taxation offers significant benefits: it reduces paperwork, simplifies return filing, and provides
certainty about taxable income. However, it comes with restrictions. Taxpayers opting for presumptive schemes
cannot claim deductions for expenses, nor can they carry forward losses in most cases. Additionally, they must
pay advance tax and are bound to declare income as per the scheme unless they opt out, in which case they may

be barred from re-entering for a specified period.

These schemes are aimed at encouraging voluntary compliance among small taxpayers and promoting
transparency in sectors where cash transactions are prevalent. They strike a balance between ease of compliance

and safeguarding revenue interests.

“Activity: Analyzing Business Scenarios for Taxable Income”

Each student will be assigned a short case study representing different business and professional
situations, such as a small shop owner, a freelance consultant, a transport operator, or a partnership firm.

The student is required to independently analyze the case by identifying the sources of income

chargeable under "Profits and Gains from Business or Profession," classifying allowable deductions,
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pointing out possible disallowances, and deciding whether presumptive taxation applies. After
completing the analysis, the student will prepare a written explanation, justifying their treatment with
relevant sections of the Income Tax Act. This activity strengthens individual problem-solving skills and
enhances practical understanding of theoretical provisions by directly applying them to real-world

business cases.

6.2 Capital Gains

Capital gains constitute an important head of income under the Income Tax Act, 1961. Whenever a person sells
or transfers a capital asset for a consideration higher than its cost, the surplus or profit is regarded as capital
gain. The taxation of such income is governed by specific provisions that carefully define capital assets,
distinguish between short-term and long-term gains, prescribe methods of computation, and provide exemptions
to promote certain investments. The purpose of taxing capital gains is to capture income generated by
appreciation in the value of assets, ensuring fairness while also incentivizing productive reinvestment through

exemption provisions.

6.2.1 Definition and Scope [Section 45]

Section 45 is the charging section for capital gains. It provides that any profits or gains arising from the transfer
of a capital asset effected in the previous year shall 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 key elements in this provision are:

« [Existence of a capital asset: A capital asset is defined in Section 2(14) and includes property of any
kind, whether tangible or intangible, movable or immovable, held by the assessee. This includes land,
buildings, machinery, shares, securities, and goodwill. However, certain items are excluded, such as

stock-in-trade, personal effects (other than jewelry, paintings, or art), and agricultural land in rural areas.

o Transfer of capital asset: Transfer is broadly defined under Section 2(47) to include sale, exchange,
relinquishment of rights, extinguishment of rights, compulsory acquisition, conversion of capital asset

into stock-in-trade, or even part performance under Section 53A of the Transfer of Property Act.

o Profit or gain: The difference between the sale consideration and the cost of acquisition plus cost of

improvement (adjusted for indexation, where applicable) results in capital gains.
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o Timing of taxation: Capital gains are taxed in the year of transfer, not necessarily in the year of receipt

of consideration.

The scope of capital gains taxation has been broadened over time to include even indirect transfers, such as
transfer of shares in foreign companies deriving substantial value from assets located in India. Similarly,
provisions exist for taxation in cases of buyback of shares, conversion of preference shares into equity, or

redemption of securities.

Judicial interpretations have expanded the meaning of transfer. For instance, even extinguishment of rights
without an actual sale, such as forfeiture of shares, may give rise to capital gains. Moreover, while agricultural

land in rural areas is excluded from capital asset definition, land in urban areas is taxable if transferred.

Thus, Section 45 ensures that all forms of profit from capital assets, whether obvious or indirect, are brought
under the tax net, reflecting the principle that accretion to wealth through disposal of capital assets should not

escape taxation.

6.2.2 Short-Term vs. Long-Term Capital Gains

The classification of capital gains into short-term and long-term is central to computation and taxation. This

distinction depends on the period of holding of the asset, with different thresholds for different types of assets.

A short-term capital asset is one that is held for not more than 36 months before transfer. However, for listed
securities, units of equity-oriented mutual funds, and zero-coupon bonds, the period is reduced to 12 months.
Similarly, for immovable property such as land and building, the period of holding was reduced to 24 months.

Assets held beyond these limits are treated as long-term capital assets.
Thus:

o Immovable property (land, building, house property): Short-term if held < 24 months; long-term if
held > 24 months.

e Listed equity shares, equity mutual funds, zero coupon bonds: Short-term if held < 12 months; long-

term if held > 12 months.

e Other assets (e.g., jewelry, unlisted shares, unlisted bonds, machinery): Short-term if held < 36

months; long-term if held > 36 months.

The distinction matters because:
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o Short-term capital gains are taxed at normal slab rates (except in special cases like equity shares where

STT is paid, taxed at 15%).

o Long-term capital gains generally enjoy concessional rates, often 20% with indexation, and exemptions

are available under various provisions like Section 54.

For example, if an individual sells listed equity shares after holding them for 15 months, the profit will be
classified as long-term capital gain. On the other hand, if the same shares are sold after 8 months, the gain

becomes short-term.

The classification also affects the availability of indexation benefits. Indexation, which adjusts cost of
acquisition and improvement with inflation, is available only for long-term capital assets (except certain

securities). Short-term capital gains, by contrast, are calculated without indexation.

This distinction ensures equitable taxation by recognizing the difference between speculative short-term trading
and genuine long-term investments, thereby encouraging taxpayers to hold assets longer and contribute to

stability in the economy.

6.2.3 Cost of Acquisition and Cost of Improvement [Section 55]

The computation of capital gains requires determination of two critical components: cost of acquisition and
cost of improvement. Section 55 defines these terms and provides guidance for situations where the actual cost

is indeterminate.

The cost of acquisition refers to the amount incurred by the assessee in acquiring the asset. This includes the
purchase price as well as incidental expenses like stamp duty, registration fees, brokerage, and legal expenses.
In cases of inherited property, gift, or acquisition through will, the cost to the previous owner is deemed to be
the cost of acquisition. Similarly, in cases of bonus shares or rights shares, the Act prescribes specific rules for
determining cost. For instance, the cost of bonus shares is taken as nil, while the cost of right shares is the

amount actually paid to subscribe.

The cost of improvement refers to capital expenditure incurred in making additions or alterations to the asset
that enhance its value. Routine repairs or revenue expenses are not included; only those expenditures which

increase the life, utility, or value of the asset qualify. For example, constructing an additional floor on a building

or making substantial renovations to a property count as cost of improvement.
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For assets acquired before 1 April 2001, taxpayers are allowed to substitute the fair market value (FMV) as
on 1 April 2001 as the cost of acquisition, providing relief for older assets. This avoids taxing appreciation that

occurred before modern capital gains laws came into effect.

In special cases, cost of acquisition may be indeterminate, such as goodwill or trademarks generated internally.
Section 55 prescribes that in such cases, cost is taken as nil, and the entire consideration received becomes
capital gain. Similarly, for self-generated assets like tenancy rights or loom hours, cost is taken as nil unless

purchased.

These provisions ensure fairness by recognizing historical acquisitions, transfers without consideration, and
unique situations where cost is ambiguous. They prevent disputes and provide clarity in computing taxable

capital gains.

6.2.4 Indexed Cost and Exemptions [Section 54 Series]

Long-term capital gains are computed after adjusting the cost of acquisition and improvement for inflation
through the process of indexation. This involves applying the Cost Inflation Index (CII) notified by the
government. Indexed cost of acquisition is calculated as:

CII in year of transfer

Indexed Cost of Acquisition = - —— x Cost of Acquisition
CII in year of acquisition

This mechanism ensures that only real gains, and not notional gains arising due to inflation, are taxed.
Indexation benefit is generally available for all long-term capital assets except certain securities like bonds and

debentures (other than capital indexed bonds and sovereign gold bonds).

Alongside indexation, the Act provides various exemptions under the Section 54 series to promote reinvestment

of capital gains:

o Section 54: Exemption for individuals and HUFs on sale of residential house property if capital gains

are reinvested in another residential house within specified timelines.

» Section 54B: Exemption on sale of agricultural land by individuals or HUFs if gains are reinvested in

purchase of other agricultural land.

e Section S4EC: Exemption if long-term capital gains are invested in specified bonds issued by NHAI or

REC within six months of transfer, subject to a limit of 50 lakh.
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o Section 54F: Exemption where net consideration (not just gains) from sale of long-term assets (other

than residential property) is invested in a residential house.
o Section 54D, 54G, 54GA: Relief for compulsory acquisition or shifting of industrial undertakings.

These exemptions are subject to strict conditions, such as timelines for investment, lock-in periods for new
assets, and utilization of capital gains account scheme if investments are pending at the time of filing returns.

Violation of conditions results in withdrawal of exemption.

Thus, indexation and exemption provisions strike a balance: while ensuring fair taxation by accounting for
inflation, they encourage reinvestment in productive or socially beneficial assets like housing, infrastructure

bonds, and agricultural land.

6.2.5 Capital Gains on Special Assets (e.g., shares, property)

Certain assets are subject to special provisions for capital gains taxation due to their significance and widespread

ownership. Shares, securities, and immovable property are prime examples.

For listed equity shares and equity-oriented mutual funds, long-term capital gains exceeding 1 lakh are taxed
at 10% under Section 112A, provided securities transaction tax (STT) is paid. Short-term capital gains on such
assets, where STT is paid, are taxed at 15% under Section 111A. These concessional rates are aimed at

encouraging participation in capital markets. However, indexation benefit is not available for these assets.

For unlisted shares, long-term capital gains are taxed at 20% with indexation, while short-term gains are taxed

at normal slab rates. The period of holding for unlisted shares is 24 months.

For immovable property, capital gains are taxed depending on whether the asset is long-term (held more than
24 months) or short-term. A special anti-abuse provision under Section 50C mandates that if the declared sale
consideration is less than the stamp duty value, the latter is deemed as the full value of consideration, ensuring
that undervaluation does not reduce taxable gains. Similar rules exist under Section 43CA for stock-in-trade and

under Section 56(2)(x) for recipients of undervalued property.

Special provisions also exist for assets like depreciable assets (Section 50), where capital gains are always
treated as short-term even if held for long term. For securities like government bonds, sovereign gold bonds, or

zero-coupon bonds, specific holding periods and rates apply.

Thus, the taxation of capital gains on special assets reflects the dual objectives of preventing revenue leakage

and promoting investments in key sectors such as stock markets and housing.
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6.2.6 Computation and Tax Rates

The computation of capital gains involves a systematic process laid down by the Income Tax Act. The steps

include:

4.

Determination of full value of consideration received or accruing from transfer.

Deduction of expenses incurred wholly and exclusively in connection with transfer, such as brokerage,

legal fees, and stamp duty.
Deduction of cost of acquisition and improvement, adjusted for indexation where applicable.

The resultant figure is capital gain.

If the result is negative, it becomes a capital loss, which is subject to special set-off and carry-forward rules.

Short-term capital loss can be set off against both short-term and long-term capital gains, whereas long-term

capital loss can only be set off against long-term capital gains. Losses can be carried forward for up to 8

assessment years.

The tax rates vary depending on asset type and holding period:

Short-term capital gains (STCG): Taxed at normal slab rates, except 15% for listed equity
shares/mutual funds with STT.

Long-term capital gains (LTCG): Generally taxed at 20% with indexation. For listed shares/mutual
funds, 10% tax without indexation applies beyond X1 lakh exemption.

Special assets: Zero-coupon bonds taxed at 10% without indexation; depreciable assets treated as

STCG.

Additionally, surcharge and cess apply as per income slabs. Non-residents are subject to special rules, including

taxation on gains from specified assets without indexation or currency adjustment in certain cases.

Thus, computation and tax rates ensure structured, fair, and transparent taxation of capital gains, while

encouraging compliance and reinvestment.

Knowledge Check 1
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Choose the correct options:

Q1. Which section is the charging section for capital gains?
a) Sec 28
b) Sec 45
c) Sec 54
d) Sec 55

Q2. What is the holding period for immovable property to be treated as long-term?
a) 12 months
b) 24 months
¢) 36 months
d) 48 months

Q3. The cost of acquisition for bonus shares is considered as:
a) Nil

b) FMV

c¢) Purchase price

d) Indexed value

Q4. Which section provides exemption on reinvestment of capital gains in residential property?
a) Sec 54

b) Sec 54B

¢) Sec 54EC

d) Sec 54F

QS. Short-term capital gains on listed shares with STT are taxed at:
a) 10%

b) 15%

c) 20%

d) Slab rate

6.3 Income from Other Sources

The Income Tax Act, 1961, organizes taxable income into five major heads, one of which is “Income from

Other Sources.” This head operates as a residual category—covering all forms of income that do not fall
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under salaries, house property, profits and gains of business or profession, or capital gains. By including this
residual head, the law ensures that no income escapes taxation simply because it does not fit neatly into other
heads. The scope of this head is intentionally wide and flexible, covering both conventional and unconventional

receipts.

6.3.1 Scope and Residual Nature [Section 56(1)]

Section 56(1) is the charging provision for this head. It declares that income of every kind which is not excluded
from total income and is not chargeable to tax under any other head shall be taxed under “Income from Other
Sources.” This provision is crucial for ensuring tax equity and completeness, because it prevents any receipt

from remaining untaxed due to classification gaps.

For example, interest earned on fixed deposits does not qualify as salary, business income, or capital gains.
Similarly, sitting fees received by company directors are not business income if they are not professionals

rendering services. Both these incomes fall under this head.
The residual nature of this head can be explained as follows:

e Covers unclassified income: Whenever income cannot be clearly classified elsewhere, it is brought

under this head.

e Covers casual and irregular receipts: Gifts, lottery winnings, or windfall gains are included here to

ensure such occasional receipts are taxed.

o Covers specific incomes by law: Certain items like dividends, interest on securities, and composite rent

from letting of furniture and buildings are specifically legislated to fall under this head.

Judicial precedents have emphasized that the test for inclusion under this head is not whether the income is
“residual” in a literal sense, but whether it cannot be properly taxed under the other four heads. If not, it
automatically falls under “Other Sources.” This makes Section 56(1) an umbrella provision, ensuring no taxable

income is left out.

6.3.2 Specific Incomes Taxable Under this Head

While Section 56(1) provides the general rule, Section 56(2) lists specific incomes that are mandatorily taxable

under this head. These incomes are clearly identified to remove any ambiguity and to bring uniformity in tax

treatment.
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The following are some of the major categories:

e Dividend income: Dividends distributed by companies are taxable in the hands of shareholders. Earlier
exempt due to dividend distribution tax, this income is now taxed at the recipient’s slab rate, ensuring

progressive taxation.

e Winnings from lotteries, crossword puzzles, and games of chance: These are taxed at a flat rate of
30% under Section 115BB, with no deductions allowed. This strict regime reflects the windfall nature

of such income.

o Interest on securities: Income from debentures, corporate bonds, and government securities is included

here unless it is treated as business income for traders in securities.

« Composite letting of assets: If machinery, plant, furniture, and building are let together and such letting

is not part of business, the rent received is taxable under this head.

e Sub-letting of property: When a tenant sublets a property, the income earned is not “house property”

income (since the tenant is not the owner), but is taxed as “Other Sources.”

o Compensation or casual receipts: Compensation for termination of contracts or other windfalls that

cannot be classified elsewhere are taxed here.

e Gifts and deemed income: Transfers without consideration or at undervalued prices are included under

Section 56(2)(x).

These categories highlight the structured nature of this head. While it serves as a residual basket, certain types

of income are directly placed here by law, ensuring clarity in their treatment.

Did You Know?

"Lotteries, crossword winnings, and gambling incomes are taxed at a flat 30% rate with no deductions,
exemptions, or adjustments allowed. This reflects the government’s intention to treat such windfall gains

differently from regular income sources."

6.3.3 Gifts and Deemed Income [Section 56(2)(x)]
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Section 56(2)(x) plays a vital role in preventing tax avoidance through gifts and undervalued transfers. It
ensures that transfers of money or property without adequate consideration are taxed in the hands of the

recipient.
The rules are:

e Monetary gifts: If a person receives money from any person(s) without consideration and the aggregate

exceeds 50,000 during the year, the entire amount becomes taxable.

o Immovable property received without consideration: If the stamp duty value exceeds 350,000, it is

taxable in full.

o Immovable property received at inadequate consideration: If the difference between stamp duty

value and actual price paid exceeds 350,000, the excess is taxable.

o Movable property received without consideration: If the fair market value exceeds 350,000, the

whole FMYV is taxable.

o Movable property received for inadequate consideration: If the difference between FMV and the

amount paid exceeds 350,000, the difference is taxed.
There are also exemptions to safeguard genuine transactions:

o Giftsreceived from specified relatives (spouse, parents, siblings, lineal ascendants/descendants, etc.) are

fully exempt.
» Gifts received on the occasion of marriage of an individual are exempt.
» Gifts received under a will, inheritance, or from certain institutions like trusts are also exempt.

This provision prevents misuse where individuals earlier transferred wealth through gifts to avoid taxation. It
ensures that transfers without adequate value are treated as income in the recipient’s hands, except in genuine

family or social circumstances.

6.3.4 Allowable Deductions [Section 57]

Although this head covers diverse incomes, the law permits only specific deductions from such income. Section
57 outlines what can be deducted, ensuring that only legitimate expenses directly connected to earning income

are allowed.

The allowable deductions include:
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o Commission or remuneration for realizing dividend or interest: For instance, if a banker charges

collection fees for interest received on securities, this expense can be deducted.

o Family pension deduction: Legal heirs receiving family pension can claim one-third of the pension or

%15,000, whichever is lower, as deduction.

o Interest expense on borrowed capital: If an assessee borrows funds to invest in interest-bearing assets

(such as fixed deposits), the interest paid on the loan is deductible against the interest income.

o Other expenses incurred wholly and exclusively to earn income: For example, legal fees incurred to

recover a sum that is taxed under this head.
However, there are strict limitations:

e No deductions are allowed against winnings from lotteries, races, gambling, or similar income, which

are taxed on a gross basis.
o Personal expenses are strictly disallowed.
o Indirect expenses without direct nexus to earning the income cannot be claimed.

Thus, Section 57 ensures that deductions are limited to genuine costs, balancing fairness with the need to prevent

misuse.

6.3.5 Taxability of Dividends, Interest, Lottery, etc.

Several important types of income commonly fall under this head, and their tax treatment is specifically

designed to reflect their nature.

o Dividends: Taxable in the hands of shareholders at normal slab rates. Only limited deductions are

allowed, such as interest on loans taken to invest in shares, capped at 20% of dividend income.

e Interest: Income from bank deposits, loans, bonds, and securities is fully taxable. TDS applies above

certain thresholds. Exemptions are limited to specified savings schemes like PPF.

o Lottery winnings, betting, and gambling: Taxed at a flat 30% without deductions, set-offs, or

exemptions. The gross amount is taxed, ensuring strict taxation of speculative or windfall gains.

o Horse race winnings: Treated similarly, taxed at 30% with tax deduction at source.
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o Casual incomes: Prizes, awards, or unexpected gains are taxable unless specifically exempt under

Section 10.

These categories reflect the legislative intent to treat different kinds of income in accordance with their nature.

Regular incomes like dividends and interest are taxed progressively, while windfall gains are taxed rigidly and

at high rates to ensure adequate revenue.

6.4 Summary

Profits and Gains from Business or Profession (PGBP) are taxable under Sections 2844, covering

organized and systematic commercial or professional activities.

Allowable deductions (Sections 30-37) include rent, repairs, salaries, interest, and bad debts, whereas

disallowed expenses (Sections 40 and 40A) include personal expenses, income tax, and unlawful payments.

Depreciation under Section 32 is calculated on the block of assets using the Written Down Value (WDV)

method, with different rates prescribed for asset categories.

Presumptive taxation schemes (Sections 44AD, 44ADA, 44AE) simplify compliance for small businesses,

professionals, and transport operators by allowing deemed profits.

Capital gains (Section 45) arise from the transfer of capital assets, with classification into short-term and

long-term based on holding period.

Indexed cost of acquisition ensures inflation adjustment for long-term assets, while exemptions under the

Section 54 series promote reinvestment in housing, agriculture, and infrastructure bonds.

Special provisions exist for capital gains on assets like shares, securities, immovable property, and

depreciable assets to prevent undervaluation and avoidance.

Computation of capital gains involves deducting indexed cost and transfer-related expenses from the sale

consideration, with distinct tax rates for STCG and LTCG.

Income from Other Sources (Section 56) acts as a residual head covering incomes not taxable elsewhere,

such as interest, dividends, gifts, and lottery winnings.

Section 56(2)(x) taxes gifts and deemed income where transfers occur without or for inadequate

consideration, with exemptions for relatives and certain occasions.
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¢ Deductions under Section 57 are limited to genuine expenses like collection charges, interest on

borrowings, and family pension relief.

¢ Winnings from lotteries, gambling, and betting are taxed at a flat 30% rate without deductions or set-

offs, reflecting the strict treatment of casual and windfall incomes.

6.5 Key Terms

1. Capital Asset — Property of any kind held by an assessee, excluding stock-in-trade and personal effects
(except jewelry, art, etc.).

2. Depreciation — A deduction allowed for wear and tear of tangible and intangible business assets under

Section 32.

3. Presumptive Taxation — Scheme for small taxpayers to declare income at fixed percentages of turnover or

receipts without maintaining detailed accounts.

4. Short-Term Capital Gain (STCG) — Profit from sale of assets held for a short duration (< 24 or 36 months
depending on asset type).

5. Long-Term Capital Gain (LTCG) — Profit from sale of assets held beyond the prescribed period, usually

eligible for indexation and lower tax rates.

6. Indexed Cost — Inflation-adjusted cost of acquisition/improvement calculated using the Cost Inflation

Index.

7. Dividend Income — Distribution of profits by a company to shareholders, now taxable in the hands of

recipients.

8. Gift Taxation (Sec 56(2)(x)) — Tax on money, property, or assets received without or at inadequate

consideration beyond specified thresholds.

9. Residual Income — Income not classifiable under salary, house property, business/profession, or capital

gains, taxable under “Other Sources.”

10. Family Pension Deduction — Deduction allowed to legal heirs receiving family pension: one-third of

pension or X15,000, whichever is lower.

11. Windfall Income — Sudden, casual receipts like lottery winnings, taxed at a flat rate without deductions.
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12. Block of Assets — Grouping of business assets eligible for depreciation at uniform rates under the WDV

method.

6.6 Descriptive Questions

1.

Explain the scope of Profits and Gains from Business or Profession under Section 28.

Discuss the basis of chargeability of business income, emphasizing real income and accrual concepts.

. Examine the difference between short-term and long-term capital gains with relevant examples.

What are the exemptions available under the Section 54 series for capital gains? Discuss in detail.
Critically analyze the taxation of gifts and deemed income under Section 56(2)(x).

What deductions are permissible under Section 57 while computing income from other sources?
Explain the tax treatment of dividends, lottery winnings, and gambling income under Section 56.

Write notes on presumptive taxation schemes under Sections 44AD, 44ADA, and 44AE.

6.7 References
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Answers to Knowledge Check

Knowledge Check 1
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b) Sec 45
b) 24 months
a) Nil

a) Sec 54

b) 15%
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6.8 Case Study

Taxation of Business, Capital Gains, and Other Sources

Mr. Rajiv, a resident individual, is a businessman who also invests in property and shares. During the

financial year, he reported the following transactions:

1.

Income from his small retail business of T 90,000.

Sales of a residential house purchased in 2008 for ¥25,00,000. The sale price was 390,00,000,
while the stamp duty value was 395,00,000. He purchased another house for 370,00,000 within

the same year.

Sales of listed equity shares were held for 15 months, purchased for 32,50,000 and sold for
%5,50,000.

Dividend received from an Indian company amounting to 31,20,000.
Interest in income from bank fixed deposits of X80,000.

Winnings from a lottery of 32,50,000.

. A gift 0£32,00,000 in cash received from a family friend on his birthday.

Problem Statements

Problem 1: How should Rajiv’s business income be computed and taxed?

Problem 2: Determine the tax treatment of capital gains arising from the sale of the house and the

listed equity shares, considering exemptions.

Problem 3: How will incomes from dividend, interest, lottery winnings, and the gift be taxed under

“Income from Other Sources”?

Solutions

Solution 1: Business Income

Rajiv’s retail business income of ¥9,00,000 will be taxed under the head Profits and Gains from
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Business or Profession. Since the income is declared and not under presumptive schemes, it will be

assessed on actual profit basis. Deductions under Sections 30—37 can be claimed if applicable, but

here, the net figure is given. Hence, taxable business income = 39,00,000.

Solution 2: Capital Gains

¢ Residential house:

O

Cost of acquisition (2008) = %25,00,000.
FMYV as on 1 April 2001 may be substituted, but assuming cost is considered.
Indexed cost = 225,00,000 x (CII of year of sale / CII of 2008—09).

Suppose CII of 2008—09 is 137 and 2023-24 is 348 — Indexed cost =25,00,000 x
(348/137) = %63,50,000.

Full value of consideration = higher of sale price or stamp duty value = 395,00,000.
LTCG = 95,00,000 — 63,50,000 =%31,50,000.

Exemption under Section 54: Since Rajiv purchased another residential house for

%70,00,000, exemption = lower of LTCG or cost of new house =331,50,000.

Net taxable capital gain = Nil.

e Listed equity shares:

Holding period > 12 months — Long-term.

Sale consideration = %5,50,000.

Cost =32,50,000.

LTCG =13,00,000.

As per Section 112A, LTCG above X1,00,000 is taxed at 10%.

Taxable LTCG = %2,00,000.

Solution 3: Income from Other Sources
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o Dividend (%1,20,000): Taxable in full under Section 56(2)(i).
e Interest (80,000): Fully taxable under Section 56(2)(id).
e Lottery winnings (32,50,000): Taxed at flat 30% under Section 115BB, without deductions.

o Gift (X2,00,000): Since it exceeds 50,000 and is from a non-relative, entire X2,00,000 is
taxable under Section 56(2)(x).

Thus, income from other sources = 1,20,000 + 80,000 + 2,50,000 + 2,00,000 = %6,50,000.

Reflective Questions

1. How does Section 54 encourage reinvestment of capital gains, and what social purpose does it

serve?

2. Should lottery winnings and windfall gains be taxed at higher rates than normal income? Why

or why not?

3. Do you think taxing gifts under Section 56(2)(x) is fair, considering Indian traditions of gift-
giving?
4. How does the concept of indexation ensure fairness in the taxation of long-term assets?

5. Would presumptive taxation have been a better option for Rajiv’s retail business? Discuss.

Conclusion

This case highlights how multiple heads of income operate simultaneously for a taxpayer. Rajiv’s

income involved business profits, exempted long-term gains on property, concessional taxation on
equity shares, and strict taxation of casual incomes. The interaction of exemptions, indexation, and
flat-rate taxation demonstrates the complexity and comprehensiveness of the Income Tax Act. The

case underlines the importance of proper tax planning, record maintenance, and understanding of

provisions to optimize compliance and minimize liability within legal boundaries.
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Unit 7 Deductions under Chapter VI-A & Computation of Total Income

Learning Objectives

1.

Understand the scope and importance of Chapter VI-A deductions in reducing taxable income under the
Income Tax Act.

Identify the key sections of Chapter VI-A, such as deductions available under sections 80C to 80U.
Explain the eligibility conditions, limits, and nature of expenditures or investments qualifying for
deductions.

Distinguish between deductions allowed to individuals, Hindu Undivided Families (HUFs), and other
taxpayers.

Apply the step-by-step process of computing Gross Total Income (GTI) and thereafter applying Chapter VI-
A deductions.

Analyze the effect of deductions on taxable income and the ultimate tax liability of the assessee.

Develop the ability to compute total income of an assessee by systematically considering all sources of

income, set-off rules, and deductions.

Content

7.0 Introductory Caselet

7.1 Gross Total Income and Taxable Income
7.2 Deductions under Chapter VI-A (Sec 80C to 80U)
7.3 Tax Rebates and Exemptions

7.4 Tax Slabs and Regimes for Individuals
7.5 Summary

7.6  Key Terms

7.7  Descriptive Questions

7.8  References

7.9 Case Study
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7.0 Introductory Caselet

“Smart Tax Planning or Overspending?”

Mr. Rajesh, aged 35, works as a project manager in a reputed I'T company in Bengaluru. His annual gross salary
1s X12,00,000. In addition to this, he earns interest income of ¥50,000 from fixed deposits. This brings his
Gross Total Income (GTI) to X12,50,000 before applying any deductions under Chapter VI-A.

Like most middle-class taxpayers, Rajesh is eager to minimize his tax liability through legitimate deductions.

During the financial year, his tax-saving activities include the following:
1. Investments & Savings (Section 80C):
o Contribution to Public Provident Fund (PPF): %1,20,000
o Life insurance premium for self and spouse: 330,000
o Total claimed under Section 80C: ¥1,50,000 (maximum limit allowed).
2. Health Insurance Premium (Section 80D):
o Premium for self and spouse: 320,000
o Premium for parents (senior citizens): 330,000
o Total claimed under Section 80D: ¥50,000 (within the limit).
3. Donation to Charity (Section 80G):
o Contribution to a registered charitable trust: ¥15,000
o Eligible deduction: 50% of donation =%7,500
Tax Computation Snapshot
e Gross Total Income (GTI): X12,50,000
e Less: Deductions under Chapter VI-A
o Section 80C: %1,50,000

o Section 80D: 50,000

o Section 80G: X7,500
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o Total Deductions: 32,07,500
e Total Income (Taxable Income): X10,42,500

Through these deductions, Rajesh reduces his taxable income by more than 22 lakhs, resulting in substantial

tax savings.
The Dilemma

While Rajesh feels a sense of satisfaction that he is saving taxes and building long-term assets, his colleague
points out that his approach may not be entirely balanced. By locking in a significant amount in tax-saving
avenues such as PPF and insurance, Rajesh might be compromising on his short-term liquidity and flexibility
in investments. Moreover, blindly investing just to exhaust the deduction limits may not align with his overall

financial goals such as buying a house, saving for his child’s education, or creating an emergency fund.

Critical Thinking Question

In Rajesh’s case, he has effectively used deductions under Chapter VI-A and reduced his tax liability. However,
should tax planning always aim at maximizing deductions, or should it be integrated with broader financial

planning goals such as liquidity, risk management, and future aspirations? Discuss your viewpoint with

justification.
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7.1 Gross Total Income and Taxable Income

Gross Total Income (GTI) is the aggregate of income computed under all five heads of income, before
deductions under Chapter VI-A are considered. Taxable Income is derived by reducing GTI with allowable
deductions. This systematic process ensures fairness, transparency, and accuracy in computing an assessee’s

final tax liability.

7.1.1 Definition of Gross Total Income (GTI)

Gross Total Income (GTI) represents the total income earned by an assessee during a financial year from
different sources, aggregated as per the provisions of the Income Tax Act, 1961. It is not merely the sum of
income but a legally defined concept that ensures inclusiveness, uniformity, and fairness in taxation. GTI forms

the foundation for computing the Total Income or Taxable Income on which tax is levied.

The Income Tax Act classifies income under five distinct heads, and GTI brings them together after considering

permissible setoffs. These heads are:
e Income from Salaries: Includes wages, pensions, allowances, bonuses, commissions, and perquisites.
e Income from House Property: Covers income from renting or leasing owned property.

o Profits and Gains of Business or Profession: Relates to profits derived from business or professional

activities.
« Capital Gains: Refers to profits from transfer of capital assets like property, shares, or securities.
e Income from Other Sources: Residual category that includes interest, dividends, gifts, and winnings.

GTI i1s computed after adjustments for clubbing of income and set-off of losses, but before deductions under
Chapter VI-A. For example, if an assessed earns X8,00,000 from salary, incurs a house property loss of

%1,00,000, and earns capital gains of 2,00,000, the GTT would be %9,00,000, subject to adjustments.
Features of GTI:
o Inclusive nature: GTI encompasses income from all sources taxable under the Act.

e Pre-deduction figure: Deductions such as those under Section 80C are applied only after arriving at

GTL

e Clubbing of income: Income of spouse or minor child, if applicable, is included in GTIL
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e Exclusion of exempt incomes: Agricultural income and Section 10 exemptions do not form part of GTL

By consolidating multiple income streams, GTI ensures a comprehensive measure of the assessee’s financial

capacity, making it an indispensable step in tax computation.

7.1.2 Steps to Compute GTI from All Five Heads

The computation of GTI requires a sequential approach, where each head of income is calculated as per its

specific rules and then aggregated. This prevents overlap and ensures consistency.

The steps are:

1. Income from Salaries:

Start with gross salary, including basic pay, allowances, and perquisites.
Deduct eligible exemptions under Section 10, such as House Rent Allowance (HRA).
Subtract the standard deduction of ¥50,000 (for salaried individuals).

The result is taxable salary.

2. Income from House Property:

(¢]

(¢]

Compute Gross Annual Value (GAV), which is higher of expected rent or actual rent received.
Deduct municipal taxes actually paid.

Apply a standard deduction of 30% on Net Annual Value.

Deduct interest on housing loan under Section 24(b).

Balance is the income or loss from house property.

3. Profits and Gains of Business or Profession:

Begin with net profit as per Profit and Loss Account.
Add back disallowed expenses such as penalties, donations, or income tax.
Deduct expenses that are allowed but not recorded in books, such as certain reserves.

Consider depreciation as per the Income Tax Act, not Companies Act.

Arrive at taxable business income.
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4. Capital Gains:
o Identify whether the gain is short-term or long-term based on holding period.
o Apply cost of acquisition, improvement, and transfer expenses.
o For long-term assets, use indexed cost.
o Deduct exemptions under Sections 54, 54EC, 54F, if reinvestments are made.
o Arrive at net capital gains.
5. Income from Other Sources:
o Include incomes not falling under other heads, like dividends, winnings, or casual incomes.
o Deduct permissible expenses such as collection charges on dividends.
o Arrive at net income from other sources.
6. Aggregate and Adjust:
o Add all five heads of income.
o Adjust for intra-head and inter-head loss set-offs.
o The result is Gross Total Income.

This step-by-step method ensures no income is left unconsidered and loss adjustments are legally accounted

for.

7.1.3 Adjustments for Set-off and Carry Forward of Losses

Not all income sources yield positive results each year; some may result in losses. The Income Tax Act allows

taxpayers to set-off these losses against income to arrive at a fair computation.
Types of Adjustments:

o Intra-headset-off: Loss from one source under a head can be adjusted against income from another

source in the same head.

o Example: Loss from one house property can be set off against income from another house

property.
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o Inter-headset-off: If intra-head adjustment still leaves losses, they can be set off against income from

another head (subject to conditions).
o Example: House property loss (up to X2 lakh) can be set off against salary income.

e Carry Forward of Losses: Losses that cannot be set off in the same year can be carried forward to

future years. Conditions include timely filing of returns and proper disclosure.
Rules for Carry Forward:
e House property loss: carried forward 8 years, adjusted only against house property income.
o Business loss: carried forward 8 years, adjusted only against business income.
e Speculative business loss: carried forward 4 years, adjusted only against speculation income.
o Capital loss:
o STCL can be set off against both STCG and LTCG.

o LTCL only against LTCG.

Loss from racehorses: carried forward 4 years, adjusted only against such income.

These provisions ensure fairness by aligning taxation with net income capacity over time, rather than penalizing

taxpayers for temporary setbacks.

7.1.4 Deductions from GTI to Arrive at Total Taxable Income

Once GTI is computed, deductions under Chapter VI-A are applied to arrive at Total Income, also known as
Taxable Income. These deductions not only provide relief to taxpayers but also encourage socially and

economically desirable spending.
Major Categories of Deductions:

e Section 80C: Up to X1,50,000 for investments like PPF, life insurance, ELSS, tuition fees, and housing

loan principal repayment.

e Section 80CCC & 80CCD: Contributions to pension funds and the National Pension System, with an
additional deduction of 350,000 under Section 80CCD(1B).

e Section 80D: Health insurance premiums, with higher limits for senior citizens.




ATLAS

SKILLTECH
UNIVERSITY

e Section 80E: Interest on education loan, allowed for up to 8§ years.

e Section 80G: Donations to approved institutions, eligible for 100% or 50% deduction, depending on
the fund.

o Section 80TTA and 80TTB: Relief on savings account interest (up to 10,000 for non-senior citizens,

350,000 for seniors).
o Section 80U: Fixed deductions for individuals with disabilities.
Importance of Deductions:
e Provide relief by lowering taxable income.
o Motivate taxpayers to invest in long-term financial instruments.
e Support public welfare through health care and charity.

Taxable income is thus GTI minus deductions, which forms the ultimate figure for calculating tax liability.

7.1.5 Format of Computation with Illustrative Examples

For accuracy, a standard format is followed when computing GTI and taxable income. This format ensures

clarity and minimizes errors.
Format:
1. Income from Salaries
2. Income from House Property
3. Business/Profession Income
4. Capital Gains
5. Income from Other Sources
6. Gross Total Income (sum of above after loss adjustments)

7. Less: Deductions under Chapter VI-A

8. Total Income (Taxable Income)
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IMustration:

Suppose Mr. A has:

o Salary: %6,00,000

e House property loss: 21,00,000

e Business income: 32,50,000

o LTCG:22,00,000

e Interest income: 350,000
Computation:

e Salary: %6,00,000

e House property: (X1,00,000)

e Business: 32,50,000

e Capital gains: %2,00,000

e Interest: 350,000

« GTI=7%10,00,000
Less: Deductions under Chapter VI-A:

e 80C:%1,50,000

o 80D: %25,000

e Total Deductions =%1,75,000
Taxable Income = X8,25,000

This example shows the structured way of arriving at taxable income from multiple heads of income.

“Activity: Practical Computation of GTI and Taxable”

Ravi earns a salary of 39,00,000 and income from house property 60,000 (after deductions). He has a
business income of X1,20,000 and interest income of I40,000. During the year, he invests 31,20,000 in

ELSS, pays 230,000 health insurance premium, and donates 320,000 to an eligible fund. Compute his
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GTI and Total Income, and evaluate whether he has optimized his deductions effectively. Discuss the

importance of balancing tax savings with liquidity.

7.2 Deductions under Chapter VI-A (Sec 80C to 80U)

Chapter VI-A of the Income Tax Act consolidates all deductions that taxpayers can claim to reduce their Gross
Total Income, thereby lowering their tax liability. Covering Sections 80C to 80U, it incentivizes savings,
investments, insurance, health care, education, and philanthropy, while also addressing social welfare concerns

such as disability.

7.2.1 Overview of Chapter VI-A Structure

Chapter VI-A of the Income Tax Act, 1961, serves as one of the most comprehensive parts of Indian taxation
law, dealing with deductions available to taxpayers from their Gross Total Income (GTI). These deductions are
not exemptions; rather, they are specific amounts allowed to be reduced from GTI, ensuring the final taxable
income reflects net liability after accounting for socially beneficial and economically significant contributions.
The range of sections begins from 80C and extends up to 80U, covering multiple avenues such as investments,

insurance, health care, donations, education, and social security.

The objective of Chapter VI-A is twofold. Firstly, it encourages individuals to save and invest in government-
approved financial instruments like Public Provident Fund (PPF), National Savings Certificate (NSC), or Equity
Linked Savings Schemes (ELSS). Secondly, it ensures broader social support by offering tax relief on expenses

such as health insurance premiums, education loans, or charitable donations.

Classification of Deductions under Chapter VI-A
To understand the structure, these deductions can broadly be divided into:

e Incentive-based deductions: These include Section 80C, 80CCC, and 80CCD, promoting savings,

pension funds, and NPS contributions.

o Health-related deductions: Section 80D for medical insurance and Section 80DDB for treatment of

specified diseases.

e Social welfare deductions: Sections like 80E for education loans and 80U for persons with disabilities.
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o Philanthropy-related deductions: Section 80G encourages donations to charitable institutions, funds,

and relief programs.

e Income-based deductions: Section 80TTA and 80TTB provide relief for interest income, especially

benefiting small savers and senior citizens.

The underlying philosophy is to align tax policy with long-term financial planning, encouraging behavior
beneficial to individuals and society at large. For example, while Section 80C nudges people toward disciplined

investment, Section 80D promotes healthcare awareness, and Section 80G encourages charitable giving.
Key Characteristics:

e Deductions can be claimed only if they are supported with valid documentation.

e Aggregate limit applies in some cases (like X1,50,000 for 80C, 80CCC, and 80CCD(1)).

e Certain deductions, like 80D and 80G, have separate limits beyond Section 80C.

e Some deductions, like 80U, are fixed irrespective of actual expenditure.

Thus, Chapter VI-A represents a structured approach to income tax deductions, ensuring that taxpayers not only

receive relief but also contribute to financial stability and social development.

7.2.2 Sec 80C: LIC, PPF, NSC, ELSS, Tuition Fees, etc.

Section 80C is perhaps the most widely used provision under Chapter VI-A, providing deductions up to
%1,50,000 for specified investments, payments, and contributions. It applies to individuals and Hindu Undivided

Families (HUFs) but excludes companies, firms, and LLPs.
Eligible Investments and Payments under Section 80C:

e Life Insurance Premium (LIC): Premium paid for policies taken in the name of self, spouse, or

children. For HUFs, policies in the name of any member qualify.

e Public Provident Fund (PPF): Contributions to PPF accounts of self, spouse, or children are

deductible. PPF offers tax-free returns and maturity.

e National Savings Certificate (NSC): Investment in NSC qualifies for deduction, and interest accrued

is also eligible in subsequent years as reinvestment.
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e Equity Linked Savings Scheme (ELSS): A mutual fund scheme with a lock-in of 3 years, offering both
market-linked returns and tax savings.

o Tuition Fees: Fees paid for up to two children for full-time education in schools, colleges, or universities

within India.

o Principal Repayment of Housing Loan: The repayment of loan principal borrowed from banks or

housing finance companies is deductible.

e Other Contributions: Investments in Senior Citizens’ Savings Scheme, 5-year tax-saving fixed

deposits, and Sukanya Samriddhi Yojana also qualify.
Conditions and Restrictions:
e The total deduction under Section 80C is capped at Z1,50,000 per financial year.

o Surrendering or withdrawing investments before the prescribed period may lead to reversal of deduction

claimed.
e Contributions must be made out of taxable income to qualify.
Importance of Section 80C:
o Encourages long-term financial discipline by pushing individuals toward savings and investments.
e Supports government schemes like PPF and Sukanya Samriddhi, which promote social welfare.
o Provides flexibility by covering a wide range of financial products.

Section 80C remains the cornerstone of individual tax planning in India, widely influencing personal finance

decisions.

7.2.3 Sec 80D: Medical Insurance

Section 80D is designed to provide tax relief for premiums paid on medical insurance policies and preventive
health check-ups, thereby promoting healthcare awareness. Unlike Section 80C, which emphasizes investments,

80D focuses on healthcare protection.
Eligible Expenses under Section 80D:

o Medical Insurance Premiums: Premiums paid for policies covering self, spouse, dependent children,

and parents.
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e Preventive Health Check-ups: Up to 35,000 is included within the overall limit for health check-ups.
e Central Government Health Scheme (CGHS): Contributions to CGHS are also eligible.
Limits of Deduction:
e 25,000 for premiums paid for self, spouse, and dependent children.
e An additional 325,000 for premiums paid for parents (350,000 if parents are senior citizens).
o Ifboth the taxpayer and parents are senior citizens, the maximum deduction can go up to X1,00,000.
Specific Rules:
e Payment must be made by modes other than cash to qualify, except for preventive health check-ups.
e Deduction applies even if the premium is paid for non-dependent parents.
e Policies must be issued by insurers approved by the IRDAI.
Broader Significance:
e Promotes financial preparedness against rising medical costs.
» Encourages younger taxpayers to invest in health insurance early.
e Reduces financial stress by covering medical emergencies.

Thus, Section 80D bridges health security and tax saving, ensuring individuals consider healthcare as a vital

component of financial planning.

7.2.4 Sec 80G: Donations

Section 80G provides deductions for donations made to approved funds, charitable institutions, and relief

programs. It recognizes and rewards the taxpayer’s contribution toward social welfare and nation-building.
Eligible Donations:

e Donations to the Prime Minister’s National Relief Fund, PM CARES Fund, National Children’s Fund,
and notified NGOs.

« Contributions to universities, hospitals, or recognized charitable trusts.

e Donations for renovation or repair of notified temples, mosques, gurdwaras, or churches.
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Categories of Deduction:
1. 100% Deduction without Limit: Donations to National Defence Fund, PM CARES Fund, etc.
2. 50% Deduction without Limit: Certain notified funds qualify.
3. 100% Deduction subject to 10% of GTI: Donations to government-approved schemes.
4. 50% Deduction subject to 10% of GTI: Most other approved charitable institutions fall here.
Key Considerations:
e Donations must be made via cheque, draft, or digital mode. Cash donations above 22,000 do not qualify.
e Only donations to registered institutions with valid approval are eligible.
e Donor must obtain a receipt with PAN and registration number of the institution.
Importance:
e Provides fiscal encouragement for charitable contributions.
o Enables resource mobilization for welfare activities.
e Encourages corporate social responsibility among individuals.

Section 80G thus institutionalizes the culture of philanthropy by linking it with direct tax benefits.

7.2.5 Other Notable Sections: 80E (Education Loan), 80TTA/TTB (Interest), 80U (Disability)

Several other sections under Chapter VI-A cater to specific needs and situations, ensuring comprehensive tax

relief.

Section 80E: Interest on Education Loan
e Deduction for interest paid on education loans taken for higher studies in India or abroad.
e Loan must be taken from a recognized financial institution or approved charitable trust.
e Deduction is available for 8 years or until the interest is paid, whichever is earlier.

e Covers education for self, spouse, children, or a student for whom the assessee is a legal guardian.

Section S0TTA and 80TTB: Relief on Interest Income
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o Section 80TTA: Deduction up to 10,000 for interest earned on savings bank accounts, post office
savings, or cooperative society deposits. Available only to individuals and HUFs (excluding senior

citizens).

e Section 80TTB: Exclusive for senior citizens, allowing deduction up to ¥50,000 for interest on all types

of deposits, including fixed and recurring deposits.
Section 80U: Deduction for Persons with Disabilities
e Fixed deduction for resident individuals with disabilities, irrespective of actual expenses.
e 75,000 for persons with at least 40% disability.
e 31,25,000 for persons with severe disability (80% or more).
o Requires a valid certificate from a medical authority.
Broader Impact:
e Encourages education by making loans more affordable.
e Supports small savers and senior citizens against inflation and low returns.

o Provides direct relief to differently abled individuals, reducing their financial burden.

Did You Know?

"The deduction under Section 80U is fixed, meaning it does not depend on how much the taxpayer spends
on disability-related expenses. Even if no money is actually spent, the taxpayer with a certified disability is

still entitled to claim the full deduction allowed under the section.”

7.3 Tax Rebates and Exemptions

Tax rebates and exemptions are vital provisions of the Income Tax Act that reduce the tax liability of an assessee.
While rebates directly lower the amount of tax payable, exemptions remove certain incomes from the tax net

altogether. Understanding these provisions is essential for efficient tax planning and accurate computation of

liability.
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7.3.1 Sec 87A: Rebate for Resident Individuals

Section 87A of the Income Tax Act provides relief in the form of a rebate to resident individuals whose income
does not exceed the prescribed threshold. This rebate was introduced to ease the tax burden of lower and middle-

income groups, ensuring equitable treatment of taxpayers across income levels.

Under the old regime of taxation, the provision allows a rebate for residents whose total income, after
deductions under Chapter VI-A but before applying the rebate, does not exceed 5,00,000. In such cases, the
rate is up to 312,500 or the actual tax payable, whichever is lower. This effectively means individuals with a

taxable income of up to ¥5,00,000 pay no income tax.

With the introduction of the new tax regime under Section 115BAC, the rebate limit has been enhanced to
cover higher incomes. Under the revised rules, if the taxable income of a resident individual is up to 27,00,000,

a rebate under Section 87A is allowed up to 325,000, ensuring no tax liability for such individuals.
Key Conditions:

e Available only to resident individuals; not to non-residents, HUFs, firms, or companies.

o Computed after deductions but before cess.

o The amount is restricted to the actual tax payable; it cannot exceed that.

e Once the income crosses the threshold (%5,00,000 under old regime, X7,00,000 under new regime), the

rebate is withdrawn entirely.
Importance of Section 87A:
e Protects low and middle-income taxpayers.
« Simplifies compliance for individuals within the threshold.
e Encourages acceptance of the new tax regime by expanding rebate limits.

Thus, Section 87A represents a powerful relief tool, ensuring fairness and progressivity in the Indian tax system.

7.3.2 Exemptions vs Deductions: Key Differences

Tax exemptions and deductions are often confused, but they serve distinct purposes. Both reduce the taxable

portion of income, but they differ in scope, application, and eligibility.

Exemptions
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Exemptions remove specific income items from the ambit of taxation altogether. Such income is not considered
part of the Gross Total Income. Examples include agricultural income, certain allowances, and specific receipts

under Section 10.
Deductions

Deductions are reductions from Gross Total Income that bring down the taxable income. They are allowed under
Chapter VI-A for specific investments, payments, or expenses such as PPF contributions, health insurance

premiums, or donations.
Differences between Exemptions and Deductions:

Nature: Exemptions exclude income itself, while deductions reduce GTL

Stage of Application: Exemptions apply before computing GTI, deductions apply after.

Examples: Exemptions include agricultural income, HRA, gratuity; deductions include Section 80C,

80D, 80G.

Flexibility: Exemptions are generally automatic if conditions are met, while deductions require actual

spending or investment.
Points of Significance:
o Exemptions are more beneficial since income never enters computation.
o Deductions promote socially beneficial behavior like savings and insurance.
o Tax planning often involves balancing exemptions with deductions to optimize liability.

Thus, while both serve to reduce tax burdens, exemptions are in-built reliefs, whereas deductions depend on

taxpayer action.

7.3.3 Agricultural Income Treatment (Partial Integration)

Agricultural income is generally exempt from tax under Section 10(1). However, in certain cases, the concept
of partial integration is applied. The purpose is to prevent misuse of the exemption by ensuring that taxpayers

with substantial non-agricultural income do not disproportionately benefit.

How Partial Integration Works:

1. Aggregate agricultural income with non-agricultural income.
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2. Compute tax on the aggregate income.
3. Deduct tax calculated on agricultural income plus the basic exemption limit.
4. The balance is the actual tax payable.

This method ensures progressive taxation by considering agricultural income in rate determination, though it

remains exempt.
Applicability:

o Applied only when non-agricultural income exceeds the basic exemption limit.

e Applicable if agricultural income exceeds I5,000.

e Relevant primarily to individuals, HUFs, AOPs, BOlIs, and artificial juridical persons.
Example:

If a person has %4,00,000 non-agricultural income and %3,00,000 agricultural income, the agricultural income,

though exempt, will be considered in computing tax rates through partial integration.
Significance:

e Prevents misuse of agricultural exemption.

o Protects small farmers as exemption is absolute for smaller incomes.

« Ensures equity between taxpayers with similar economic capacity.

Thus, agricultural income is exempt but carefully regulated under partial integration to balance fairness and

revenuc.

7.3.4 Income Not Forming Part of Total Income (Sec 10)

Section 10 of the Income Tax Act enlists several categories of income that are exempt and do not form part of
total income. These provisions ensure that certain receipts, which are either socially desirable, economically

sensitive, or administratively fair, are excluded from taxation.

Major Exempt Incomes under Section 10:

o Agricultural Income [Sec 10(1)]: Fully exempt subject to rules of partial integration.
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e Leave Travel Allowance [Sec 10(5)]: Exempt for travel costs incurred for employees and family during
leave within India.

e House Rent Allowance [Sec 10(13A)]: Exempt up to limits prescribed based on salary and rent paid.

e Gratuity [Sec 10(10)]: Exemption based on limits under Payment of Gratuity Act or specified amounts.

e Commutation of Pension [Sec 10(10A)]: Partially exempt depending on employment type.

e Scholarships [Sec 10(16)]: Fully exempt.

e Dividends from Domestic Companies [Sec 10(34)]: Exempt subject to changes under dividend

taxation rules.
o Income of Political Parties [Sec 10(23B): Exempt if conditions are met.
Features of Exemptions under Section 10:
e Apply automatically if eligibility is met.
e Designed to support employees, students, farmers, and charitable entities.
e Some are partial exemptions, others are full.

The range of exemptions reflects the government’s intent to support specific activities and individuals while

balancing revenue.

7.3.5 Common Exemptions: HRA, LTA, Gratuity, etc.

Apart from Section 10 as a whole, some exemptions are particularly common in practice, especially for salaried

employees.

House Rent Allowance (HRA)

Exemption available under Section 10(13A) for employees receiving HRA. The least of the following is exempt:
e Actual HRA received.
e 50% of salary (metro cities) or 40% (non-metros).

e Rent paid minus 10% of salary.

Leave Travel Allowance (LTA)
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Exempt under Section 10(5) for actual travel expenses within India. Restricted to two journeys in a block of

four calendar years. Only travel fare is exempt, not hotel or other expenses.
Gratuity
Exempt under Section 10(10), subject to conditions:
e For government employees: fully exempt.
e For others: exempt up to 220 lakhs (subject to rules under Gratuity Act).
Other Common Exemptions:
o Commuted Pension: Partial exemption depending on type of employment.
e Voluntary Retirement Compensation: Exempt up to I5 lakhs under Section 10(10C).
e Retrenchment Compensation: Exempt up to prescribed limits.

These common exemptions form the backbone of reliefs available to salaried individuals, reducing their

effective taxable income significantly.

Knowledge Check 1

Choose the correct options:

Q1. Section 87A rebate is available only to:
a) HUFs

b) Non-residents

c¢) Resident individuals

d) Companies

Q2. Exemptions apply before:
a) Deductions

b) Rebates

¢) Surcharge

d) Filing
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Q3. Agricultural income is subject to:
a) Full tax

b) Partial integration

¢) Standard deduction

d) No adjustment

Q4. HRA exemption depends on:
a) Gross salary

b) Actual HRA

¢) Rent paid

d) All of these

QS. LTA exemption covers:

a) Airfare only

b) Travel expenses within India
c¢) Hotel bills

d) Meals outside India

7.4 Tax Slabs and Regimes for Individuals

Tax slabs and regimes for individuals form the framework within which personal income tax liability is
calculated. The Indian system provides two alternatives: the old regime, which allows deductions and
exemptions, and the new regime under Section 115BAC, offering reduced rates with minimal deductions.

Choosing the right regime 1s crucial for tax efficiency.

7.4.1 Old Regime: Slabs and Deductions Allowed

The old tax regime is the traditional system of income taxation in India. It follows a progressive slab structure,
where income is divided into ranges, each taxed at increasing rates. This system has long formed the backbone

of Indian personal taxation, and it continues to be available to taxpayers as an option.
Slab Rates under the Old Regime (for individuals below 60 years)

e Income up to 32,50,000 — Nil

e Income from %2,50,001 to %5,00,000 — 5%




ATLAS

SKILLTECH
UNIVERSITY

e Income from %5,00,001 to ¥10,00,000 — 20%
e Income above %10,00,000 — 30%

For senior citizens (60 years or above but below 80 years), the basic exemption limit increases to X3,00,000.

For very senior citizens (80 years and above), the limit rises further to %5,00,000.
Deductions and Exemptions Allowed

A major advantage of the old regime is the availability of numerous exemptions and deductions, which can

significantly lower taxable income. Some of the key ones include:

e Section 80C: Deduction up to %1,50,000 for investments such as PPF, NSC, ELSS, tuition fees, life

insurance premiums, etc.
e Section 80D: Deduction for medical insurance premiums.
e Section 80E, 80G, 80TTA/TTB: For education loan interest, donations, and interest on savings.
e House Rent Allowance (HRA): Exemption for salaried individuals paying rent.
e Leave Travel Allowance (LTA): Exemption for travel within India.

e Gratuity, Pension Commutation, Voluntary Retirement Compensation: Exemptions under Section

10.
Advantages of Old Regime
o Encourages savings and investments through tax-saving instruments.
e Provides relief for families through exemptions like HRA and tuition fee deductions.
e Senior citizens benefit from higher exemption limits.
Limitations
o Complexity due to multiple deductions and exemptions.
e Not beneficial for individuals with fewer investments or deductions.

o Higher nominal rates compared to the new regime.

Thus, the old regime offers relief through deductions but requires careful tax planning and documentation.
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7.4.2 New Regime (Sec 115BAC): Lower Rates, No Deductions

Introduced in Budget 2020, the new regime under Section 115BAC was designed to simplify personal income
tax by providing reduced slab rates while eliminating most deductions and exemptions. It represents a shift

from incentivizing investments to providing straightforward taxation.
Slab Rates under New Regime (Post Budget 2023)

e Income up to %3,00,000 — Nil

e Income from %3,00,001 to %6,00,000 — 5%

e Income from %6,00,001 to %9,00,000 — 10%

e Income from 9,00,001 to %12,00,000 — 15%

e Income from %12,00,001 to %15,00,000 — 20%

e Income above 215,00,000 — 30%

Additionally, Section 87A rebate ensures that individuals with taxable income up to ¥7,00,000 under this regime

pay no tax.
Key Features of the New Regime

e Minimal Deductions: Almost all exemptions and deductions like HRA, LTA, 80C, 80D are not

available.
e Standard Deduction: A standard deduction 0fX50,000 is allowed for salaried taxpayers and pensioners.
o Surcharge and Cess: Applicable as per existing rules.

e Optional Nature: Taxpayers can choose between the old and new regimes every year (for individuals

without business income).
Advantages
o Lower tax rates across income slabs.
o Simplified compliance with no need for extensive documentation.
o Ideal for individuals who do not make significant tax-saving investments.

Limitations

e Not suitable for taxpayers who claim large deductions.
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e May discourage savings and investments in long-term instruments like PPF or insurance.
e No benefits for housing loan interest or children’s tuition fees.

Thus, while the new regime offers simplicity, it may not always be the most tax-efficient option, depending on

individual circumstances.

7.4.3 Comparison Between Old and New Regimes

When choosing between the old and new regimes, taxpayers must carefully compare both systems to identify

which one yields greater tax savings.

Differences in Structure
o Rates: New regime has more slabs with lower rates, while old regime has fewer slabs but higher rates.
e Deductions: Old regime allows extensive deductions; new regime allows very few.
e Exemptions: Old regime covers HRA, LTA, and allowances; new regime removes most.

o Flexibility: Taxpayers can switch annually if they have no business income; otherwise, the option is

restricted.
Suitable Profiles for Old Regime
o Salaried individuals with significant deductions (80C, 80D, HRA, LTA).
o Families with high education or health expenses.
e Individuals preferring long-term savings and insurance.
Suitable Profiles for New Regime
e Young professionals with minimal investments.
o Taxpayers preferring higher liquidity instead of locking funds in tax-saving instruments.
e Individuals whose total deductions are below 32,50,000 annually.
Analytical Example

If an individual earns X12,00,000 annually and claims deductions worth 3,00,000, the old regime may result

in lower tax liability. However, if deductions are minimal (say ¥50,000), the new regime becomes more

beneficial.
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Thus, the comparison must always be individualized based on income, deductions, and financial goals.

7.4.4 Who Should Opt for Which Regime? Factors to Consider

The choice between regimes depends on multiple personal and financial factors. It is not a one-size-fits-all

decision.

Factors Influencing the Choice
e Quantum of Deductions: Taxpayers claiming deductions above 32,50,000 benefit from the old regime.
o Nature of Employment: Salaried individuals with HRA or LTA exemptions may prefer the old regime.

o Age and Family Stage: Younger individuals without major expenses may prefer the new regime;

families may prefer the old.

o Investment Preferences: Those who naturally invest in tax-saving instruments like PPF or insurance

benefit more under the old regime.

o Liquidity Needs: New regime suits individuals preferring immediate cash flow without mandatory

savings.
o Stability of Income: Individuals with variable income may prefer the simplicity of the new regime.
Practical Guidelines
e (alculate tax liability under both regimes before filing returns.
o Consider long-term financial planning instead of short-term benefits.
e Use Section 87A rebate benefits under both regimes to optimize.

Thus, regime selection should be driven by both immediate tax savings and broader financial planning goals.

7.4.5 Examples of Tax Calculation Under Both Regimes
Practical illustrations are essential to understand the impact of both regimes.

Example 1: Individual with No Major Deductions

Mr. A earns X 9,00,000 annually with only a standard deduction of ¥50,000.
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e Old Regime:
Taxable income = Z8,50,000.
Tax =%12,500 (5% on %2,50,000) + 70,000 (20% on %3,50,000) = 82,500.
e New Regime:
Taxable income = Z8,50,000.
Tax =%15,000 (5% on %3,00,000) + 330,000 (10% on %3,00,000) + 7,500 (15% on ¥50,000) =352,500.
Clearly, the new regime is more beneficial here.
Example 2: Individual with High Deductions
Ms. B earns 212,00,000 and claims deductions: 80C =%1,50,000, 80D =350,000, HRA exemption = X1,00,000.
e Old Regime:
Taxable income = %9,00,000.

Tax = %12,500 (5% on %2,50,000) + X1,00,000 (20% on %5,00,000) + X30,000 (30% on X1,00,000) =
%1,42,500.

e New Regime:
Taxable income =311,50,000 (only standard deduction).

Tax = 215,000 (5% on %3,00,000) + 230,000 (10% on Z3,00,000) + 45,000 (15% on 3,00,000) +
230,000 (20% on Z1,50,000) = Z1,20,000.

In this case, the new regime offers slightly less tax despite high deductions, but the difference may vary if

deductions are higher.
Example 3: Senior Citizen
A senior citizen earning 36,00,000 with deductions of ¥1,50,000 (80C) and 350,000 (80D).
e Old Regime:
Taxable income = %4,00,000.

Tax = 35,000 (5% on %1,00,000) — 5,000 rebate under 87A = Nil.

e New Regime:
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Taxable income = %5,50,000.

Tax =%12,500 (5% on %2,50,000) + X5,000 (10% on X50,000) =X17,500 — rebate under 87A (X17,500)
= Nil.

Here, both regimes result in zero tax, but planning is required for incomes above this level.

7.5 Summary

1.

Gross Total Income (GTI) is the aggregate of incomes from all five heads before deductions under Chapter

VI-A.

Set-off and carry forward of losses ensure fairness in computation by allowing losses to be adjusted against

future income.

. Deductions under Chapter VI-A (80C to 80U) promote savings, investments, health care, education, and

philanthropy.

Section 80C is the most widely used provision, covering LIC, PPF, NSC, ELSS, tuition fees, and more.
Section 80D provides relief for medical insurance premiums, while Section 80E supports education loans.
Section 80G allows deductions for donations, encouraging philanthropy.

Section 87A offers rebates to resident individuals, reducing tax for lower and middle-income groups.

Exemptions differ from deductions: exemptions exclude income itself, while deductions reduce taxable

income.

Agricultural income is exempt but subject to partial integration in certain cases.

. Common exemptions include HRA, LTA, gratuity, pension commutation, and voluntary retirement

compensation.

. Individuals can choose between the old regime (deductions allowed, higher rates) and the new regime (lower

rates, fewer deductions).

. Tax regime selection depends on income level, deductions claimed, financial goals, and liquidity

preferences.

7.6 Key Terms
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1. Gross Total Income (GTI): Total income computed under all heads before deductions.
2. Total Income: GTI reduced by Chapter VI-A deductions, forming the taxable base.
3. Exemption: Income not included in computation of GTI, e.g., agricultural income.
4. Deduction: Reduction from GTI for specified investments, expenses, or contributions.
5. Set-off: Adjustment of losses against income within the same or another head.
6. Carry Forward: Provision to use unadjusted losses in future years.
7. Section 80C: Deduction for investments and payments like PPF, LIC, NSC.
8. Section 80D: Deduction for health insurance premiums and preventive check-ups.
9. Section 80G: Deduction for donations to approved funds and institutions.
10. Section 87A: Rebate for resident individuals with income below specified thresholds.
11. Partial Integration: Method of including agricultural income for rate purposes while keeping it exempt.
12. Tax Regimes: Framework of tax rates and rules; old regime allows deductions, new regime offers lower

rates with minimal reliefs.

7.7 Descriptive Questions

1.

Define Gross Total Income and explain the steps involved in its computation.

Discuss the provisions relating to set-off and carry forward of losses under the Income Tax Act.

. Explain Section 80C in detail. What types of investments and payments qualify for deduction?

Distinguish between exemptions and deductions with suitable examples.
Explain the concept of agricultural income and partial integration in tax computation.

Compare the old tax regime and the new regime under Section 115BAC, highlighting their advantages and

disadvantages.
What factors should a taxpayer consider before opting for the old regime or new regime?

[llustrate with an example the computation of tax liability under both regimes for an individual with multiple

income Sources.
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Answers to Knowledge Check

Knowledge Check 1

1. ¢) Resident individuals
2. a) Deductions

3. b) Partial integration

4. d) All of these

5. b) Travel expenses within India
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7.9 Case Study

Tax Planning Decisions of Mr. Arvind — Choosing the Right Approach

Mr. Arvind, a 40-year-old salaried professional working in Mumbai, earns an annual salary of
%14,00,000. Apart from this, he earns X1,50,000 as rental income from house property (after deductions)
and X70,000 as interest income from fixed deposits. He also sold some shares during the year, earning

long-term capital gains of 31,20,000. His Gross Total Income before deductions stands at X17,40,000.

During the financial year, his investments and expenses included:

Contribution of *1,50,000 to Public Provident Fund (PPF).
e Payment of 235,000 towards life insurance premium for self and spouse.

e Health insurance premium of 330,000 for himself and 340,000 for his parents (both senior

citizens).
e Tuition fees of 60,000 for his two children.

e Donation of 320,000 to a charitable trust eligible under Section 80G (50% deduction with

qualifying limit).
Mr. Arvind is now faced with two critical questions:
1. How should he compute his taxable income under the old regime?
2. What would his liability be under the new regime?

3. Which regime should he choose for optimal tax planning, considering his financial goals?

Problem Statements

Problem 1: Compute Mr. Arvind’s taxable income under the old regime, considering deductions under

Chapter VI-A and exemptions under Section 10.

Problem 2: Compute his taxable income under the new regime, where deductions are restricted but slab

rates are lower.
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Problem 3: Advise Mr. Arvind on which regime to choose, considering his investments and expenses,

and provide justification.

Solutions
Solution to Problem 1 (Old Regime):
e Salary Income = X14,00,000
e House Property =1,50,000
e Interest Income = 370,000
e LTCG=21,20,000
e GTI=%17,40,000
Less: Deductions under Chapter VI-A
e 80C (PPF + LIC + Tuition Fees) = %2,45,000 (restricted to X1,50,000)

e 80D (Self and family 330,000 + Parents 340,000) = 370,000 (restricted to X75,000 limit; eligible
=370,000)

e 80G (Donation of 320,000, eligible 50% with limit) = 10,000

Total Deductions = %2,30,000

Taxable Income =315,10,000 (after deductions, LTCG taxed separately).

Tax Calculation:
e 0On<313,90,000 (excluding LTCG): Progressive slab rates under old regime.
e« LTCG1,20,000 taxed @ 10% = %12,000.

o Effective tax includes slab rates + LTCG + cess.

Solution to Problem 2 (New Regime):

o Salary =%14,00,000

e House Property =%1,50,000
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e Interest =370,000
e LTCG=X1,20,000
e GTI=%17,40,000
Deductions mostly disallowed, only standard deduction of ¥50,000 permitted.
e Taxable Income =316,90,000 (plus LTCG).

e Apply new regime slab rates + LTCG @10%.

Solution to Problem 3 (Choice):
e Under old regime, Arvind benefits significantly from deductions worth 22,30,000.
e Under new regime, only 350,000 deduction is allowed, leading to higher taxable income.
e Considering his high level of investments and expenses, the old regime is more tax-efficient.

e He should choose the old regime, while maintaining his financial discipline in savings and

insurance.

Reflective Questions
1. How would the outcome differ if Mr. Arvind had fewer deductions under Section 80C and 80D?
2. In what situations does the new regime become more favorable despite fewer deductions?
3. How does Section 87A influence tax planning for middle-income earners under both regimes?

4. Should tax planning focus only on reducing liability, or should it integrate broader financial goals

like retirement and liquidity?

5. How does the concept of partial integration of agricultural income ensure fairness in taxation?

Conclusion

The case of Mr. Arvind highlights the complexity of choosing between the old and new tax regimes.

While the new regime provides simplicity and lower rates, it is not always beneficial for taxpayers with
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significant deductions. For individuals like Arvind, who naturally invest in savings, education, and
health care, the old regime remains more tax efficient. This exercise demonstrates that tax planning

should be viewed not merely as a means of reducing liability but as an integrated part of financial

management, balancing current benefits with long-term goals.




ATLAS

SKILLTECH
UNIVERSITY

Unit 8 Introduction to Indirect Tax & GST Concepts

Learning Objectives

1.

U

Understand the fundamental differences between direct and indirect taxes within the Indian taxation
framework.

Explain the historical evolution and the need for implementing Goods and Services Tax (GST) in India.
Identify the various types of indirect taxes that were subsumed under GST.

Describe the structure of GST including CGST, SGST, IGST, and UTGST.

Recognize the key concepts of GST such as supply, input tax credit, reverse charge mechanism, and
composition scheme.

Analyze the benefits and challenges associated with the implementation of GST.

Understand the GST registration process and compliance requirements for businesses.

Evaluate the impact of GST on various sectors and its role in promoting a unified national market.

Content

8.0 Introductory Caselet

8.1 Concept of Indirect Tax

8.2 Basic Principles of GST

8.3 Comparative Analysis with Previous Tax System
84  Summary

8.5 Key Terms

8.6  Descriptive Questions

8.7  References

8.8 Case Study
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8.0 Introductory Caselet

"The Transformation of Taxation at Vardhan Electronics Pvt. Ltd."

Vardhan Electronics Pvt. Ltd., established in 2004, is a growing medium-scale enterprise specializing in the
manufacturing and distribution of consumer electronic goods such as LED TVs, home theatre systems, and air
purifiers. Operating from Pune, the company used to sell its products across various states in India, dealing with

a diverse range of tax compliance obligations.
Pre-GST Era Challenges

Before the introduction of the Goods and Services Tax (GST) in 2017, Vardhan Electronics operated under a

complex tax environment. They had to comply with multiple indirect taxes such as:
e Value Added Tax (VAT) imposed by individual states,
o Central Excise Duty levied on manufacturing,
e Service Tax applicable on services like after-sales support,
o Central Sales Tax (CST) for inter-state transactions,
e Entry Tax and Octroi imposed by local bodies.

Each tax had its own compliance requirements, return filings, and reporting schedules. Additionally, there was
no unified tax credit system, leading to cascading of taxes, where tax was levied on already-taxed inputs. For

example, the company paid VAT on top of the excise duty they already paid on raw materials.

Logistics was also a pain point. Goods transported across state borders had to pass through check posts, leading
to delays and increased transportation costs. Managing tax compliance consumed considerable resources,

including a dedicated finance and legal team.
Transition to GST

In July 2017, the Indian government implemented the Goods and Services Tax, which subsumed most indirect

taxes into a single, nation-wide tax structure. Vardhan Electronics had to:
o Migrate to GST by registering on the GST portal,

o Upgrade their billing and ERP systems to reflect GST components (CGST, SGST, IGST),

e Train their staff in GST-compliant invoicing and filing procedures.
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The transition was initially difficult. Uncertainty around product classification under GST rates, frequent policy
updates, and technological challenges posed short-term disruptions. However, over time, the firm started

experiencing benefits.
Post-GST Benefits

1. Input Tax Credit (ITC) became more streamlined. The company could now claim credit for GST paid

on inputs, services, and capital goods throughout the supply chain.

2. Logistics efficiency improved due to the removal of inter-state check posts, reducing delivery timelines.

3. Uniform pricing across states became possible, enhancing market competitiveness.

4. Compliance simplification was achieved through consolidated GST returns instead of multiple filings.
Despite these advantages, the firm continued to face operational issues such as:

e Rate changes affecting product margins,

o Technical glitches on the GSTN portal,

o Interpretation issues regarding exemptions and reverse charge mechanisms.

Nevertheless, the overall effect was positive, with improved compliance, reduced costs, and better business

scalability.

Critical Thinking Question:

Based on Vardhan Electronics Pvt. Ltd.’s experience, discuss how the implementation of GST may present
different challenges and opportunities for small businesses (such as sole proprietors or micro-enterprises)

compared to medium or large enterprises. Consider factors such as digital literacy, cost of compliance, and

access to professional advisory services.
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8.1 Concept of Indirect Tax

Indirect tax refers to a type of tax where the responsibility of paying the tax and the actual economic burden of
the tax rest on different entities. Typically levied on goods and services, indirect taxes are ultimately borne by
the consumer, making them consumption-based in nature. Common forms include GST, customs duty, and

excise duty.

8.1.1 Definition and Features of Indirect Tax

An indirect tax is a type of tax imposed on goods and services rather than on income or profits. In this tax
mechanism, the liability to pay the tax and the actual incidence of the tax are on different entities. The seller,
manufacturer, or service provider collects the tax from the buyer and subsequently deposits it with the
government. This mechanism allows the ultimate burden of the tax to be passed on to the consumer, while the
intermediary functions as the collecting agent. Unlike direct taxes, which are paid directly to the government
by individuals or corporations based on income or profits, indirect taxes are included in the price of goods and

services and are, therefore, less visible to the consumer.

One of the defining features of indirect taxes is their shiftability. The seller or service provider, who initially
pays the tax to the authorities, passes the burden forward to the next party in the transaction chain. This feature
makes it possible for the end consumer, rather than the producer or supplier, to absorb the final tax liability.
Indirect taxes are also collected at multiple points in the supply chain—during manufacturing, distribution,
retail, and final consumption. This collection process makes them an effective tool for revenue generation across

different sectors of the economy.

Another essential characteristic of indirect taxes is that they are regressive in nature. They are imposed
uniformly on all consumers regardless of their income level. As a result, people with lower income end up
paying a larger proportion of their earnings in taxes when they purchase goods or services, making the tax
burden heavier for the poor than for the rich. In terms of policy design, indirect taxes are usually designed to be
consumption-based. The more a person spends, the more tax they pay. This system promotes savings and
discourages excessive spending, but it can also limit access to essential goods if not balanced with exemptions

or lower rates for basic commodities.

Indirect taxes also feature broad applicability across industries and sectors. Because they are levied on
transactions rather than income, virtually all economic agents—individuals, firms, institutions—are brought

under the tax net through their consumption activities. Furthermore, the collection of indirect taxes is often

embedded in the price mechanism, making the tax invisible to the end user and therefore psychologically easier
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to accept. This also reduces the risk of deliberate tax evasion by individuals, although compliance by businesses

is still necessary.

Additionally, indirect taxes are relatively simple to collect for the government. Instead of chasing millions of
individual taxpayers, authorities can collect taxes from a smaller number of manufacturers, service providers,
and retailers, who act as tax collectors. This structure reduces administrative complexity and increases revenue
efficiency. However, despite these advantages, the inflationary impact of indirect taxes cannot be ignored. Since
they raise the cost of goods and services, they can lead to a general rise in prices, affecting the cost of living.
Also, because indirect taxes are not based on the taxpayer's ability to pay, they raise concerns about equity and

fairness in taxation.

Finally, indirect taxes do not require any declaration of personal or business income, which often appeals to
informal or unorganized sector participants. They are paid as a part of routine transactions, which means that
everyone who consumes goods or services contributes to the government's revenue, making indirect taxation a

practical and widely applied tool in national fiscal systems.

8.1.2 Differences Between Direct and Indirect Taxes

The distinction between direct and indirect taxes lies at the heart of fiscal policy, as both serve different purposes
and operate under different principles. A direct tax is one where the person on whom the tax is levied is also the
one who bears the burden and pays it directly to the government. Examples include income tax, corporate tax,
and wealth tax. In contrast, an indirect tax is one where the burden of the tax can be transferred to another party,
usually the end consumer, while the intermediary collects and remits it to the government. Examples of indirect

taxes include GST, customs duty, and excise duty.

One major point of difference between these two lies in the shiftability of tax burden. Direct taxes are non-
transferable, meaning the taxpayer cannot pass the burden to someone else. The individual or business who
earns the income must pay the tax directly to the government. In the case of indirect taxes, however, the seller
or service provider can shift the tax burden to the consumer by incorporating it into the price of goods or
services. This feature makes indirect taxes more flexible and easier to enforce in consumption-driven

economies.

Another key difference is in their equity and fairness. Direct taxes are considered progressive because they are
levied based on the ability to pay. For example, individuals with higher incomes pay higher income tax rates.

This ensures a certain degree of redistribution of wealth. Indirect taxes, on the other hand, are regressive since

they are uniformly levied irrespective of income level. As a result, they take a larger share of income from the
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poor than from the rich. This raises concerns regarding social equity, especially when essential goods and

services are taxed at the same rate as luxury items.

In terms of compliance and evasion, direct taxes are more susceptible to evasion, particularly in economies
where underreporting of income is common. Indirect taxes, being embedded in every transaction and collected
by businesses, are harder to evade. This makes them a more secure source of government revenue, especially
in developing countries with large informal sectors. However, the success of indirect tax collection depends on

efficient systems and honest business practices.

Another area of distinction is administrative ease. Governments find it relatively easier to collect indirect taxes
as they require fewer collection points—typically businesses or dealers—compared to direct taxes, which
involve monitoring millions of individuals and entities. This centralized collection model reduces the overall
cost of tax administration. Conversely, direct tax systems require detailed documentation, income verification,

and assessments, making them more resource-intensive.

Moreover, indirect taxes influence market prices and consumption patterns. For instance, high indirect tax rates
on alcohol or tobacco are often used as policy tools to discourage consumption of harmful products. In contrast,
direct taxes do not influence consumer behavior in the same way, as they are unrelated to the purchase or sale

of goods and services.

Despite these differences, both forms of taxation are essential for a balanced fiscal structure. Direct taxes ensure
fairness and redistribution, while indirect taxes guarantee widespread coverage and steady revenue.

Policymakers must strike a balance between these two to achieve economic efficiency and social equity.

8.1.3 Examples: GST, Customs Duty, Excise Duty, etc.

Several types of indirect taxes exist within the broader framework of a nation’s fiscal policy. Among them,
Goods and Services Tax (GST), customs duty, and excise duty stand out as some of the most prominent and
commonly levied. Each of these taxes has a distinct legal structure, purpose, and impact on the economy.
Understanding their operational mechanics provides clarity on how the government collects revenue through

consumption-based taxation.

Goods and Services Tax (GST) is a comprehensive indirect tax introduced in India on July 1, 2017, to subsume
and replace multiple cascading taxes levied by the central and state governments. Before GST, the Indian tax

structure was fragmented, with overlapping taxes like VAT, central excise duty, service tax, and various state

levies. GST unified these into a single tax system, streamlining compliance and removing tax-on-tax effects.
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GST is levied at every point of sale, and credit is available for the tax paid on inputs. The system comprises
three main components: Central GST (CGST), collected by the central government; State GST (SGST),
collected by the respective state governments for intra-state transactions; and Integrated GST (IGST), collected
by the central government for inter-state transactions. GST is destination-based, meaning the tax revenue goes
to the state where the goods or services are consumed rather than produced. This model has significantly

improved transparency, tax compliance, and ease of doing business.

Another major example is customs duty, which is a type of indirect tax imposed on goods imported into or
exported out of a country. It serves the dual purpose of generating revenue and regulating international trade by
making imported goods more expensive, thereby protecting domestic industries. In India, customs duties are
governed by the Customs Act, 1962. The primary types of customs duties include Basic Customs Duty (BCD),
levied at standard rates; Countervailing Duty (CVD), imposed to counterbalance excise duty on domestic goods;
Anti-Dumping Duty, imposed to prevent the dumping of cheap foreign goods into the Indian market; and
Safeguard Duty, which provides temporary protection to domestic industries facing a sudden surge in imports.
Customs duties also serve strategic objectives, such as controlling the import of harmful goods or managing the

trade deficit.

Excise duty, once a cornerstone of indirect taxation in India, was levied on the manufacture of goods within the
country. It applied primarily to goods such as petroleum products, tobacco, and alcoholic beverages. Although
most excise duties have been subsumed under GST, specific products remain outside the GST regime and
continue to attract central excise duties. Excise duty was paid by the manufacturer at the time of removing goods
from the factory, and its burden was ultimately borne by the consumer, as it was built into the selling price. The
remaining excise duty structure, post-GST, primarily applies to products considered either non-essential or

harmful, allowing the government to use it both as a revenue tool and a means to regulate consumption.

Earlier indirect taxes also included service tax, which was levied on specified services provided by businesses,
professionals, and service companies. Service tax was collected from the service provider but ultimately paid
by the service recipient. With the implementation of GST, service tax has been entirely merged into the new
regime. Similarly, state-level taxes such as luxury tax, entertainment tax, and entry tax have also been

incorporated into GST, further simplifying the tax system.

Thus, the landscape of indirect taxation has undergone significant transformation in recent years. While GST
now dominates the indirect tax regime by consolidating most other taxes, certain duties like customs and specific
excise remain outside its purview, fulfilling specialized fiscal and regulatory roles. The existence and

functionality of these taxes illustrate the layered structure of indirect taxation and the varied objectives it serves,

from revenue collection to economic management and protection of domestic industries.
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8.1.4 Merits and Demerits of Indirect Taxation

Indirect taxation, as a system of collecting revenue through the taxation of goods and services, offers a wide
range of advantages to governments, businesses, and consumers. However, it also comes with its own set of
drawbacks, especially concerning equity and the economic burden on lower-income populations. A detailed
analysis of the merits and demerits of indirect taxation provides insight into why this form of taxation continues

to be central to public finance systems across the world.

One of the most significant merits of indirect taxes is their wide coverage. Since they are levied on the sale of
goods and services, every consumer, regardless of income level, contributes to government revenue. This broad
base allows for consistent and significant revenue generation, especially in consumption-driven economies.
Even individuals who are not part of the formal economy or who do not pay income taxes end up contributing
to public funds through indirect taxes. This universal applicability helps governments reach financial targets
without relying solely on direct taxation systems, which are often underutilized in developing nations due to

large informal sectors.

Indirect taxes are relatively easier to administer and collect. They are collected at the point of sale or during
importation, usually by registered dealers or service providers, who then remit the collected tax to the
government. This model reduces administrative complexity, lowers the cost of tax collection, and improves
compliance, as fewer entities need to be monitored directly. It also reduces tax evasion, as it is difficult for

consumers to avoid paying taxes that are built into the price of goods and services.

Additionally, indirect taxes are flexible and can be adjusted to influence consumer behavior. For instance, high
indirect taxes on cigarettes, alcohol, and luxury items help to discourage consumption of non-essential or
harmful goods. These are often referred to as “sin taxes” and serve both a fiscal and social function.
Governments can also use indirect tax policy as a counter-cyclical tool, lowering tax rates to stimulate demand

during economic slowdowns and raising them when inflation is high.

However, indirect taxes also have notable demerits. The most significant among them is their regressive nature.
Indirect taxes do not consider a taxpayer’s ability to pay and impose the same rate on all consumers, regardless
of income. This leads to a situation where low-income individuals spend a larger proportion of their earnings
on tax, particularly when purchasing essential goods and services. This contrasts sharply with progressive direct

taxes, where higher earners are taxed at higher rates, reflecting their greater capacity to contribute.

Another disadvantage is the hidden nature of indirect taxes. Because the tax is embedded in the price of goods

and services, consumers are often unaware of how much tax they are actually paying. This lack of transparency
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can create a disconnect between citizens and the fiscal responsibilities of the state, reducing accountability and

public scrutiny of tax policy.

Indirect taxes can also contribute to inflationary pressures. Since these taxes increase the cost of goods and
services, they may lead to higher overall prices in the economy. If the tax rates are high, they can discourage
consumption and adversely impact demand, especially for price-sensitive goods. This is particularly

problematic in developing countries where essential goods form a large portion of household expenditure.

Moreover, the complexity of compliance can increase under systems like GST, despite efforts to simplify the
process. Businesses, especially small enterprises, may find the digital filing requirements, multiple return
submissions, and changing rate structures burdensome. Classification disputes, technological errors on filing

portals, and frequent policy changes can further complicate compliance.

In sum, while indirect taxes offer efficiency, broad reach, and strong revenue potential, they also pose challenges
related to equity, transparency, and inflation. Policymakers must design indirect tax systems that balance these
factors, often by introducing differential tax rates, exemptions on essentials, or rebates for vulnerable groups to

ensure social fairness while maintaining fiscal strength.

8.1.5 Role in Revenue Generation and Consumption-Based Taxation

Indirect taxes play a pivotal role in the financial structure of a nation. They are not only a crucial source of
revenue for governments but also serve as instruments for influencing consumption patterns and regulating
economic behavior. Their inherent structure, which ties taxation to consumption rather than income, makes

them especially effective in mobilizing resources in a consistent and efficient manner.

One of the primary roles of indirect taxes is revenue generation. In many countries, especially those with low
levels of income tax compliance or significant informal economic activity, indirect taxes form a large portion
of total government revenue. Since everyone consumes goods and services, indirect taxes ensure that a wider
population contributes to the public treasury, irrespective of whether they pay income tax. This makes them
more inclusive and practical for countries with large informal or agrarian sectors, where monitoring individual
income can be difficult. Governments benefit from the automatic collection process embedded in the economy’s

supply chain, with businesses acting as intermediaries who collect taxes at the point of sale.

Indirect taxes are also inherently consumption based. The more a person or entity consumes, the more tax they

pay. This system aligns with the principle of taxing according to spending rather than earning. It creates a built-

in incentive to save and invest, as only the act of consuming triggers a tax event. This can contribute to a more
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balanced economy by encouraging capital formation and discouraging excessive consumption, especially of

luxury or non-essential goods.

Additionally, because indirect taxes are applied to each transaction, they generate revenue on a continual basis,
making cash flow more predictable for the government. This is in contrast to income tax collections, which may
be seasonal or subject to economic fluctuations. Indirect taxes also allow the government to monitor
consumption trends and develop fiscal policies accordingly. For instance, a sudden rise in the consumption of
imported luxury goods may prompt the government to raise customs duties to protect domestic industries or

manage trade deficits.

The consumption-based nature of indirect taxation also allows for policy flexibility. Governments can target
certain goods or services with higher tax rates for social or economic reasons. For example, taxing tobacco,
alcohol, and sugary drinks not only generates revenue but also serves public health objectives. Similarly, tax
exemptions or lower rates on basic necessities such as food grains, education, and healthcare services help

ensure affordability and social welfare.

Despite these advantages, the reliance on consumption as a tax base can have regressive outcomes if not
carefully designed. Essential goods used by all income groups, when taxed at flat rates, disproportionately affect
lower-income households. To mitigate this, modern indirect tax systems often feature multiple tax slabs, zero-
rated goods, and exemptions for necessities. The GST system in India, for instance, includes four major rate

categories and exempts certain essential items from taxation entirely.

In conclusion, indirect taxes are indispensable for modern economies. They provide a stable, efficient, and
flexible means of financing public expenditure while allowing governments to shape consumption behavior and
industrial policy. Their effectiveness, however, depends on careful design to ensure that revenue needs are

balanced with equity and economic efficiency.

“Activity: Tracing the Tax Trail"

Each student will select a common consumer product (e.g., snack, phone, clothing) and independently
trace its supply chain from raw materials to consumption. They will identify applicable indirect taxes at

each stage, explain tax burden transfer, and create a short infographic or slide showing effects on final

price.




ATLAS

SKILLTECH
UNIVERSITY

8.2 Basic Principles of GST

Goods and Services Tax (GST) represents a significant shift in India’s taxation structure, replacing a complex
web of indirect taxes with a unified, transparent, and technologically driven system. The basic principles of
GST revolve around simplifying the tax structure, eliminating cascading effects, ensuring seamless credit across
the supply chain, and promoting a common national market. At its core, GST is a destination-based, value-
added tax that applies to the supply of goods and services. Unlike the earlier system, GST focuses on “supply”
as the taxable event rather than manufacture, sale, or provision of service. This shift not only rationalizes the
tax structure but also makes compliance more efficient and transparent. Understanding its origin, types,
structural model, and key features like Input Tax Credit (ITC) is essential for grasping how GST functions in

India's economic system.

8.2.1 Origin and Objectives of GST in India

The Goods and Services Tax (GST) in India originated from a longstanding need to overhaul the fragmented
and inefficient indirect tax structure that existed prior to 2017. Earlier, both the central and state governments
levied a wide range of taxes, including excise duty, service tax, value-added tax (VAT), central sales tax (CST),
luxury tax, entertainment tax, and entry tax, each with its own set of rules, compliance requirements, and tax
credits. This led to the cascading effect of taxes—where tax was paid on tax—resulting in increased costs for

consumers and inefficiencies in the supply chain.

The idea of a unified GST was first formally proposed in the 2000s. The Kelkar Task Force on Indirect Taxes,
in its 2003 report, strongly recommended the implementation of a comprehensive GST to unify all indirect taxes
into a single tax. Following years of consultations and constitutional amendments, the Constitution (101st
Amendment) Act, 2016 was passed, enabling the introduction of GST. The tax was officially launched on July

1, 2017, marking a significant milestone in India’s fiscal history.
The main objectives behind the introduction of GST include the following:

o Elimination of Cascading Taxation: One of the key goals was to remove the tax-on-tax structure
prevalent in the earlier system. Under GST, the tax paid on inputs is allowed as credit, thus eliminating

multiple layers of taxation.

e Creation of a Unified National Market: By subsuming various central and state taxes, GST aimed to

remove inter-state barriers to trade and enable seamless movement of goods and services across the

country.
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o Simplification of the Tax System: GST replaced multiple indirect taxes with a single, streamlined tax,

reducing the complexity of compliance and lowering the cost of tax administration.

e Increase in Tax Compliance and Revenue: The introduction of GST aimed to widen the tax base
through increased transparency, digital invoicing, and robust compliance mechanisms like GSTN

(Goods and Services Tax Network), which monitors all transactions electronically.

e Boost to ‘Make in India’ and Economic Growth: A uniform tax system encourages domestic
production and enhances the competitiveness of Indian goods in international markets by reducing the

overall tax burden.

In addition to these core objectives, GST also aimed to foster cooperative federalism, wherein both the central
and state governments have equal authority to levy taxes. This was achieved through the dual GST model, where
taxes are shared between the Centre and the States, ensuring both levels of government retain their fiscal

autonomy while contributing to a more integrated tax framework.

8.2.2 Types of GST: CGST, SGST, IGST, UTGST

GST in India operates on a dual model, which means that both the Central and State governments levy tax on
a single transaction. The structure ensures equal tax distribution between the Centre and the States, preserving
fiscal federalism. Depending on the nature of the supply—whether intra-state or inter-state—different

components of GST apply.
1. CGST - Central Goods and Services Tax

CGST is levied by the Central Government on intra-state supplies of goods and services, i.e., when the location
of the supplier and the place of supply are within the same state. The revenue collected through CGST is retained

by the Centre. It replaces taxes like central excise duty, service tax, and additional customs duty.
2. SGST — State Goods and Services Tax

SGST is levied by the State Governments on intra-state transactions, alongside CGST. The revenue collected
goes to the respective state government. SGST replaces taxes such as VAT, entertainment tax, and luxury tax.
The rate of CGST and SGST is usually equal and split between Centre and State. For example, if a product is
taxed at 18%, 9% goes to CGST and 9% to SGST.

3. IGST - Integrated Goods and Services Tax
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IGST is imposed on inter-state supplies of goods and services, as well as on imports and exports. It is levied
and collected by the Central Government but later apportioned between the Centre and the destination state.
IGST ensures that the credit chain remains uninterrupted even when goods or services move across state borders.

It avoids the complex process of CST and input credit restrictions that were prevalent earlier.
4. UTGST — Union Territory Goods and Services Tax

UTGST applies in Union Territories without a legislature—such as Andaman and Nicobar Islands,
Lakshadweep, Dadra and Nagar Haveli and Daman and Diu. It is levied in place of SGST, alongside CGST, for
intra-union territory supplies. Like SGST, UTGST is collected by the Union Territory administration.

The dual GST model helps maintain the constitutional balance of power between the Centre and the States while
simplifying the tax structure. The GST Council, comprising representatives from both the Centre and States,
plays a crucial role in deciding rates and resolving disputes, ensuring cooperative decision-making. This multi-
layered structure ensures that GST revenues are fairly distributed and regional autonomy is preserved within a

unified tax framework.

8.2.3 Destination-Based Tax and Dual GST Model

One of the most distinctive features of the Indian GST system is that it is a destination-based tax rather than
an origin-based tax. This represents a shift from the earlier indirect tax regime where taxes were collected by
the state in which goods were produced, leading to imbalances in revenue distribution. Under the destination-
based system, the tax revenue goes to the state where the goods or services are actually consumed, not where
they originate. This model ensures equitable distribution of revenue among consuming states and aligns with

the broader goal of fiscal federalism.

The destination-based nature of GST corrects the distortions in the previous system where producing states used
to gain disproportionately due to the origin-based levies like central sales tax. For instance, if a manufacturer in
Maharashtra sells goods to a retailer in Karnataka, under GST, the Integrated GST (IGST) is collected by the
Central Government and later apportioned to Karnataka, the destination state. This approach avoids revenue

loss for consuming states and encourages fairness in tax distribution.

Complementing the destination-based approach is India’s dual GST model, which allows both the central and

state governments to simultaneously levy GST on the same taxable event. The dual model was adopted to

respect the federal structure of the Indian Constitution, where both levels of government need to have
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independent revenue-raising powers. Hence, intra-state supplies attract CGST and SGST, while inter-state

supplies attract IGST.

The dual model is a pragmatic solution tailored to India’s complex political and administrative environment. It
ensures fiscal autonomy for both levels of government while offering the benefits of a harmonized tax regime.
The GST Council plays an instrumental role in ensuring uniformity across states, determining tax slabs,

exemptions, and procedural rules to prevent the re-emergence of tax barriers that GST was designed to remove.

This structure also ensures minimal tax cascading by allowing seamless credit of taxes paid at earlier stages of
supply. The tax is levied only on the value addition at each stage, and tax paid on inputs is credited against the
liability on output. Moreover, the system encourages uniform pricing across the country, reduces the cost of

compliance for businesses operating in multiple states, and boosts the ease of doing business.

Through the combined effect of the destination-based principle and dual tax model, India’s GST system brings
the benefits of a common national market while ensuring fiscal federalism is upheld. It creates a level playing
field for producers and traders across the country, reduces inefficiencies in the tax structure, and promotes

equitable revenue sharing.

8.2.4 Supply as the Taxable Event under GST

In the previous indirect tax regime of India, different taxable events triggered different taxes. For instance,
excise duty was levied on manufacture, VAT on sale, and service tax on provision of service. This fragmented
approach created confusion and allowed for overlaps, disputes, and cascading of taxes. To overcome these
issues, GST introduced a single, comprehensive taxable event known as "supply." Under the GST framework,
all taxes are levied on the supply of goods and services, making the system uniform and consistent across sectors

and states.

The term “supply” under GST is broad and inclusive. As per Section 7 of the CGST Act, 2017, supply includes
all forms of supply of goods or services or both such as sale, transfer, barter, exchange, license, rental, lease or
disposal made or agreed to be made for a consideration in the course or furtherance of business. This definition

ensures that almost every commercial transaction involving goods or services is covered under the tax net.
There are three major elements that make a transaction a taxable supply:
1. There must be a supply of goods or services or both.

2. The supply should be for consideration (except in specified cases such as supplies between related

parties or branches under Schedule I).
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3. The supply should be made in the course or furtherance of business.

In certain exceptional cases, GST is levied even without consideration. These are detailed under Schedule I of
the CGST Act and include transactions such as permanent transfer of business assets, supply between related
persons or between branches of the same entity in different states, and supply of goods by a principal to his

agent or vice versa. These provisions ensure tax compliance even in non-cash or internal transactions.

Further, Schedule II of the CGST Act clarifies whether a particular activity should be treated as a supply of
goods or services. For example, renting of immovable property is treated as a supply of service, while transfer
of right in goods without transferring the title is also categorized as service. This classification removes

ambiguity and ensures consistency in tax treatment.

Supply can also be categorized as intra-state or inter-state based on the location of the supplier and the place
of supply. If both are in the same state or Union Territory, the supply is intra-state and attracts CGST and
SGST/UTGST. If they are in different states or Union Territories, it is considered inter-state and attracts IGST.

The place of supply rules under the IGST Act are crucial in determining the nature of the supply and the
applicable GST type. For goods, the place of supply is generally the location where delivery is made. For

services, the rules are more complex and depend on the nature of service and the recipient’s location.

Additionally, the concept of composite and mixed supply is introduced to clarify tax treatment when multiple
goods or services are supplied together. A composite supply is a bundled supply of goods or services that are
naturally bundled and supplied in conjunction with each other, where one of them is the principal supply. The
tax rate applicable to the principal supply is applied to the entire bundle. For example, a package consisting of
goods and free installation service is a composite supply. On the other hand, a mixed supply refers to two or
more individual supplies bundled together that are not naturally bundled. The highest GST rate among the items
in the bundle is applied.

Thus, under GST, “supply” is the fundamental taxable event and encompasses a wide range of business
transactions. This approach brings clarity, simplifies compliance, and ensures uniformity across different sectors

and regions, laying the foundation for a robust and transparent indirect taxation system.

8.2.5 Input Tax Credit Mechanism

One of the most revolutionary features of GST is the Input Tax Credit (ITC) mechanism, which allows

businesses to claim credit for the tax they pay on inputs (goods or services used in the course of business)

against the tax they collect on outward supplies. The ITC system is designed to eliminate the cascading effect
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of taxes, where tax was levied on tax at every stage of the supply chain in the previous indirect tax regime. This
mechanism ensures that GST is only paid on the value added at each stage, leading to greater transparency and

efficiency.

Under the ITC mechanism, a registered person is entitled to take credit of the tax paid on purchases (input
goods, input services, or capital goods) and use it to set off their tax liability on sales or supplies. For example,
if trader purchases goods worth 21,00,000 and pays 218,000 as GST (input tax), and then sells those goods for
%1,50,000 and collects 327,000 as GST (output tax), the trader can claim ITC of *18,000 and will only need to
pay 29,000 to the government.

However, not all input taxes can be claimed. The eligibility to claim ITC is subject to certain conditions, which

include:
1. Possession of a valid tax invoice or debit note issued by a registered supplier.
2. Receipt of goods or services (or both).

3. Tax charged by the supplier must have been actually paid to the government, either in cash or through

ITC.
4. Filing of the GST return (GSTR-3B) for the relevant tax period.

Additionally, ITC is not allowed in specific cases, such as on personal use, goods lost/stolen/destroyed, free
samples, and certain categories of expenses like food, beverages, and club memberships (unless used for further

supply). These restrictions are outlined under Section 17(5) of the CGST Act.

To maintain transparency and prevent misuse, the matching concept under the GST framework ensures that ITC
is granted only if the supplier has also declared the same invoice in their returns (GSTR-1), which reflects in
the recipient’s GSTR-2B. This requirement has reduced fake billing practices and tax evasion. The auto-
generated input tax credit statement (GSTR-2B) helps taxpayers reconcile their purchases with suppliers’

declarations.

Another critical aspect of ITC is reversal of credit, which may be required in several situations, such as when
payment to the supplier is not made within 180 days of the invoice date, or when inputs are used partly for
exempt supplies or personal consumption. In such cases, the taxpayer must reverse the credit along with

applicable interest.

The concept of input service distributor (ISD) allows companies with centralized billing to distribute input tax

credit to different branches or units, ensuring optimal credit utilization. Additionally, in the case of capital goods,

the entire input tax can be claimed upfront, as opposed to the earlier method where it was spread across years.
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The ITC mechanism is central to achieving the value-added taxation principle of GST. It ensures that only the
net value added is taxed at each stage, making the system economically efficient. Businesses benefit from
reduced costs, improved cash flow, and streamlined operations. At the macro level, it encourages formalization

of the economy and enhances voluntary tax compliance.

However, challenges remain, such as technological glitches, reconciliation errors, and frequent changes in ITC
rules. Continuous updates, robust internal controls, and regular reconciliation have become essential for

businesses to maximize their credit and remain compliant under GST.

Practical Example of ITC Mechanism

Suppose a manufacturer of furniture buys raw wood worth X5,00,000 and pays 18% GST =390,000 as input
tax. Later, the manufacturer sells finished furniture to a wholesaler for ¥8,00,000 and charges 18% GST =

%1,44,000.
e Input Tax Paid (on wood): 390,000
e Output Tax Collected (on furniture): X1,44,000
e Net Tax Payable after ITC: %1,44,000 — 390,000 =354,000

Here, the manufacturer pays only on the value added (%3,00,000) rather than the total transaction value. This

prevents the cascading effect of tax and ensures GST is levied only on incremental value addition.

Knowledge Check 1

Choose the correct options:

1. GST in India is primarily a:
a) Origin-based tax
b) Income-based tax

¢) Destination-based tax

d) Export-based tax
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2. IGST is applicable on:
a) Intra-state supply

b) Import & export

c¢) Exempt supply

d) Personal use items

3. Supply under GST includes:
a) Only sale

b) Only services

¢) All commercial transfers

d) Personal transfers

4. ITC can be claimed only if:
a) Payment is made in 30 days
b) Goods are gifted

¢) Goods/services are received

d) Sale is within same state

5. UTGST is applicable in:
a) All states

b) Metro cities

¢) Union Territories

d) SEZ zones

8.3 Comparative Analysis with Previous Tax System

The introduction of Goods and Services Tax (GST) marked a structural shift in India’s indirect taxation
framework. This section provides a detailed comparison between the pre-GST indirect tax system and the GST
regime, highlighting structural inefficiencies, cascading tax effects, reforms brought by GST, and changes in

compliance and transparency. It also examines the transitional challenges faced by taxpayers and the

government.
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8.3.1 Pre-GST Indirect Tax Structure (Excise, VAT, Service Tax, etc.)

Before the implementation of GST in 2017, India's indirect tax system was fragmented and complex, with
different taxes levied by the central and state governments at multiple stages of the supply chain. The central
government-imposed taxes such as Central Excise Duty, Service Tax, Customs Duty, and Additional Duties
of Excise, while state governments levied Value Added Tax (VAT), Entry Tax, Entertainment Tax, Luxury
Tax, and Octroi, among others. These taxes were governed by different laws, rates, definitions, and compliance

requirements, making the system cumbersome for businesses and confusing for consumers.

Central Excise Duty was levied on the manufacture of goods within India. It applied only at the manufacturing
stage and was governed by the Central Excise Act, 1944. It did not apply to traders or retailers and often led to
valuation disputes. Service Tax was imposed on specific taxable services by service providers, with the tax
being passed on to the recipient. It was introduced in 1994 and saw many amendments over the years, especially

with the introduction of the Negative List and Place of Provision rules.

On the state side, VAT was levied on the sale of goods and varied from state to state, both in terms of rates and
classification of goods. It was designed as a destination-based tax, allowing input tax credit only within the
same state. However, inter-state transactions attracted Central Sales Tax (CST), which did not permit credit,

leading to increased costs for businesses.

There were also several other levies like Luxury Tax, charged on high-end hotels and certain goods;
Entertainment Tax, imposed on cinema halls and amusement parks; and Entry Tax/Octroi, collected when
goods entered a municipal or state boundary. Each of these had different procedural requirements and filing

mechanisms.

This multi-layered tax structure led to multiple issues such as non-uniform tax rates across states, multiple
registrations, and lack of credit chain continuity. The burden of tax compliance was high, and businesses had to
maintain separate records and file different returns for each tax. The tax system lacked coordination and
cohesion, which increased transaction costs and made business operations more difficult, particularly for

enterprises operating in multiple states.

8.3.2 Cascading Effect of Taxes in the Old System

One of the major drawbacks of the pre-GST regime was the cascading effect of taxes, commonly referred to

as “tax on tax.” Cascading occurred when a tax was levied on a value that already included a previous tax,

thereby increasing the overall tax burden on the final consumer. This issue stemmed from the non-availability
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of cross-credit between central and state taxes, and between different types of taxes like excise duty, service

tax, and VAT.

For example, when a manufacturer purchased raw materials, he paid excise duty and VAT on them. Upon
manufacturing and selling the goods to a distributor, excise duty was levied again on the final product. The
distributor, in turn, paid VAT on the value of the product, which already included the excise duty component.
Since there was no credit allowed between central excise and VAT, the same transaction ended up being taxed

multiple times.

The situation worsened in inter-state transactions. When goods were moved from one state to another, Central
Sales Tax (CST) was levied. CST was not creditable, meaning businesses could not use the CST paid on inter-
state purchases to offset their output tax liability. This resulted in increased costs, inefficient supply chains, and

artificial barriers to inter-state trade.

In the service sector, service providers could claim credit for service tax paid on inputs but were unable to utilize
that credit if their clients were located in different states and subject to state-level VAT. This mismatch led to
unutilized credits and a higher cost of doing business. Small businesses, in particular, bore the brunt of these

inefficiencies, as they had limited financial and technological resources to manage multiple tax systems.
The cascading effect had several adverse consequences:
o Increased cost of goods and services, making Indian products less competitive in global markets.

o Distortion in production and distribution decisions, as businesses attempted to minimize tax liability

rather than optimize logistics or efficiency.
e Reduced transparency, as the embedded tax costs were not visible to the final consumer.
e Limited input tax credit, which disrupted the tax chain and discouraged voluntary compliance.

Thus, the absence of a unified credit mechanism across different taxes significantly hindered economic
efficiency and transparency. Businesses were forced to engage in complex tax planning and often had to absorb
the tax cost themselves, reducing their profitability. The introduction of GST sought to address this fundamental

issue by allowing seamless input tax credit across goods and services and between central and state levies.

8.3.3 Key Reforms Brought by GST

The Goods and Services Tax was introduced with the intent of creating a modern, efficient, and unified tax

system. It brought several transformative reforms that replaced the existing multi-tax system with a single,
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integrated framework that promotes transparency, compliance, and economic growth. These reforms addressed
the inefficiencies and distortions of the pre-GST regime, significantly improving the ease of doing business in

India.

The most notable reform was the elimination of multiple taxes and the consolidation into a single GST
structure, which subsumed central taxes like excise duty, service tax, and CVD, along with state taxes like
VAT, entry tax, luxury tax, and entertainment tax. This unification simplified compliance, reduced the number

of returns, and eliminated confusion over overlapping jurisdictions.

Another major reform was the introduction of Input Tax Credit (ITC) across goods and services, allowing
businesses to claim credit for taxes paid on inputs regardless of whether the input was a good or service. This
eliminated the cascading effect and ensured that tax was only paid on value addition at each stage. For instance,
a software company can now claim credit on office rent or furniture purchases, which was not possible under

the previous system.

GST also adopted a destination-based tax model, ensuring that tax revenue goes to the state where
consumption takes place rather than where the goods are produced. This helped remove the distortions caused

by CST and incentivized smoother inter-state trade and distribution networks.

The creation of the GST Council was another key institutional reform. It comprises representatives from both
the central and state governments and is tasked with making recommendations on tax rates, exemptions, and
procedural rules. This promotes cooperative federalism and ensures that states retain fiscal autonomy while

adhering to a unified tax system.

Technology-driven compliance is another hallmark of GST. The introduction of the Goods and Services Tax
Network (GSTN) as a digital platform for registration, return filing, payment, and refund processes has
increased transparency and accountability. With all transactions recorded electronically, tax evasion has become

more difficult, and data-driven decision-making has improved.

Further reforms include the e-way bill system to monitor the movement of goods, anti-profiteering rules to
ensure that the benefit of input tax credit is passed on to consumers, and the composition scheme for small

taxpayers, which simplifies compliance for businesses with limited turnover.

These reforms collectively aim to create a unified economic space in India, enhance tax revenue through better
compliance, improve competitiveness by lowering costs, and foster economic integration. The system is still

evolving, with continuous changes to address issues faced by stakeholders, but the foundational shift brought

about by GST has been one of the most significant tax reforms in India’s history.
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8.3.4 Compliance, Filing, and Transparency Under GST

One of the most impactful reforms introduced through GST was the significant overhaul of the compliance
framework. Prior to GST, compliance was complicated due to multiple taxes, separate laws, and different filing
systems for central and state levies. Businesses were required to file numerous returns with different tax
departments, maintain separate records for VAT, service tax, excise, and follow varying audit norms. The GST
regime, by contrast, established a unified, digital compliance system designed to enhance transparency,

streamline filing processes, and reduce tax evasion.

The cornerstone of GST compliance is the Goods and Services Tax Network (GSTN), a robust IT
infrastructure created to facilitate all compliance-related activities online. Registration, tax payments, invoice
matching, return filing, refund applications, and grievance redressal are all conducted through this portal. This
digitalization has increased taxpayer accountability and significantly reduced human interface, thus minimizing

chances of corruption or discretionary practices.

Under GST, businesses must file periodic returns that report their sales, purchases, input tax credits, and tax
liability. The main types of returns include GSTR-1 for outward supplies, GSTR-3B for summary returns and
tax payment, and GSTR-9 for annual returns. Returns are interlinked via an auto-populated mechanism, which
facilitates invoice matching, ensuring that the buyer claims input credit only if the seller has declared the
corresponding sale. This system has brought a high degree of transparency to tax reporting and discouraged the

practice of issuing fake invoices or over-reporting input credit.

Furthermore, the use of e-invoicing for larger businesses (and gradually being extended to smaller firms)
ensures that every invoice is recorded in real time and verified by the GSTN portal. This initiative strengthens

compliance monitoring, helps in automatic return preparation, and improves the credibility of tax invoices.

GST has also introduced the e-way bill system, a pan-India electronic permit for the movement of goods above
a specific value. This system has helped curb tax leakage during transit, improved logistics efficiency, and

eliminated the need for multiple border check-posts, thereby reducing transit time and transport costs.

The compliance system also includes mechanisms for self-assessment as well as audit and scrutiny by tax

authorities, ensuring a balance between trust-based governance and regulatory oversight. Taxpayers are

encouraged to voluntarily report their liabilities and claim credits appropriately, subject to future scrutiny.




ATLAS

SKILLTECH
UNIVERSITY

In terms of transparency, GST has created a system where all transaction data is traceable, validated, and
auditable. This has increased confidence among stakeholders and investors. With the help of analytics and data

mining, authorities can now detect mismatches, tax evasion, and under-reporting more efficiently.

Despite these improvements, the compliance system has not been without its challenges. Frequent changes in
return formats, technical issues on the GSTN portal, and the complexity of reconciliation between GSTR-2A/2B
and purchase records have posed problems, especially for small and medium enterprises (SMEs). Additionally,

the high frequency of return filing continues to be burdensome for many businesses.

Nevertheless, GST has laid a strong foundation for a transparent, technology-driven tax administration that

promotes responsible business behavior and strengthens government revenue without raising tax rates.

Did You Know?

"GST compliance in India is almost entirely digital—one of the largest such systems globally—covering
over 1.3 crore taxpayers. From registration to return filing and refund processing, all key processes are
carried out online through the GSTN, significantly reducing paperwork and enhancing real-time

monitoring."

8.3.5 Challenges and Criticisms in the Transition to GST

While the Goods and Services Tax was a landmark reform aimed at simplifying and unifying the indirect tax
system, its implementation and transition came with a host of challenges and criticisms. The ambitious scale of
the reform, combined with the complexity of India’s federal structure and the diversity of stakeholders, made

the transition process difficult and, in many cases, disruptive for businesses and tax authorities alike.

One of the primary challenges during the transition was the technological readiness of businesses, especially
small and medium enterprises. The complete reliance on a digital platform for registration, invoicing, return
filing, and payment required a high degree of IT literacy, stable internet access, and system integration. Many
small businesses in semi-urban and rural areas were ill-equipped to adapt quickly to this model, leading to

compliance issues and fear of penalties.

The GSTN portal, which was central to all compliance operations, faced significant technical glitches in the

early months after the rollout. Return filings would time out, invoices would not upload properly, and
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reconciliation errors were common. This led to confusion and frustration among taxpayers and forced the
government to defer several filing deadlines. The frequent amendments and notifications added to the

compliance burden, leaving businesses with little time to adapt.

Another concern was the complexity of the tax structure itself. Contrary to the initial vision of having a single
standard GST rate, India introduced a multi-tier rate system with four primary tax slabs (5%, 12%, 18%, and
28%), along with a cess on certain goods. This led to classification disputes, rate confusion, and lobbying for
rate reductions. Businesses dealing with multiple product categories struggled to apply the correct rates, and

differences in interpretation between states led to uncertainty.

The working capital pressure was another major issue, particularly due to the delayed refunds for exporters
and inverted duty structure cases (where tax on inputs was higher than on outputs). Many exporters experienced
severe cash flow shortages as refund processing took longer than expected, despite being promised as a smooth,

fast-track system under GST.

There were also criticisms regarding the compliance cost. Although the system was meant to reduce the
compliance burden, the reality for many small businesses was an increase in administrative tasks, return filings,
and the need to hire professionals for regular support. This was particularly difficult for micro-enterprises

operating in unorganised sectors.

From a policy perspective, critics argued that the frequent rate changes and notifications undermined the
stability of the tax system. Businesses found it hard to plan inventory, pricing, and contracts due to the lack of
predictability. Moreover, issues with the anti-profiteering mechanism led to disputes and compliance concerns,

as businesses were unsure how to prove whether they had passed on the benefit of input tax credit to consumers.

Despite these challenges, it is important to recognize that GST was one of the most comprehensive reforms
attempted in India’s post-independence history. The transition required balancing the interests of 29 states,
multiple Union Territories, various industries, and millions of taxpayers. The government took several measures
to ease the process, such as deferring deadlines, rationalising rates, introducing the composition scheme for

small taxpayers, and simplifying the return formats.

In conclusion, while the GST transition was not without its flaws, it laid the groundwork for a unified, efficient
tax structure. Continuous feedback, policy flexibility, and stakeholder engagement have been essential in

overcoming transitional challenges, and ongoing reforms are expected to further stabilize the system in the

coming years.
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8.4 Summary

1. The Goods and Services Tax (GST) is a unified indirect tax introduced to replace multiple indirect taxes in

India.

2. GST follows a destination-based and value-added taxation model, where tax is collected at each stage of the

supply chain.

3. It subsumed central taxes like excise duty, service tax, and state taxes such as VAT, entry tax, and

entertainment tax.
4. GST is structured as a dual model with components: CGST, SGST, IGST, and UTGST.
5. The concept of “supply” is the taxable event under GST, replacing earlier concepts like manufacture or sale.

6. Input Tax Credit (ITC) under GST allows businesses to claim credit for tax paid on inputs against output

tax liability.
7. The GST system is fully digital, from registration to return filing, facilitated through the GSTN portal.
8. One of the major pre-GST challenges was the cascading effect of taxes, leading to higher final prices.

9. GST addressed inefficiencies of the earlier regime and promoted compliance through invoice matching and

e-invoicing.

10. Despite initial challenges like technological issues and rate complexities, GST continues to evolve for

greater efficiency.

11. The GST Council is a constitutional body that governs rate decisions, compliance policies, and system

improvements.

12. GST enhances transparency, boosts inter-state trade, and aims to simplify the tax environment for all

businesses.

8.5 Key Terms

1. GST (Goods and Services Tax) — A unified tax levied on the supply of goods and services across India.

2. CGST - Central Goods and Services Tax collected by the central government on intra-state transactions.

3. SGST - State Goods and Services Tax collected by the state government on intra-state transactions.
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4. 1IGST - Integrated Goods and Services Tax levied on inter-state transactions and collected by the central

government.
5. UTGST — Union Territory GST levied in Union Territories in place of SGST.
6. Input Tax Credit (ITC) — Credit for input tax paid on purchases, used to offset output tax liability.
7. Supply — The taxable event under GST, including sale, transfer, exchange, lease, or disposal.
8. GSTN — Goods and Services Tax Network, the online platform for GST compliance and administration.

9. GST Council — A constitutional body that recommends tax rates, exemptions, and policy decisions under

GST.
10. E-way Bill — An electronic permit required for the movement of goods above a certain value.
11. Composite Supply — A bundle of goods or services naturally bundled with one being the principal supply.

12. Mixed Supply — A bundle of independent goods or services sold together that are not naturally bundled.

8.6 Descriptive Questions

1. Explain the key features of the pre-GST indirect tax system and discuss the challenges it posed.

2. What is the cascading effect of taxes? How does GST help in eliminating this problem?

3. Describe the types of GST in India and explain how they function in intra-state and inter-state transactions.
4. What are the major reforms brought by GST in the Indian taxation system?

5. Define the term “supply” under GST. Why is it considered the cornerstone of the GST framework?

6. Explain the Input Tax Credit mechanism under GST. What are its conditions and limitations?

7. Discuss the role of the GSTN in ensuring transparency and improving tax compliance in India.

8. Highlight the key challenges and criticisms faced during the transition from the old tax system to GST.

8.7 References

1. Central Goods and Services Tax Act, 2017

2. Constitution (101st Amendment) Act, 2016
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3. Ministry of Finance, Government of India — GST Overview and Reports
4. CBIC GST Manual and Notifications
5. Reports of the GST Council and Parliamentary Committees on GST

6. Economic Survey of India — Chapter on Indirect Taxation Reforms

Answers to Knowledge Check

Knowledge Check 1

1. c) Destination-based tax

2. b) Import & export

3. c¢) All commercial transfers

4. c) Goods/services are received

5. ¢) Union Territories
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8.8 Case Study

GST Implementation at Arya Electronics Pvt. Ltd.

Background

Arya Electronics Pvt. Ltd. is a mid-sized company based in Ahmedabad that manufactures and
distributes consumer electronics such as LED TVs, washing machines, and sound systems. Prior to the
implementation of GST in 2017, the company operated under the traditional indirect tax regime,
dealing separately with excise duty, VAT, CST, and service tax. With operations spanning across
multiple states in India, the company faced high compliance costs, blocked input credits, and frequent

issues during inter-state transport of goods.
Post-GST Transition

After GST came into effect, Arya Electronics was required to migrate to the new tax system. The
company undertook significant changes including software upgrades, staff training, and realignment of
accounting procedures. While the GST framework simplified many aspects, it also introduced new
compliance obligations like e-way bills, monthly filings, and invoice matching, which created initial

confusion and cash flow constraints.
Problem Statements

1. Loss of Input Tax Credit Due to Vendor Non-compliance
Arya Electronics noticed that a large portion of its eligible input tax credit was not reflected in

its GSTR-2B form because some suppliers failed to upload invoices or file GSTR-1 on time.

2. Working Capital Pressure from Delayed Refunds
The company exports a portion of its products. Although GST promised faster refunds on zero-
rated supplies, Arya faced several months of delay in receiving the refund amounts, leading to

cash flow challenges.

3. Complex Classification of Products
GST rates vary based on product categories. Arya faced difficulty in classifying newer models

of multi-functional electronics, leading to disputes with vendors and tax authorities about

applicable rates.
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Solutions Implemented

For Vendor Compliance and ITC Matching

Arya Electronics implemented a strict vendor selection and evaluation process, where vendors were
rated based on compliance history. Purchase orders were modified to include penalty clauses for non-
compliance. The company also began using automated reconciliation software to match purchase

invoices with GSTR-2B.

For Managing Working Capital and Refunds

Arya established a dedicated tax team to handle refund applications with detailed documentation and
regular follow-ups with the GST portal and tax officers. They also shifted to monthly refund
applications instead of quarterly to expedite fund inflow. Alternate funding lines were arranged

temporarily to handle working capital requirements.

For Product Classification Issues

The company engaged a GST consultant to prepare advance ruling applications to clarify tax rates on
disputed products. Product teams were trained to study HSN code classifications carefully before
launching new models. A centralized tax code master database was created and linked to ERP to

ensure rate consistency.

Reflective Questions

1. How did GST’s reliance on vendor compliance impact the input tax credit mechanism for Arya

Electronics?
2. What are the implications of delayed GST refunds on exporters' working capital?

3. Why is correct product classification essential under GST and what are the risks of

misclassification?

4. What role does internal automation play in managing GST compliance efficiently?

5. How can companies balance compliance obligations with operational flexibility under GST?
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Conclusion

The case of Arya Electronics highlights the practical challenges businesses face in adapting to the GST
regime. While GST has simplified taxation and created a unified national market, it demands a high
level of technological readiness, compliance accuracy, and coordination with vendors. Proactive
strategies such as digitization, professional advisory, vendor control, and process optimization are
critical for businesses to fully benefit from the GST system. The experience of Arya Electronics

illustrates that while GST offers significant long-term gains, its successful implementation requires

ongoing adaptability and process discipline.




ATLAS

SKILLTECH
UNIVERSITY

Unit 9 Registration under GST & Types

Learning Objectives

> D

© =N oW

To explain the concept and importance of registration under the Goods and Services Tax (GST) system.
To identify the categories of persons and businesses required to obtain GST registration.

To analyze the threshold limits for GST registration and their applicability across different states and sectors.
To distinguish between the different types of GST registration such as regular, casual, non-resident, and
composition schemes.

To describe the step-by-step procedure involved in obtaining GST registration online.

To evaluate the benefits and obligations arising from GST registration for businesses.

Comparing voluntary and mandatory GST registration and assess their implications for business operations.

To understand the consequences of non-registration or delayed registration under GST law.

Content

9.0  Introductory Caselet

9.1 Eligibility Criteria for GST Registration
9.2 Types of GST Registrations

9.3  Registration Procedure and Compliance
9.4 Summary

9.5 Key Terms

9.6  Descriptive Questions

9.7  References

9.8  Case Study
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9.0 Introductory Caselet

“The Dilemma of FreshStart Enterprises: Choosing the Right GST Registration”

FreshStart Enterprises, founded by Mr. Arjun Sharma, is a growing business specializing in the trading of home
appliances such as refrigerators, washing machines, and small kitchen gadgets. Initially, the business operated
in a single district of Uttar Pradesh with modest sales. Since the turnover was below the prescribed threshold

limit of ¥40 lakhs, Mr. Sharma did not opt for GST registration, considering it unnecessary at that stage.

However, within two years, the company witnessed rapid expansion. FreshStart Enterprises established outlets
in three more states and began online sales through e-commerce platforms. As a result, the firm’s turnover
crossed the threshold limit for GST registration. With this growth, Mr. Sharma realized that GST registration

was no longer optional but mandatory.

While researching the registration process, he discovered that there are multiple categories of registration under

GST:
o Regular GST Registration: For businesses engaged in taxable supply across India.

o Composition Scheme: For small taxpayers with lower turnover, allowing simplified tax payment but

with restrictions on inter-state trade and input tax credit.

e Casual Taxable Person Registration: For businesses operating temporarily in fairs, exhibitions, or

events.

o Non-Resident Taxable Person Registration: For foreign businesses supplying goods or services in

India without a fixed place of business.
e Voluntary Registration: Even for those below the threshold limit, allowing credibility and ITC benefits.

Mr. Sharma is now at a crossroads. On the one hand, the Composition Scheme seems attractive due to its
reduced compliance requirements, but it does not support interstate business or e-commerce. On the other hand,
Regular GST Registration allows full participation in interstate trade and input tax credit claims but involves

higher compliance costs.

FreshStart Enterprises needs to make a decision that aligns with its current operations (multi-state business

and online sales) as well as its future expansion goals (becoming a recognized brand nationwide).

Critical Thinking Question:
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If you were the advisor to FreshStart Enterprises, which type of GST registration would you recommend and

why? In your answer, evaluate the trade-offs between compliance requirements, cost implications, and growth

opportunities for the business.
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9.1 Eligibility Criteria for GST Registration

The introduction of the Goods and Services Tax (GST) in India was a landmark reform aimed at consolidating
multiple indirect taxes into a single unified system. Registration under GST is the first and most critical step for
a business to be recognized as a legitimate part of the GST regime. It is not merely a formality but an essential
compliance requirement that allows businesses to charge tax on outward supplies, collect it from customers,
and claim credit for taxes paid on inputs. Eligibility for registration under GST is governed by statutory
provisions, notifications, and rules that collectively determine who must register, who may opt to register
voluntarily, and who is exempt. These provisions are laid out primarily under Section 22 (persons liable for
registration) and Section 24 (cases of compulsory registration) of the Central Goods and Services Tax Act,
2017. In addition, state-specific threshold limits, provisions for voluntary registration, and exemptions create a

structured framework balancing revenue needs with ease of doing business.

9.1.1 Persons Liable for Registration [Section 22]

Section 22 forms the foundation of GST registration. It specifies that every supplier whose aggregate turnover
in a financial year exceeds the threshold prescribed is liable to register. This section applies universally across

individuals, firms, and organizations engaged in the supply of goods or services.
The term “person” under GST has a very broad scope. It includes:
o Individuals running a business in their own name.
e Hindu Undivided Families (HUFs), where family members jointly carry on business.
o Partnership Firms and LLPs, whether registered or unregistered.
o Companies (public, private, or government-owned).
e Societies, Associations of Persons (AOPs), and Trusts engaged in commercial activities.
e Government departments or local authorities supplying taxable goods or services.
e Artificial Juridical Persons, such as cooperatives and clubs.

The liability is based on aggregate turnover, which is defined comprehensively to avoid loopholes. Aggregate

turnover includes taxable supplies, exempt supplies, exports, and inter-state supplies. However, it excludes taxes

like CGST, SGST, IGST, UTGST, and cess. For example, a trader in Maharashtra selling taxable goods worth
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%35 lakhs and exempt goods worth X10 lakhs has an aggregate turnover of 345 lakhs and will therefore need to
register under GST.

Another critical feature of Section 22 is its application to structural changes in business. When a business is
transferred as a going concern, the transferee must obtain registration from the date of transfer, ensuring tax
continuity. In the case of mergers, demergers, or amalgamations, the resultant entity has to take fresh registration

as per the scheme approved under the Companies Act.

In short, Section 22 creates a turnover-based benchmark for liability while ensuring that all forms of business

entities are brought under the tax net once they reach a size significant enough to warrant compliance.

9.1.2 Mandatory Registration under Certain Cases [Section 24|

Section 24 goes beyond turnover. It mandates registration in specific cases where the risk of tax leakage or the
importance of monitoring is high. This provision overrides Section 22, meaning that even if turnover is below

the threshold, registration becomes compulsory.
The categories covered under Section 24 include:

o Inter-State Suppliers: Any supplier making taxable supplies across state boundaries must register. For
instance, a Delhi-based seller supplying goods to customers in Haryana must register regardless of
turnover. Although later amendments provided relaxation for service providers, suppliers of goods

remain fully covered.

o Casual Taxable Persons: Businesses that occasionally supply goods or services in a state where they
do not have a fixed place of business must register. An example is a jeweler from Rajasthan who sets up

a temporary stall at a trade fair in Gujarat.

o Non-Resident Taxable Persons: Foreign businesses making taxable supplies in India are required to
register before commencing their operations. This ensures that overseas suppliers also contribute to

Indian GST revenue.

o Agents Supplying on Behalf of Others: Persons like consignment agents, brokers, or auctioneers

supplying goods on behalf of another principal must register. This ensures transparency in indirect

transactions.
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e E-Commerce Operators and Aggregators: Platforms such as online marketplaces or service
aggregators (for example, ride-hailing or food delivery apps) must compulsorily register. Sellers using

e-commerce portals may also need to register, depending on the business model.

e Input Service Distributors (ISD): A head office distributing tax credit on input services to various

branches must register to perform this function.

e Persons under Reverse Charge: Businesses liable to pay tax under the reverse charge mechanism must

register irrespective of their turnover.

Section 24 highlights the proactive approach of GST law to bring diverse forms of trade under the tax umbrella.
The emphasis on inter-state trade, e-commerce, and intermediaries reflects the government’s intent to minimize

revenue leakage and ensure comprehensive tax compliance.

9.1.3 Threshold Limits for Goods and Services (State-Wise Variation)

Threshold limits are central to determining liability under Section 22. They vary according to whether the supply

is of goods or services and also by the state where the business operates.

For goods, the standard threshold is 40 lakhs aggregate turnover in most states. For services, it is 320 lakhs.
However, for special category states (such as Arunachal Pradesh, Mizoram, Manipur, Meghalaya, Nagaland,

Sikkim, Tripura, and Uttarakhand), lower limits apply: 320 lakhs for goods and %10 lakhs for services.

This variation recognizes the diversity of India’s economy. Northeastern and hilly states with smaller markets

and logistical constraints are given lower limits to ensure early inclusion in the GST system.
Some additional points regarding threshold limits include:

o State’s Option to Adopt Threshold: States are given the option to continue with the X20 lakh limit for

goods instead of 40 lakhs, based on their revenue considerations.

e Separate Consideration for Goods and Services: Businesses engaged in both must assess their

turnover separately under the respective limits.

o Applicability to Multi-State Businesses: A business operating in more than one state must comply with

the threshold rules of each state individually. Crossing the limit in one state triggers liability to register

in that state.
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o Timeframe for Registration: Once the turnover exceeds the threshold, the business must apply for

registration within 30 days.

This dual system of thresholds balances uniformity with flexibility, enabling states to tailor compliance

requirements to their economic conditions while ensuring nationwide coverage of GST.

9.1.4 Voluntary Registration and Its Implications

The GST regime allows for voluntary registration, enabling businesses below the threshold limit to choose to
register if they find it strategically beneficial. This provision acknowledges that registration may offer

advantages beyond compliance.
The primary benefits of voluntary registration are:

« [Eligibility for Input Tax Credit (ITC): Businesses can claim credit for the GST paid on their purchases,

thereby reducing tax costs and improving profitability.

e Increased Market Credibility: Being registered under GST adds to a business’s professional image

and enhances trust among customers and partners.

o Access to B2B Opportunities: Many larger organizations and government departments prefer dealing

with GST-registered vendors to ensure smooth credit flow.

o Freedom to Trade Across States: Voluntary registration allows inter-state supplies and selling through

e-commerce platforms, which would otherwise be restricted.

o Future proofing: Startups and small enterprises anticipating rapid growth can align with compliance

early, making later transitions smoother.
However, voluntary registration comes with obligations:

o Mandatory Compliance: Registered persons must file returns regularly, maintain records, and deposit

collected tax within prescribed timelines.

o Administrative Costs: Smaller businesses may face increased compliance costs in terms of accounting,

filing, and professional fees.

o Impact on Cash Flow: Businesses need to charge GST on their supplies and deposit it, which may

affect liquidity.
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Thus, voluntary registration represents a strategic trade-off. For some, it may open new markets and improve
efficiency, while for others it may create unnecessary compliance burdens. Businesses must carefully weigh the

advantages against the obligations before opting for it.

9.1.5 Exemptions from Registration

GST law also recognizes that certain categories of persons and businesses should not be burdened with
registration, either due to their small size, social importance, or the nature of their supplies. Exemptions thus

form a critical part of the registration framework.
Key categories exempted from registration include:

e Suppliers of Exempt Goods or Services: Persons engaged wholly in exempt supplies such as
agricultural produce, healthcare, and education need not register. Since these sectors are exempt from

tax, registration would serve no practical purpose.

e Agriculturalists: Farmers supplying produce from cultivation of land are exempt, acknowledging the

essential and vulnerable nature of agriculture in India’s economy.

e Small Service Providers: Those with turnover within the prescribed thresholds and not otherwise

covered under mandatory categories do not need to register.

e Persons Engaged Only in Reverse Charge Transactions: Recipients liable to pay tax under RCM

need not register unless they engage in other taxable supplies.

e Government Notified Exemptions: From time to time, the government may notify specific exemptions

for certain businesses or sectors.

The rationale for exemptions is twofold: first, to reduce compliance burden for small businesses and socially

significant sectors, and second, to avoid unnecessary administrative costs for tax authorities.

“Activity: Evaluating GST Registration in Practical Scenarios”

In this activity, learners will be given detailed real-life scenarios to analyze. For example, a retail shop

in Assam with turnover of X18 lakhs, a freelance designer in Delhi earning X12 lakhs annually, a farmer

in Punjab selling wheat produce worth 325 lakhs, an e-commerce seller in Mumbai supplying goods
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nationwide with turnover of 210 lakhs, and a multinational company establishing its first branch office
in India. For each case, students must decide whether GST registration is required under Section 22 or
Section 24, identify applicable threshold limits, and consider whether voluntary registration may be
beneficial. They must also justify their answers with reasoning, citing provisions of the Act and practical
implications. This activity enables students to apply statutory knowledge to real-world circumstances,

building their ability to critically analyze compliance obligations.

9.2 Types of GST Registrations

The Goods and Services Tax (GST) system in India recognizes that businesses vary widely in terms of size,
nature, and geographical scope. A single form of registration cannot effectively address the diverse needs of all
taxpayers. Hence, the GST law prescribes different types of registrations tailored for regular businesses, small-
scale traders, temporary suppliers, foreign suppliers, and special entities such as embassies and UN bodies. Each
type of registration comes with its own eligibility requirements, compliance obligations, and implications for
operations. The major categories include Regular Registration, Composition Scheme, Casual Taxable
Person Registration, Non-Resident Taxable Person Registration, and Unique Identification Number

(UIN) registration for special entities.

9.2.1 Regular Registration

Regular registration is the most common and fundamental form of GST registration. It applies to all businesses
making taxable supplies of goods or services once they cross the turnover threshold or if they fall under
mandatory registration categories. A business opting for regular registration receives a unique Goods and

Services Tax Identification Number (GSTIN) that serves as its legal identity under the GST framework.

The process of obtaining regular registration involves applying online through the GST portal, submitting
essential documents such as PAN, Aadhaar, proof of business place, and bank account details, followed by
verification by the authorities. Once approved, the applicant is issued a GSTIN, after which compliance

requirements commence.

Compliance Obligations under Regular Registration:

o Filing of Returns:
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Regular registrants must file periodic GST returns such as GSTR-1, GSTR-3B, and annual returns. This
ensures accurate reporting of sales, purchases, tax liability, and input tax credit. Non-filing attracts late

fees, penalties, and sometimes suspension of registration.
Issuance of Invoices:

A registered business must issue tax invoices containing details like GSTIN, invoice number, HSN/SAC
codes, tax rate, and tax amount. This standardizes transactions and ensures that both buyers and sellers

remain compliant.
Input Tax Credit (ITC):

Regular registrants are entitled to claim ITC on GST paid on inputs, input services, and capital goods

used for business. This reduces cascading taxes and makes the system fair and transparent for businesses.
Record Maintenance:

Proper books of accounts, invoices, credit/debit notes, and stock registers must be maintained for at least

six years. This helps tax authorities during audits and ensures traceability of transactions.

Advantages of Regular Registration:

National Trade Capability:

With regular registration, businesses can engage freely in inter-state trade, supply goods online, or

export, thereby accessing wider markets and customer bases without legal restrictions.
Credibility Enhancement:

GST-registered businesses are often preferred in business-to-business transactions and government

contracts, as their compliance gives confidence to clients and reduces risk in partnerships.
Access to ITC:

By claiming input tax credit, businesses reduce their effective tax burden and improve profitability. This

makes them more competitive compared to unregistered suppliers.

Regular registration is therefore the backbone of GST compliance. It ensures revenue for the government,

provides legitimacy to businesses, and creates an environment of transparency in trade.

9.2.2 Composition Scheme [Section 10] — Eligibility and Conditions
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The composition scheme under Section 10 of the CGST Act is designed to make compliance easier for small

taxpayers. It simplifies tax procedures by allowing eligible businesses to pay tax at a fixed percentage of

turnover instead of regular GST rates. This is particularly beneficial for small traders and manufacturers who

often lack the infrastructure for complex compliance.

Eligibility Criteria for the Composition Scheme:

Turnover Limit:

Businesses with aggregate turnover of up to 1.5 crore in the preceding financial year (X75 lakhs in

special category states) are eligible. This ensures that only small taxpayers can benefit.
Types of Businesses Allowed:

The scheme applies to manufacturers (except those producing notified goods), traders of goods, and
restaurants not serving alcohol. It excludes service providers, though later amendments allowed a few

categories of services.
Restricted Activities:

Inter-state supplies, supply through e-commerce operators, or manufacture of certain notified items like
ice cream, pan masala, and tobacco make businesses ineligible. This ensures the scheme is not misused

by larger players.

Conditions of the Scheme:

Tax Rates:

The composition tax rate varies: 1% of turnover for traders, 2% for manufacturers, and 5% for

restaurants. These fixed rates are lower than standard GST rates but disallow input tax credit.
Invoice Format:

Composition dealers cannot issue tax invoices with GST. Instead, they issue “Bill of Supply,” and they

cannot collect GST from customers separately.
Restriction on ITC:

Input Tax Credit cannot be claimed under this scheme, as it is designed to simplify compliance rather

than provide credit mechanisms.

Advantages of the Composition Scheme:
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e Simplified Compliance:

Dealers file quarterly returns instead of monthly ones, reducing administrative burden. This helps

smaller businesses focus on growth rather than paperwork.
e Lower Tax Liability:

Paying tax at a fixed percentage keeps liabilities predictable and often lower compared to regular rates.
e Encouragement to Formalize:

The scheme brings small traders into the GST net, providing them legitimacy and enabling participation

in formal supply chains.

The composition scheme balances the need for compliance with the financial and operational capacities of small
businesses. It is especially useful for local traders, small manufacturers, and restaurants serving local

communities.

9.2.3 Casual Taxable Person — Meaning and Requirements

A Casual Taxable Person (CTP) is a person who occasionally undertakes taxable supplies in a state where
they do not have a fixed place of business. This category was introduced to regulate temporary business
activities such as trade fairs, exhibitions, seasonal sales, and cultural events where suppliers set up stalls or

shops for a limited time.

A CTP must obtain GST registration before commencing business in the state where the temporary supply is to
be made. The registration is valid for a maximum of 90 days, though it can be extended once for another 90
days. Unlike regular registrants, a CTP must pay an advance tax equivalent to the estimated liability for the

period of registration. This advance payment is adjusted against actual liability when returns are filed.
Key Requirements for Casual Taxable Persons:
e Advance Tax Payment:

A CTP must deposit an estimated amount of GST liability upfront at the time of registration. This ensures

revenue security for the government from temporary businesses.
e No Threshold Exemption:

Even if turnover is small, a CTP must register under GST. Threshold limits applicable to regular

taxpayers do not apply here, since their business activity is temporary in nature.
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e Return Filing:

CTPs must file returns (such as GSTR-1 and GSTR-3B) during their registration period, just like regular

taxpayers, to ensure proper reporting of supplies.
e Limited Validity:

Registration is temporary and tied to specific events or business activities. Once the validity ends, the

registration automatically expires unless extended.
Implications for Businesses:

While CTP registration ensures compliance for temporary suppliers, it also imposes financial and administrative
responsibilities. Many small traders at fairs or exhibitions find the advance tax requirement burdensome, though

it brings them into the formal system.

Did You Know?

“Casual Taxable Persons cannot avail the benefit of threshold exemption under GST. Even if their

supplies amount to just a few thousand rupees, they must register and comply with all requirements.

9.2.4 Non-Resident Taxable Person — Provisions and Compliance

A Non-Resident Taxable Person (NRTP) is a foreign individual or business that supplies taxable goods or
services in India without having a fixed place of business in the country. This category ensures that international

businesses conducting temporary trade in India are also taxed fairly and comply with Indian laws.

Registration as an NRTP is compulsory before commencing business in India. The registration is temporary and
valid for a maximum of 90 days, extendable once. Like CTPs, NRTPs must pay advance tax equivalent to their

estimated liability for the registration period.
Key Provisions for NRTPs:
e Advance Deposit Requirement:

NRTPs must pay advance GST based on their estimated liability before registration. This protects

government revenue in cases where businesses exit after short engagements.

e Compulsory Registration:
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Threshold limits do not apply. Even for small transactions, NRTPs must register, as cross-border

transactions need full monitoring.
o Filing Returns:

NRTPs are required to file periodic returns like GSTR-1 and GSTR-3B within the registration period.
o Taxability:

NRTPs must comply with all GST obligations, including issuing invoices, paying GST, and claiming

input credits (if eligible under their business model).
e No Permanent Establishment Required:

NRTPs can operate without setting up a branch office or fixed establishment, but they must comply with

GST provisions during their temporary activities.

This type of registration ensures that foreign suppliers competing in Indian markets are treated on par with

domestic suppliers, preventing revenue leakage and maintaining fairness.

9.2.5 Unique Identification Number (UIN) for Special Entities

The GST law also recognizes that certain special entities, such as diplomatic missions, embassies, consulates,
and organizations like the United Nations, operate in India but cannot be treated like ordinary taxpayers. For

such entities, a Unique Identification Number (UIN) is issued instead of a GSTIN.
Purpose of UIN:

The UIN system is primarily meant for tracking and enabling refunds of GST paid on procurements. Since
diplomatic and international organizations enjoy tax privileges under international treaties and agreements, they
are not required to pay GST in the long run. However, GST paid on their purchases is refunded through the UIN

system.

Entities Eligible for UIN:
e Specialized Agencies of the United Nations such as UNICEF, UNDP, and WHO.
o Embassies and High Commissions of foreign countries operating in India.

e Consulates and Other Diplomatic Missions recognized under international law.

o Other Bodies notified by the government from time to time.
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Features of UIN Registration:

e Application Process: Eligible entities apply for a UIN through the GST portal with relevant documents

and government authorizations.
e Refund Mechanism: GST paid on inward supplies is refunded upon filing the necessary statements.

e No Tax Collection: Entities with UIN cannot collect GST on outward supplies, as they are not

considered regular taxpayers.

e Identification Purpose: UIN serves as a unique code for tracking purposes and to maintain transparency

in refund claims.

The UIN system respects international commitments while ensuring transparency in the tax administration
process. It enables smooth functioning of diplomatic and international bodies in India without disrupting GST

compliance.

9.3 Registration Procedure and Compliance

The registration procedure under the Goods and Services Tax (GST) law is the foundation of compliance. It is
not only a legal requirement for businesses that cross certain thresholds or fall into compulsory categories, but
also a mechanism that ensures transparency, tax accountability, and recognition of businesses in the Indian
economy. Registration is what enables a business to collect GST, claim input tax credit (ITC), and legally
participate in inter-state trade. Without it, a business is considered non-compliant and is subject to penalties.
The GST registration framework is detailed, involving application through specific forms (GST REG-01 to
REG-06), submission of supporting documents, possible amendments to existing registration, and provisions
for cancellation and revocation. Further, the law also provides for multiple state-wise registrations and
prescribes strict penalties for failure to register or for delays in registration. Together, these provisions create a

structured system of accountability that strengthens GST implementation and minimizes revenue leakage.

9.3.1 Application Process: GST REG-01 to REG-06

The application process for GST registration is standardized and primarily online, making it accessible and
transparent. Applicants are required to go through a series of steps, supported by prescribed forms, to obtain

their GST Identification Number (GSTIN). The GSTIN becomes the unique legal identity of the registered

business in the GST network.
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The sequence of forms is designed to ensure clarity, communication, and accountability:
e GST REG-01 (Application for Registration):

This is the form where the applicant initiates the registration process. It collects details such as the
applicant’s name, business PAN, Aadhaar details, type of business entity, address of the principal place
of business, bank details, and nature of business activity. Supporting documents like proof of identity,
address, and incorporation must be uploaded here. This form is divided into Part A (basic details) and

Part B (detailed business information).
e GST REG-02 (Acknowledgement):

Once REG-01 is successfully submitted, an acknowledgement in REG-02 is generated. This contains an
Application Reference Number (ARN), which is a unique number that allows the applicant to track the

status of the registration at every stage.
e GST REG-03 (Notice for Clarification):

If the officer reviewing the application finds discrepancies or requires additional documents, a notice in
REG-03 is issued. This ensures that applicants are informed of issues and given an opportunity to

provide clarifications.
e GST REG-04 (Response to Clarification):

Applicants must respond to REG-03 by submitting REG-04 within the stipulated time. This form is used
to furnish missing documents, explanations, or rectifications. A prompt and complete response prevents

rejection and speeds up approval.
e GST REG-05 (Rejection of Application):

If the officer is unsatisfied with the application or the response, REG-05 is issued, rejecting the
registration. The reasons for rejection are provided, and applicants may reapply after addressing the

issues.
e GST REG-06 (Certificate of Registration):

Once approved, REG-06 is issued as the certificate of registration. It contains the GSTIN, legal name,

trade name, principal place of business, and the effective date of registration. This certificate legally

authorizes the business to operate under GST.
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By using this structured form-based process, GST ensures standardization and accountability. Every stage is

documented, reducing the scope for disputes, delays, or ambiguity.

9.3.2 Documents Required for Registration

GST registration is not merely a formality; it requires comprehensive documentation to establish the legitimacy
of the applicant and ensure that only genuine businesses are registered. The documents vary according to the

type of business entity applying for registration.
e For Individuals and Sole Proprietors:

Documents include the PAN card of the proprietor, Aadhaar card, proof of business address (like utility
bills or rent agreement), a recent passport-sized photograph, and bank account details. These documents

collectively establish identity, address, and financial authenticity.
e For Partnership Firms and LLPs:

Partnership deed or certificate of incorporation, PAN cards of partners, Aadhaar details, proof of
premises, bank details, and authorization letters for the designated partner are required. These confirm

the legal formation and structure of the partnership.
e For Companies (Private, Public, Government-Owned):

Certificate of incorporation, PAN card of the company, Memorandum and Articles of Association (MOA
and AOA), resolution of the board authorizing signatories, identity proofs of directors, and bank account

details must be submitted. These documents verify legal status, authority, and financial setup.
e For Societies, Trusts, and NGOs:

Registration certificates, PAN of trustees, identity proof, address proof, bank details, and authorization

documents are needed. This ensures that non-profit entities are also properly recognized.
e Proof of Business Premises:

Ownership documents, lease or rent agreements, consent letters, or recent utility bills are accepted as
valid proof of premises. These documents prevent fictitious or fraudulent addresses from being

registered.

e Bank Account Proof:
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Cancelled cheque, bank statement, or passbook copies are mandatory. These documents confirm that the

GSTIN is linked to a genuine bank account for tax payments and refunds.

The requirement of detailed documents reflects the emphasis on authenticity and accountability in GST. It

creates a filter that prevents the misuse of registration by shell companies or fake entities.

9.3.3 Amendments, Cancellation, and Revocation of Registration

Registration details often need to be modified when business circumstances change. Similarly, businesses may
discontinue operations, requiring cancellation of registration, or they may seek revocation if registration was

wrongly canceled.
o« Amendments in Registration:

Businesses are required to update registration details if there are changes in the legal name, principal
place of business, contact information, bank details, or authorized signatory. Minor changes can be auto-
updated, while significant changes require officer approval. Regular amendments ensure accuracy and

reduce compliance complications later.
o Cancellation of Registration:

Taxpayers may apply for cancellation voluntarily when they stop business, when turnover falls below
threshold limits, or when the business is sold or transferred. Authorities may also cancel registrations if

returns are not filed, if GSTIN is misused, or if fraudulent practices are detected.
e Revocation of Cancellation

When an officer cancels a registration, taxpayers can apply for revocation within 30 days of the
cancellation order. Revocation reinstates the GSTIN, allowing the taxpayer to resume legal business

activities.
e Suo Motu Cancellation:

Officers have the power to cancel registration on their own if they detect prolonged non-compliance,
fraudulent invoicing, or misuse of GSTIN. Businesses must then apply for revocation, providing valid

justifications.

These provisions provide flexibility to genuine businesses but also give authorities strong powers to act against

misconduct. It balances compliance with enforcement.
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9.3.4 Multiple Registrations for Multiple States

GST is a dual tax system, where both the center and the states share tax revenue. Since states levy SGST,
businesses must obtain separate registration in each state where they operate. This ensures that revenue flows

to the state where goods or services are consumed.
e Requirement of State-Wise Registration:

If a business has operations in multiple states, it must obtain a unique GSTIN for each state. For example,

a company with offices in Delhi, Gujarat, and Karnataka must hold three separate GSTINS.
o Distinct Person Concept:

Each state-wise registration is treated as a “distinct person.” Supplies between them are considered inter-

state and are taxed under IGST, even though both branches belong to the same company.
e Separate Compliance Obligations:

Each registration comes with independent compliance requirements such as return filing, tax payments,

and record-keeping. This increases workload but ensures accountability at the state level.
e Optional Multiple Registrations within One State:

Large organizations with separate business verticals may choose multiple registrations within the same
state. For example, a conglomerate may register its textile unit and IT services separately for ease of

compliance.

This requirement aligns GST with the principle of destination-based taxation, giving consuming states their

rightful revenue share. However, businesses must plan for increased compliance efforts and resources.

9.3.5 Penalties for Non-Registration and Late Registration

GST law prescribes strict penalties for failure to register when required or for delaying registration. These

provisions discourage tax evasion and ensure discipline in compliance.
e Penalty for Non-Registration:

If a business is liable to register but fails to do so, it must pay the tax due along with interest. Additionally,

a penalty of 10% of the tax (minimum 10,000) is imposed.

e Penalty for Fraudulent Intent:
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Where authorities detect deliberate fraud, the penalty can be 100% of the tax due. Fraudulent cases may

also attract prosecution and imprisonment, depending on the severity.
o Late Registration:

Businesses applying for registration after the due date must pay tax and interest retrospectively from the

date liability arose. This results in higher financial burden and compliance costs.
e Other Consequences of Non-Registration:
o Businesses cannot issue GST-compliant invoices, reducing credibility with customers.
o They lose eligibility to claim input tax credit, increasing costs.
o They cannot legally engage in inter-state trade or sell via e-commerce.
o Persistent non-registration can lead to blacklisting and further legal action.

By linking penalties with both tax and credibility consequences, GST law ensures businesses prioritize timely

registration.

Knowledge Check 1

Choose the correct options:

1. Which form is issued as the GST registration certificate?
a) REG-01
b) REG-03
c) REG-05
d) REG-06

2. Which proof is mandatory to establish business premises?
a) Aadhaar card
b) Rent agreement
c¢) Bank statement

d) Passport

3. Which provision allows registration details to be updated?

a) Cancellation
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b) Amendment
¢) Revocation

d) Suo motu

In GST, branches in different states are treated as?
a) Partners

b) Agents

¢) Distinct persons

d) Same person

Minimum penalty for failure to register when liable is?
a) 31,000

b) %5,000

¢) 10,000

d) %25,000

9.4 Summary

GST registration is the legal recognition provided to businesses enabling them to collect GST and claim

input tax credit.

Section 22 specifies liability based on turnover, while Section 24 mandates compulsory registration for

specific cases.

Threshold limits for registration vary by state and by the nature of supply (goods or services).
Regular registration is the most common type, applicable to all eligible businesses.

The composition scheme simplifies compliance for small taxpayers with limited turnover.

Casual taxable persons must register before supplying goods or services temporarily in a state.
Non-resident taxable persons supplying goods or services in India also require temporary registration.
Special entities like embassies or UN agencies receive a Unique Identification Number (UIN).

Registration requires submission of prescribed forms (REG-01 to REG-06) along with supporting

documents.
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% Amendments, cancellations, and revocations of registration address business changes and compliance

issues.
% Businesses with operations in multiple states must obtain separate state-wise registrations.

¢ Penalties are imposed for non-registration, late registration, or fraudulent registration.

9.5 Key Terms

1. GSTIN: A 15-digit Goods and Services Tax Identification Number assigned to registered businesses.

2. Aggregate Turnover: Total value of taxable, exempt, export, and inter-state supplies, excluding GST and
cess.

3. Composition Scheme: Simplified tax scheme for small taxpayers with turnover below specified limits.

4. Casual Taxable Person: A person who temporarily undertakes taxable supplies in a state where no fixed
place of business exists.

5. Non-Resident Taxable Person: A foreign individual or business supplying goods or services in India
without a fixed place of business.

6. UIN (Unique Identification Number): Registration number issued to special entities like UN bodies and
embassies to claim GST refunds.

7. REG-01: The form used to apply for GST registration.

8. REG-06: The form used to issue the GST registration certificate.

9. Revocation of Cancellation: Process of restoring registration canceled by the tax officer.

10. Distinct Person: State-wise registered entities of the same company treated as separate taxable persons
under GST.

11. Input Tax Credit (ITC): Credit available on GST paid on purchases to reduce tax liability on outward
supplies.

12. Suo Motu Cancellation: Cancellation of registration by tax authorities on their own initiative due to non-

compliance or fraud.
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9.6 Descriptive Questions

1. Explain the eligibility criteria for GST registration under Sections 22 and 24 of the CGST Act.

2. Discuss in detail the types of GST registration available in India with examples.

3. Describe the registration procedure under GST, highlighting the purpose of forms REG-01 to REG-06.

4. What documents are required for GST registration? Differentiate requirements for individuals, firms, and

companies.
5. Explain the process and grounds for cancellation and revocation of GST registration.
6. Why is multiple registration required for businesses operating in different states? Discuss its implications.
7. Discuss penalties applicable for non-registration and late registration under GST law.

8. [Evaluate the significance of voluntary registration and its advantages and limitations for small businesses.

9.7 References

1. Central Goods and Services Tax Act, 2017.

2. Integrated Goods and Services Tax Act, 2017.

3. Goods and Services Tax Rules, 2017.

4. Institute of Chartered Accountants of India (ICAI) — Study Material on GST.
5. Government of India Notifications and Circulars on GST.

6. Academic Textbooks on Indirect Taxation and GST Laws.

Answers to Knowledge Check

Knowledge Check 1

1. d) REG-06

2. b) Rent agreement
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3. b) Amendment

4. c¢) Distinct persons

5. ¢)X10,000
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9.8 Case Study

GST Registration Challenges Faced by BrightMart Retail Pvt.

Case Narrative

BrightMart Retail Pvt. Ltd., a medium-sized enterprise headquartered in Delhi, started its operations in
2019 as a wholesaler of consumer electronics. Initially, the company confined its business to Delhi,
with turnover just above the GST registration threshold. It registered as a regular taxpayer and
obtained its GSTIN. Over time, the business expanded rapidly and opened branches in Haryana,
Maharashtra, and Karnataka. With this expansion, BrightMart faced several challenges related to

multiple registrations, compliance obligations, and penalties for certain lapses.

The management soon realized that compliance under GST was not uniform across states. Each branch
required a separate GST registration, and supplies between states were treated as inter-state
transactions, even when made between BrightMart’s own branches. This resulted in the charging of
IGST on stock transfers and led to confusion in accounting. Furthermore, BrightMart struggled with

timely return filings and record-keeping for each GSTIN, often missing deadlines and facing late fees.

Another challenge emerged when BrightMart decided to participate in an annual electronics trade fair
in Gujarat. Since the company had no permanent office there, it had to register as a Casual Taxable

Person (CTP), deposit advance tax, and comply with temporary return filing. The finance team found
this cumbersome and costly, as the business at the trade fair was modest compared to the compliance

requirements.

Complications also arose when BrightMart’s Karnataka branch inadvertently delayed its GST
registration despite crossing the turnover threshold months earlier. The tax authorities imposed a

penalty, including interest and a mandatory 10% fine, creating a significant financial strain.

Additionally, BrightMart supplied certain products to an embassy in Delhi. Since the embassy was not
a regular taxpayer but held a Unique Identification Number (UIN), BrightMart had to follow special
invoicing procedures and ensure refund compliance for the embassy’s purchases. The staff found it

challenging to reconcile these transactions while managing regular retail sales.

Despite being a profitable and growing business, BrightMart found that GST compliance required

dedicated personnel, better accounting systems, and robust knowledge of procedural aspects. These
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challenges highlighted the importance of proactive compliance and the risks of neglecting procedural

requirements under GST.

Problem Statements and Solutions

1. Problem Statement 1: Multiple state-wise registrations created compliance difficulties and
confusion in managing distinct persons.
Solution: BrightMart should adopt centralized accounting software capable of handling
multiple GSTINs. Training staff in GST compliance for each branch ensures timely returns and

accurate tax reporting.

2. Problem Statement 2: Temporary registration as a Casual Taxable Person for trade fairs added
to costs.
Solution: The company should analyze the cost-benefit of participation in such fairs. If
business volume is small, they may consider avoiding participation or collaborate with local

registered dealers to reduce compliance burden.

3. Problem Statement 3: Penalty due to late registration of the Karnataka branch impacted
profitability.
Solution: BrightMart must implement strict monitoring systems to track turnover across
branches. A compliance calendar and periodic internal audits would help avoid delays in

registration in the future.

Reflective Questions
1. Why does GST law require businesses to obtain multiple registrations for multiple states?
2. How does the concept of “distinct persons” impact stock transfers between branches?

3. Should small or medium businesses avoid participating in trade fairs in other states due to CTP

compliance requirements? Discuss.
4. How can penalties for late registration be prevented through better compliance planning?

5. Do you think voluntary registration at an early stage could have benefitted BrightMart? Why or

why not?
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Conclusion

The case of BrightMart Retail Pvt. Ltd. illustrates how GST registration and compliance, though
designed to ensure accountability, can create challenges for expanding businesses. Multiple state-wise
registrations, temporary CTP registration, penalties for delays, and special provisions for UIN entities
demonstrate the complexity of compliance. However, these challenges can be managed through
proactive planning, adoption of technology, staff training, and a compliance-focused organizational

culture. Ultimately, GST registration is not just a legal obligation but also a strategic tool for building

credibility and sustaining business growth in India’s formal economy.




