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Preface 

The Report for the year ended March 2013 containing the results of 

the performance audit of Assessment of Firms has been prepared for 

submission to the President under Article 151(1) of the Constitution of India. 

The audit of Revenue Receipts - Direct Taxes of the Union 

Government is conducted under Section 16 of the Comptroller and Auditor 

General of India (Duties, Powers and Conditions of Service) Act, 1971. 

Our findings are based mainly on test audit conducted from April to 

July 2013. 





Executive Summary 

• Partnership Firms (Firms) along with Association of Persons (AOPs) 

and Body of Individuals (BOls) constitute one of the major businesses 

apart from the corporate sector in India . Firms are governed by India 

Partnership Act, 1932. The Income Tax Act, 1961 (Act) provides various 

exemptions and deductions to the Firms. Income Tax Department (ITD) 

has the responsibility to oversee that the conditions specified in 

provisions of the Act for availing exemptions/ deductions are fulfilled . The 

main objective of the present review is to seek an assurance that system 

and procedures of the ITD are sufficient relating to provisions of the Firms 

vis-a-vis existence of proper machinery within the ITD to exercise 

necessary checks/controls in the area of potential misuse of the 

provisions of the Act. 

• The returned income of the Firms1 has increased from ~ 36,942 crore 

in Assessment Year (AY) 09 to~ 51,482 crore in AY 12. Firms pay income 

tax at the rate of 30.90 percent2, however, effective tax rate in their case 

is only 23.80 percent3 as number of tax concessions are given to Firm 

assessees. This necessitates examination of the veracity of exemptions/ 

deductions allowed to the partnership Firms vis-a-vis the claims made by 

the Firms. 

• We requisitioned 27,944 assessment records relating to Firms, out of 

which ITD produced and we audited 26,328 records. We have highlighted 

1,497 cases involving a tax effect of~ 328.04 crore relating to systemic, 

compliance and control issues in assessment. 

• We have pointed out inconsistencies and lack of clarity in the Act 

which has resulted in incorrect assessments and short levy of taxes. 

Besides, we have highlighted lapses in allowance of exemptions/ 

deductions to the Firms and inadmissib le remuneration/interest to their 

Partners. We have also brought out compliance and internal control 

issues of ITD indicating deficiencies in quality of assessments and internal 

control mechanism. 

• We noticed in 937 cases having a tax effect of~ 16.95 crore wherein 

Assessing Officers (AOs) did not cross verify/co-relate the return of 

income of the Partners with that of the respective assessee Firms. AOs 

allowed deductions to the Firms for salary and interest without 

1 As per data provided by DGIT (Systems). 
2 30 per cent plus cess of 3 per cent. 
3 Source: Receipts Budget, FY 14. 
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submission/ verification/ certification of the partnership deed. We also 

noticed that the Partners of the Firms claimed excess exemption under 

section 10{2A} of the Act and no interest was charged · on the 

withdrawals/debit balances in the Partners' capita l account (paragraphs 

2.3 - 2.8} 

• We further noticed in 227 cases having a tax effect of~ 65.72 crore 

wherein ITD had allowed (a} expenditure on remuneration paid for a 

period prior to t he date of the deed, (b} expenditure on remuneration 

paid to the Partners who were not actively engaged in the affairs of t he 

Firm and (c} expenditure on remunerat ion wh ich was not authorized or 

paid in excess of the amount specified in the partnership deed. ITD also 

allowed deduction for expenditure on payment of interest to the Partners 

(a} which was more than the rate prescribed/authorised in the 

partnership deed, (b} where the rate prescribed in the partnership deed 

was exceeding the limits provided under the Act and (c} which was not 

authorized in the deed. ITD allowed book profit for the purpose of 

remuneration without excluding capital gain, interest income and income 

from other sources with the profits shown in the Profit & Loss Account. 

We also observed that the Firms were availing more 

exemptions/deduction by inflating profits through non-payment of 

remuneration/interest to their Partners and ITD allowed carry 

forward/set-off of losses pertaining to the retired/deceased Partner to 

the subsequent year (paragraphs 3.2 - 3.9}. 

• We noticed 287 cases with a tax effect of ~ 244.57 crore, where the 

provisions of the Act were not fol lowed during the assessments 

(paragraphs 4.2 - 4.8}. 

• With respect to internal audit, we noticed that the Commissioners of 

Income Tax did not carry out inspections/ reviews of assessment orders. 

ITD did not give importance to their internal audit as it was neither 

conducted nor did it cover the Firms assessment records. ITD did not 

effectively utilize the information available in the Tax Audit Reports and 

maintain updated registers required for effective control of various 

functions. 

• With the view to streamline the assessment of Firms in India, we have 

made recommendations relating to systemic issues, inconsistencies in the 

Act and internal control by the ITD which are placed under 'Summary of 

Recommendations' and at the end of each Chapter. 
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Summary of Recommendations 

With reference to systemic issues relating to Firms and their 
Partners 

1. The Ministry may maintai n complete database of Firms and devise a 

suitable mechanism to keep track of unregistered Firms and ensure 

filing of their ITR. 

2. The Ministry may consider linking the returns of Partners and their 

Firm so that AOs are able to verify the transactions. The Ministry may 

also make it compulsory for the Firms to declare their Partners' name 

and PAN in the ITR. 

3. The Ministry may devise a software module to monitor receipt of fi rst 

partnership deed and revised partnership deed in order to regulate 

the claims in regard to salary/remuneration/profit sharing/ rate of 

interest on Partners' capital. The Ministry may also collect 

information regarding any change from the Registrar of Firms (to 

whom such changes are required to be reported as per the 

Partnership Act) so as to have effective control over assessment of 

the Firms. 

4. The Ministry may amplify the explanation to section 10(2A) so as to 

give proper meaning of total income of the Firm to be divided among 

the Partners in the cases where the total income is reduced due to 

deduction/ exemption. 

5. The Ministry may clarify whether non-legal entities viz . Firms, Body of 

Individuals, Associat ion of Persons can be Partners in a Firm in order 

to avoid inconsistencies in composition of the Partners. 

6. The Ministry may clarify on the consistent and harmonious 

application of section 14A with reference to exempt income specified 

under section 10(2A). The Ministry may also consider making it 

mandatory for the Firm to prepare financial statements incorporating 

current year as well as previous year's figures so as to facilitate 

application of provision of section 14A read with rule 80. 

With reference to special provisions of exemption/deduction to 
the Firms 

7. ITD may ensure compl iance with the prescribed provisions (i) specific 

to Firms as laid down in Chapter XVI, (ii) relating to set off/ carry 

forward of losses of retiring/ deceased Partners and (iii) for deduction 

in respect of remuneration and interest as claimed by the Firms. 
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8. The Ministry may clarify the 'base amount' of the Partners' capital on 

which the interest is to be calculated for allowance of interest under 

section 40(b)(iv) of the Act. 

9. The Ministry may resolve the conflict between provision of section 

40(b)(v) of the Act and CBDT circular no. 739 dated 25 March 1996 

regarding quantification of remuneration in the partnership deed. 

10. The Ministry may clarify the manner of computation of book profit in 

respect of payment of remuneration of Firms and ensure that AOs 

apply the uniform approach consistently. 

11. The Ministry may consider introducing an enabling provision in the 

statute for compulsory charging of interest on partner's capital and 

payment of remuneration by the Firms availing exemption/deduction 

under sections 10A/10B/801A/801B/801C/801E of the Act. 

With reference to Assessment of Firms 

12. CBDT may devise a mechanism to improve the quality of assessments 

and explore the possibility of capacity building for Assessing Officers 

for reducing the incidence of mistakes. 

With reference to Internal Control 

13. ITD may strengthen its internal control and monitoring mechanism to 

ensure compliance with the instructions, rules, circulars and 

provisions of the Act. The Ministry may also take appropriate action 

against the third parties for incorrect certification in Tax Audit Report 

and may make concerted efforts required for recovery of arrears or 

write-off of irrecoverable arrears. 

14. ITD may ensure that all required registers are maintained by their 

field units which may be checked for compliance by the Internal Audit 

Party. 
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Chapter I: Introduction 

1.1 Introduction 

Partnership Firm is one of the forms of business organization and a common 

vehicle for carrying on business activities in Ind ia. Apart from the corporate 

sector, large business is also organized as partnership Firm. The Income Tax 

Act, 1961 (Act), does not define the term 'Firm' ; however, section 2(23} of 

the Act states that Firm, Partner and Partnership have the meanings 

respectively assigned to them in the Indian Partnership Act, 1932. As per the 

amendment made by Finance Act, 2009, the provisions of taxation applicable 

to partnership Firm, are applicable to a Firm constituted under Limited 

Liability Partnership Act, 2008. 

1.2 Organizational set-up 

Central Board of Direct Taxes (CBDT), as a part of Department of Revenue, 

Ministry of Finance, is the apex body charged with administration of Direct 

Taxes. CBDT is headed by the Chairperson and comprises of six Members. In 

addition to functions and responsibilities, the Chairperson and Members are 

responsible for exercising supervisory control over fi eld offices of the CBDT, 

known as Zones. Chief Commiss ioner of Income Tax (CCIT} heads the field 

office whose jurisdiction is genera lly co-terminus with the state. Each CCIT is 

assisted by CslT, Add itional/Joint CslT, Deputy Cs lT, Assist ant CslT and ITOs. 

Graph 1.1: Organogram of CBDT 

CBDT Chairperson 

Members 

Chief Commissioners of Income Tax 
I 

I 

Commissioners of IT /CIT (A) 

Addl./Joint CslT 
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1.3 Wlhly we chose the topk 

There has been steady growth in the lrn:ome Tax Return of partnership Firms1 

(Firms) as given beiow in tabie 1.1. 

falb!e ll.1: Firms assessees Ys Return income 

Assessment Years Firms Return Income 

(il'I !akh» (fun crqre) 

AY09 7.18 36;942 

AYlO 7.60 41,781 

AY11 7.75 45,64,7 

AY12 6.99 51,482 

Firms pay income tax at the rate of 30.90 per cent (30 per cent plus cess of 

3 per cent) and contribute maximum to the tax coHection made from non

corporate assessees. However, the effective tax rate in their case is oniy 

23.80 per cent2 as number of tax concessions are given to the Firm assessees. 

Apart from various tax concessions availed by the Firms, their Partners are 

aiso getting exemptions on the distributable profits of the Firms. 

Every year, in the Compliance Audit Reports of the Comptroller and Auditor 

Generai. of India, we indude draft paragraphs reiating to Firms on various 

compliance issues. In the past, we did not examine the issue of co-relation of 

Firms and their Partners and its overall impact in the taxation with 

subsequent gain/loss to the exchequer. 

Thus, we undertook the Performance Audit on 'Asse.ssment of Firms' to seek 

assurance that system and procedures are sufficient within the Income Tax 

Department (ITD) with respect to asses.sment of Firms/Partners and there 

exists a proper machinery to exercise necessary checks/controls in ,the area 

of potential misuse of the provisions relating to tax concessions .. 

As per the database made available by DGIT-Systems, New Delhi. 
Source: Receipts Budget, FY 14. 
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1.4 Legal provisions 

Chapter XVI of t he Act stipulates specia l provisions applicable to the Firms. 

Other provisions of the Act as applicable to other assessees are also 

applicable to them. Provisions specific to the Firms are summarized below: 

Section 184 

Section 187 

Section 188 

Section 189 

• A Firm shall be assessed as Firm if the partnership is evidenced by an 
instru ment and individual shares of t he Partners are specified in that 
instrument. 

• Where at the time of making an assessment, it is found that a change 
has occured in the constitution of a Firm, the assessment shall be made 
on the Firm as constituted at the time of making the assessment. 

• Where a Firm is succeeded by another Firm, separate assessments shall 
be made on the predecessor Firm and the successor Firm. 

• Where any business or profession carried on by a Firm has been 
discontinued or Firm is dissolved, the AO shall make an assessment of 
the total income of the Firm as if no discontinuance or dissolution had 
taken place. 

Section 40 (b) •Conditions for claiming deduction of remuneration and interest to the 
Partners. 

Section 78 

•The profits and gains arising from the transfer of a capital asset by a 
Partner of a Firm shall be chargeable to tax as his income. 

•The profits or gains arising from the transfer of a capital asset by way 
of distribution of capital assests on the dissolution of a Firm shall be 
chargeable to tax as income of the Firm. 

• Where there is a change in the constitution of the Firm, the Firm 
shall not be entitled to carry forward and set-off of so much of loss 
proportionate to the share of a retired/deceased Partners. 

1.5 Audit Objectives 

The objectives of the Performance Audit are to focus on the following : 

a. ensuring sufficiency of system, procedures and compliance with 

the provisions of the Act/Rules; 

b. proper application of relevant sections and provisions of the Act; 
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c. existence of system to co-relate assessment of Firms ~nd their 

Partners; 

di. checking the internal Control Mechanism of the ffD; 

ie. highlighting the ~acunae or ambiguities in the provisions of the 

Act and deficiencies, if any, in the administration or polity relating 

to the assessment of Firm .. 

We covered the assessments of firms completed during financial years (FYs) 

from FY 11 to FY 13 and up to June 2013. 

1. iJ Saimpie snzie 

We fHtered and segregated data provided by Director General of Information 

Tax-Systems (DGff-System) in respect·of Firms, to assess the number of Firms 

in the respective field units of ffD. On the basis of risk analysis of each unit, 

we selected 15 percent and 20 percent of the units (having highest risk 

factors) for review of metro and non-metro charges respectively. Within the 

selected unit, we selected aU cases of scrutiny assessments, appeal and 

rectification cases for review. With respect to Internal Control Mechanism, 

we selected two high risk Commissionerates having Firm as assessee for 

review. In case of states having just one Commissionerate, we did sampiing at 

the leve! of Ranges. We requisitioned 27,944 assessment records from the 

assessment units of the ffD located a~I over India. However, the ITD produced 

and we audited 26,328 assessment records. 

JU~ ((Q)IJ"llS1trranlJ"ll1tS 

The Firm assessee and their Partners fall under different jurisdictional charge 

and are assessed separately by their respective jurisdictional A.ssessing 

Officer (AO). The Partners of the Firm are not required to file their respective 

returns with the same AO who is also in jurisdictiona~ charge of the assessee 

Firm. In the absence of mechanism to identify the jurisdictional charge of the 
,. __ , 

AO under which the Partners of Firm faHs,. audit cou~d not co-relate ·cases of 

Firm with their Partners in most of the cases. 

1.9 Aclk11'1lowieidlgmie1n11t 

We heid an entry conference with CBDT in May 2013 wherein we explained 

the audit objectives, scope and the main focus areas of audit examination. 

The ~ndian Audit and Accounts Department acknowledges the cooperation of · 

!TD in facilitating the audit. 

The exit conference was held (February 2014) with CBDT. We have suitably 

incorporated CBDT's views in'this report. 

4 
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Chapter II: Systemic issues of the Firms and their Partners 

2.1 Introduction 

Partnership is the relationship between persons who have agreed to share 

the profits of a business carried on by all or any of them. Persons who have 

entered into partnership with one another are called Partners individually 

and a Firm co llectively. 

As per the Income Tax Act, 1961 (Act), Firm and their Partners have separate 

legal status. The assessment of a Firm will not be complete/ accurate unless it 

is correlated with assessment records of the ir Partners. In addition to this, 

the Act has certain inconsistencies regarding exemptions/deductions to the 

Firm/ Partners and submission of partnership deeds at the time of 

assessment. 

The present Chapter deals with systemic issues arising out of assessment of 

Firms and their Partners and are described in succeeding paragraphs. 

ITD does not have any system of maintaining complete database of Firms 
and their Partners. 

2.2 Registration of Firms 

Prior to Finance Act 1992, the Act distinguished between registered and 

unregistered Firms and provided differential treatment. With effect from 01 

April 1993, it is not obligatory for the Firms to get registered for the purpose 

of income tax. The Firms enjoy benefits of sect ion 40(b) of the Act on the 

basis of the partnership deed only, irrespective of its registration status, 

which can be altered as per the convenience of the Fi rm or its Partner. 

Scrutiny of Central Action Plan (CAP) reports of CBDT and information 

furni shed by Tax Recovery Officers (TROs) revea led that no separate 

mechanism for reporting to CBDT existed in the ITD in respect of Firms. Since 

registration of the Firm is optional and at the discretion of the Partners, the 

ITD is not in a position to ascerta in as to how many Fi rms exist in India and 

out of them, how many fi le their Income Tax Return (ITR) and discharge their 

tax liabilities. 

Firms also include Limited Liabil ity Partnership (LLPs) and they are required to 

get registered mandatorily with the Registrar of Companies. Thus, 

regist rations of all the Firms are not streamlined for income tax purpose. 

Though the filing of ITR of the Firms is mandatory, in the absence of database 

of unregistered Firms, there is a possibility of non fi ling of ITR by such Firms, 

which may go undetected and may result in loss to exchequer. 
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ITD is not correlating the assessment records of the Firm and their Partners 
which resulted in short levy of tax. 

2.3 Co-relation of assessment of the Firms and their Partners 

The assessee Firm and Partners of the Firm fall under different jurisdictional 

charge and are assessed separately by their respective jurisdictional AO. 

Under the present provisions of the Act, the Partners of the Firm are not 

required to file their respective returns with the same AO, who is in 

jurisdictional charge of the assessee Firm. Further, the assessee Firms are not 

bound to declare Permanent Account Number (PAN) of thei r Partners in the 

ITR-V as it is not mandatory. There are a number of transactions between a 

Firm and its Partners that require cross verif ication such as introduction of 

capital, charge of interest, remuneration and similar other transactions. As a 

result, it becomes difficult to co-relate the veracity of capital introduced by 

the Partners in the Firm and cross check the charging of interest, 

remuneration and claim of other expenses. 

In 183 cases pertaining to Bihar, Andhra Pradesh and Rajasthan, we did not 

find the ITR of the Partners enclosed with the assessment record of the Firms 

which prevented cross checking of the remuneration/interest claimed and 

al lowed in the assessment of Firm w ith that of the Partners. 

We cross checked the assessment records of the Partners vis-a-vis the 

assessment records of the respective assessee Firms and found in 70 cases 

pertaining to nine states3 that the AO did not cross verify/co-relate the ITR of 

Partners with t hat of the respective assessee Fi rms which involved a tax 

impact of~ 2.49 crore (see Box 2.1). 

Box 2.1: Illustrative cases on co-relation of assessment of the Firms and their 

Partners 

a. In Assam, CIT-II Guwahati charge, the AO completed assessment of the 

Firm M/s. Annapurna Foods Products for the AV 11 after scrutiny in September 

2012 at an income of~ 25.24 lakh. Schedule A forming part of the balance sheet 

of the Firm indicated that three Partners introduced fresh capital into the Firm 

amounting to ~ 1.03 crore. However, the source of income from which t he 

assessee Partners had introduced the fresh capital was not available on record . 

Since the assessee Partners had not disclosed the source of income, the amount 

introduced by the Partners was required to be assessed as undisclosed income in 

the hands of the Partners. The omission resulted in under assessment of income 

of~ 1.03 crore involving tax effect of~ 31.92 lakh. 

Gujarat, Rajasthan, Tamil Nadu, Kerala, Maharashtra, Jharkhand, West Bengal, Andhra Pradesh and Haryana 
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I 

b. in Karnataka, CIT-IV Bangalore charge, the AO completed assessment of 

Firm M/s. Manjrak Marketi~g for the AY 09 after scrutiny at NIL income. We 
I 

noticed that Rakesh Batra, who was a Partner in the above Firm, had introduced 
I 

capital of ~ 24 lakh. However, individual record of Rakesh Batra assessed at ITO 

Ward 8(1), Bangalore, did no~ reveal any such capital introduced by him. As the 

source for introduction of capital in the Firm was not established, the receipt of 

~ 24 lakh should have beeh brought to tax. This omission resulted in short 

computation of income by~ i4 lakh and resultant short levy of tax of~ 10.68 lakh. 

c. in Rajasthan CIT-II Jdipur charge for ~he AV 10 in case of M/s. AiJPlS 

Corporation, we observed th~t assessee Firm paid interest of ~ 12.43 lakh to its 

Partner but it was not found Ito be shown in Partner's computation of income in 

the ITR which resulted in escapement of income of~ 12.43 lakh in the hands of the 

Partner involving tax effect ofl~ 3.84 lakh. 
I 

We also noticed in three cases in West Bengal, that Firms daimed deduction 

for interest/remuneration to! Partners without actually making the payment to 

the Partners. As these expbnditures were not disallowed, it resu~ted i11 a 
I 

revenue impact of~ 28.86 lakh (see Box 2.2). 
. I 

Box 2.2: Illustrative case oh deduction for interest/remuneration to l?art1T11ers 
I 
I 

a. In West Bengal CIT-XI ~olkata charge for AY 04, AY 05, AY 07 and AV 09, the 

assessment was completed iri case of M/s. Fu Leather industries. We noticed that 

in all these AYs, assessee/ Firm debited interest on Partners' capital and 

remuneration to the Partne~s in Profit & Loss Account of respective years but 
I 

these interest and remunera~iori were not reflected in Partners' Capital account of 

respective year. Thus, the lassessee Firm claimed deduction for interest on 

Partners' Capital and remuneration to Partners which was not actually paid. The 

omission to disallow the sarrJe resulted in underassessment of income of~ 72.20 
i 

lakh with revenue impact of~ 24.39 lakh for the respective four AYs. 

b. ~n West Bengal undJr CIT-XI Kolkata charge for the AV 09, in case of 

M/s. SBD Enterprise, we nJticed that the Firm had transferred an amount of . I 
~ 37.87 lakh from the Profit and Loss Appropriation Account to the Partners' I . 
Capital account. However, Partners' Capital accounts reflected that the total 

amount of profit distributed ~mongst all Partners stood at~ 43.49 lakh. Thus, the 

Partners' capital account wa~ inflated by an amount of~ 5.62 lakh which would 

result in increase in the amo~nt of interest on Partners' capital in the succeeding 

year and will have potential t~x effect of~ 1.74 lakh. 

On being pointed out regarding the non-correlation of records, CIT-1 Chennai 

stated (July 2013) that whe~ever necessary the Partner's assessment records 

are being called for. This if plies that correlation is being done oniy at the 

discretion of the AO and t~ere is no procedure prescribed by the !TD in this 

regard. The AOs are nor giving due importance to correlation/cross 

. I 
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verification of information while finalising assessment of the Firm vis-a -vis 

t heir Partners. 

Further, we observed that there is no mechanism to identify the jurisdictional 

charge of AO under which the Partner of the Firm is assessed as well as 

sharing of information available in the Firm's assessment which would be 

needed for the assessment of any other assessee who has business or other 

connection with the assessee Firm. Thus, the correctness of the claims made 

in respect of remuneration and interest by the respective Partners could not 

be verified/co-related unless the same is specifically called for during the 

scrutiny assessment. The ITD also could not verify the verac ity of capital 

introduced by t he Partner as the Partners are not assessed in the same 

charge. As t here is no provision for deduction of Tax Deducted at Source 

(TDS) in the Act on payment of remuneration and interest t o working 

Partners under section 40(b)(iv)&(v), it becomes difficult to co-relate the 

payments made to the Partners. 

ITD does not have any system of monitoring the partnership deed of the 
Firms in order to regulate the claims and collecting information from 
Registrar of Firms for effective control. 

2.4 Inconsistencies in submission of the partnership deed 

Under the provisions of section 184(1)(2)(3),(4)&(5) of the Act, any 

remuneration and interest on capital can be claimed by t he working Partners, 

if the partnership is evidenced by the certifi ed copy of the partnership deed 

which should accompany the return of income in respect of which the 

assessment as a Firm is first sought and it shall be assessed in the same 

capacity if there is no change in the constitution of the Firm. 

There is inconsistency in the above provis ion v is-a-vis Para 6 of Circular 

No.3/2009 dated 21 May 2009 of CBDT which states that the tax payers 

should not enclose with the return of income any statement, document, etc., 

filed either manually or electronical ly and CCslT /Cs IT must ensure that 

documents, if any, attached with returns are detached at the time of 

receiving returns and returned to tax payers immediately. 

We noticed t hat in Karnataka, out of 1,265 cases of assessment test checked, 

507 cases were not accompanied by the partnership deed due to which audit 

could not ensure the correctness of the details of the clauses in the deed 

such as number of Partners, working Partners, individual profit sharing ratio, 

remuneration payable to Partners, interest payable to Partners, arbitrator, if 

any, change in constitution, et c. Further in 30 cases in six states4 the revised 

Karnataka, Gujarat, Bihar, Andhra Pradesh, Madhya Pradesh, Maharashtra. 
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II 

partnership deed was n9t placed on record despite· a change in the 

constitution of Firms/profitjsharing ratio having a tax effect of ~l.39 crore. 

Similarly in 10 states5 in re~pect of 35 cases, the Firms were allowed to claim 
deductions in respect of salary and interest without submission/verification/ 
certification of partnersHip deed despite there being a change in 
constitution/profit sharing lratio. This involved a tax effect of ~ 11.51 crore 
(see Box 2.3). 

I 

Box 2.3: Illustrative cases on I inconsistencies in submission of the partnership deed! 
I 

a. In Haryana CIT-Central~Gurgaon charge for the AV 09 in case of M/s. Vee Gee 

Industrial Enterprises, we rioticed that the Firm paid salary to its Partners at 

~ 3.42 crore but neither the Jartnership deed nor the Income Tax returns of Partners 

were available on record. HJnce, the authenticity/correctness of salary allowed to 

Partners could not be verified) This involves a tax effect of~ 1.16 crore. 
I 
I 
I 

b. In West Bengal CIT I Central- Ill Kolkata charge, block assessment of 

M/s. Silver Queen Jewellers\was completed for the AV 04 to AV 09 under section 

153A/143(3) and for AV 10 ur;1der section 143(3). We noticed that the AO allowed a 

total of~ 1.06 crore being th~ interest on Partner's capital during the said period to 
I 

the Firm, without verifying j partnership deed 6 which involved a tax impact of 

~ 35.85 lakh. 

Thus, there exists the contJadiction between provisions of the Act and CBDT 
i 

circulars. The Firms are taking advantage of the CBDT circular and do not 

submit copy of the partnerJhip deeds subsequently. If there is a change in the 

partnership deed and is not disdosed by the assessee himself, the ffD is not 
I 

in a position to know whether the salary, interest, ·commission, bonus etc. 

received from the Firm is cbrrect or not. This may result in postponement of 
I 

demand in case it was seletlted for scrutiny or loss of revenue in the absence 
! 

of the scrutiny assessment.: 
I 

With growing dependence bf e-filing and automation of various assessment 

functions, ITD should make! the partnership deed available before AO on!ine 

at the time of assessment. I 
i 

I 
West Bengal, Assam, J&K, Haryana, Himachal Pradesh, Uttar Pradesh, Tamil Nadu, Chandigarh, Punjab, Gujarat. 
It was not placed in respective ass~ssment folders and proper evidences of calling for by the AO during the 
assessment proceedings also remained absent. 

I 
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Partners of Firm avail excess exemption due to ambiguity in the Act. 

2.5 Additional exemption claimed by Partners under section 10(2A} 

Section 10(2A) of the Act provides that in the case of a person being a Partner 

of a Firm which is separat ely assessed as such, his share in the total income 

of t he Firm sha ll not be included in computing the total income of previous 

year. 

Chapter VIA of the Act vide Section 80A stipulates that " in computing the 

total income of the assessee, there shall be allowed from his gross tota l 

income, the deductions specified in section 80C to 80U ." Further, Chapter Il l 

of t he Act deals with 'incomes which do not form part of total income' which 

inter alia covers Section lOA, l OAA and lOBA of the Act. 

Hence, exemptions/deductions under Chapter Ill and Chapter VIA would not 

naturally be part of the total income of the Firms and as such Partner would 

not be el igible to claim exemption under section 10(2A) of the Act on the 

amount deducted I exempt ed to the Firm . 

We noticed t hat in 15 cases in six states7
, the Partners have claimed 

exemption under sect ion 10(2A) in respect of exemptions/deductions 

cla imed by the Firms under section lOA, l OAA, lOBA, 801B and 801C resulting 

in excess exemption under sect ion 10(2A) (see Box 2.4). 

Box 2.4: Illustrative cases on lack of clarit y in the provisions the Act 

a. In Gujarat CIT-V, Ahmadabad charge for AY 10 in case of assessee Firm 

M/s. Adani Exports, AO assessed the total income at ~ 0.06 lakh after allowing 

deduction of~ 234.39 crore under section 10AA. Scrutiny of the Partners' case 

revealed that Partners had claimed exemption of above deducted amount under 

section 10(2A) of the Act thereby leading to excess exemption by an equa l 

amount. This resulted in excess exemption of~ 234.39 crore under section 10{2A). 

b. In West Bengal CIT-XI, Kolkata charge for AY 09 scrutiny assessment 

completed in case of an assessee Firm M/s Sherwood Estate Developers revealed 

that AO allowed a deduction of~ 15.92 crore under section 801B and again 

exempted the amount in the hands of Partners under section 10(2A) of the Act 

thereby resulting in excess exemption of~ 15.92 crore. 

c. In Rajasthan CIT-II, Jaipur charge, for AV 10 in case of assessee Firm 

M/s. Mangalam Arts, the AO assessed the total income at~ 14.09 crore after 

al lowing deduction of~ 20.08 crore under section 10BA. Hence, total income of 

~ 14.09 crore was only to be allowed as exempt under section 10{2A) in the hands 

Gujarat, Haryana, Rajasthan, Uttar Pradesh, Uttarakhand and West Bengal. 
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of the Partners. However, AO allowed exemption to the Partners under section 

10(2A) on account of deduction allowed to Firm of~ 20.08 crore. 

From the above illustrations, due to ambiguity in the definition of 'Total 

Income' of Firms, the Partners are getting excess exemption under section 

10(2A) of the Act. 

The Act is not clear about admissibility of non-legal entities such as Firms, 
Body of Individuals and Association of Persons as Partners in a Firm. 

2.6 Composition of partners in a Firm 

Section 2(23) of the Act assigns the Firm, Partner and Partnership the same 

definition as defined in the Indian Partnership Act, 1932, and in the Limited 

Liability Partnership Act, 2008. Section 4 of the Indian Partnership Act, 1932, 

states that Partnership is the relation between persons who have agreed to 

share the profits of a business carried on by all or any of them acting for all. It 

has been judicially8
'
9 held that the word 'Person' according to the Partnership 

Act contemplates only natural or arti ficial persons and therefore, a Firm 

being not a 'Person' is not entitled to enter into a Partnership with another 

Firm. Also it has been held10 that provisions of a Partnership Act should not 

be ignored the moment a Firm is viewed as an independent taxable entity 

under the Income Tax law. Hence the Firms, Body of Individuals (Bol) and 

Association of Persons (AoP) are not legal entities and therefore shall not be 

a Partner of another Firm. 

We noticed in four cases of Maharashtra, Tamil Nadu and West Bengal that 

Firms were also Partners in another Firm and AO had allowed expenditure on 

remuneration to Firm-Partners which involved a tax implication of ~ 20.90 

lakh (see Box 2.5). 

Box 2.5: Illustrative cases on composition of Partners in a Firm 

a. In Tamil Nadu CIT V Chennai charge in case of M/s. Mega Trends Inc for 

AY 11, AO allowed the assessee a deduction of~ 11.28 lakh towards interest to 

the Partners and~ 11.80 lakh towards remuneration to the Partners. We noticed 

that two of the Partners viz. M/s DCP Trading Co. and M/s. Krupa Trading Co. 

were Partnership Firms and other Partners were individuals. Therefore, the 

allowance given to the assessee Firm was incorrect having a tax effect of~ 7.13 

lakh. 

10 

Dulichand Laxminarayan v CIT (1956) 29 ITR S35(SC). 
Malabar Fisheries Co. v CIT( l979) 120 ITR 49(SC). 
CIT v Standard Maltings & Allied products Corpn. (1997) 226 ITR 1 (Guj.). 
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b. In Maharashtra CIT-XX Mumbai charge, in scrutiny assessment of 

M/s. K.C. Corporation for AY 10 and AY 11, we observed that M/s K.C. 

Corporation, the Firm is Partner in another Firm M/s K.C. Corporation JV. Since 

M/s K. C. Corporation is not a legal entity hence, it cannot be a Partner in another 

Firm. Therefore, the profit of ~ 8.77 lakh and ~ 7.43 lakh for AY 10 and AY 11 

respect ively received by the assessee is not eligible for exemption under section 

10(2A). The omission resulted in under assessment of income by an equal amount 

having a tax effect of~ 6.61 lakh including interest. 

Thus, ineligible entities have become Partners in a Firm, thereby availing the 

various benefits applicable to a Firm. The Act provisions have to be made 

clear for the purpose of Income Tax whether non legal entities such as Firms, 

Body of Individuals (Bol) and Association of Persons (AoP) can be Partners in 

a Firm. 

The Act is silent on charging interest on negative balance on capital 
accounts of Firms which suppress income by Partners. 

2.7 Non-charging of interest on withdrawals by the Partners 

Section 40(b)(iv) of the Act stipulates that any payment of interest to any 

Partner which is authorized by the terms of partnership deed, shall not 

exceed 12 percent simple interest per annum. It is seen that the Firms are 

paying interest on positive balance of the capital account whereas they are 

not charging interest on the negative (debit) balance of the capital account 

since the Act does not provide for it. If debit/negative balance in Partners' 

capital account is a result of withdrawal by the Partner, the Firms should 

charge interest on it as it is equivalent to loan to the Partner. 

We noticed 74 cases in eight states11 where interest was paid on the positive 

balance in capital accounts of the Partners but no interest was charged on 

the withdrawals/debit balances in t he Partners' capital account which 

indicated a loss of revenue of~ 1.16 crore (see Box 2.6). 

11 

Box 2.6: Illustrative cases on non-charging of interest on withdrawals by the 

Partners 

a. In Tamil Nadu CIT-I Coimbatore charge in t he case of M/s. Emerald 

Bullions and Jewelers, for the AY 11, we noticed that the assessee Firm had not 

charged interest of~ 31.12 lakh on the debit balance in Partners' current account 

amounting to~ 259.00 lakh having a tax effect of~ 9.61 lakh. 

Maharashtra, Bihar, West Bengal, Himachal Pradesh, Punjab, Uttar Pradesh, Tamil Nadu, Kerala. 

12 

I 

I 
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b. In Maharashtra CIT-Central Pune charge, in the case of M/s. Pride Purple 

Properties for AV 08 and AV 09, we observed that the Partner's capital had a debit 

balance of~ 1.42 crore and~ 10.88 crore respectively. However, no interest was 

charged by the Firm. We also noticed that the Firm has paid interest/financial 

charges of ~ 90.15 lakh and~ 56.96 lakh during the respective AVs on loans/ 

advances but did not charge any interest from the Partner from overdraw from 

the capital. ITD rectified (March 2013) the mistake under section 147 of the Act . 

c. In Maharashtra CIT-XX Mumbai charge, in the case of M/s. Nanavat i 

Construction for AV 10, the partnership deed authorized to charge interest on 

debit balance of capital account. However, no interest was charged on the debit 

balance of the Partner capita l account of~ 6.38 crore. Th is omission resulted in 

under assessment of income of~ 76.61 lakh and short levy of ta x of~ 34.63 lakh. 

In absence of clarity in provisions, the Firms are not charging interest on 

withd rawals from the capital account and thereby suppressing income to that 

extent. 

The Ministry replied (February and March 2014) that the Act does not 

provide for charging of interest by the Part ner but on ly contains the 

provisions fo r disa llowance if it exceeds certai n percentage or is not 

authorised by the Partnership deed. Charging/not charging of interest on 

debit balance of the Partner's Capital account is a business decision and the 

Act cannot mandate a Firm to charge such interest . 

AOs are not applying section 14(A) of the Act consistently on Partner's 
share of profit received from a Firm which is exempted under section 
10(2A) of the Act. Also, AOs are unable to apply section 14(A) read with 
Rule 80 of the Act relating to partnership Firms on the exempted income in 
the absence of previous year's details of income. 

2.8 Disallowances under section 14A 

As per section 14A(l) of the Act, no deduction shall be allowed in respect of 

expenditure incurred by the assessee in relation to income which does not 

form part of the total income. Ru le 80 of the Act prescribes the method of 

disallowance of expenditure incurred with respect to the exempt income 

which is calculated from the income statement of the previous year. 

13 
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Share of profit received by a Partner from a Firm is exempted under section 

10(2A) of the Act as the Firm and its Partners are assessed separately on their 

total income. Hence, expenditure incurred in earning the share from 

partnership Firm will have to be disallowed under section 14A of the Act. it 

has been judicially12 held that section 14A of the Act applies to Partners' 

share in profits of the Firm. 

We found that AOs are not consistently applying the provisions of section 

14A on the exempted income of the Partners which is claimed under section 

10(2A) of the Act~ In Gujarat, in 13 cases relating to Partners, we noticed that 

AOs did not apply the provision of section 14A dri the Partners' share in 

profits of the Firm where disallowance under section 14A amounted to 

~ 1.23 crdre on total exemptions of~ 62.42 crore. Similarly, in Maharashtra, 

we noticed in five cases that Partners claimed exemption amounting to 

~ 1.77 crore wherein AOs failed to make a disallowance of ~ 36.39 lakh 

under section 14A. 

We aiso noticed that the AOs could not apply section 14A read with rule 80 

to partnership Firms on the exempted income, in the absence of previous 

year's details of income since the partnership Firms are not maridatorily 

required to prepare their accounts in a format similar to that of Companies. 

for instance, in Maharashtra CIT-XX Mumbai charge, in scrutiny assessment 

of M/s IK. (, Corrpora1l:io1111 for AV 10, disaliowances under section 14A read 

with rule 8D couid not be computed due to non-availability of financiai 

statements of previous year. 

As per the data furnished by the DGIT (Systems) there has been a steady 

growth in the income of partnership firms which was more than ~ 50,000 

crore for AV 12. EventuaHy, profits of the Firms are distributed among the 

partners who in turn get exemption under section 10(2A). Hence, there is a 

possibility of loss of revenue to the exchequer due to non-application of 

provision of section 14A on the partners' shares in profits of the Firm. 

12 Shri Vishnu Anant Mahajan vs. ACIT (ITA no.3002/AHD/2009). 
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I 

2.9 Recommendations I 

We recommend that I 
I . . 

a. The Ministry may rriaintain complete database of Firms and devise a 

suitable mechanis~ to keep track of unregistered Firms and ensure 

filing of their ffR. ! _ 

The Ministry replie1 (February and March 2014) that they are not 
I 

mandated to maintain database of registered Firms. However, DGIT 

{Systems) maintain~ the database of those Firms who have filed their 

ITRs and it is growing every year. Apart from this, /TD keeps check on 

AIR information for[ high value transactions, PANs and maintain 360 

degree profiling of the entity. £-filing also leads to maintenance of a 
I 

robust database of ~irms. 
I 

lb. The Ministry may 9onsider linking the returns of Partners and their 

firm so that AOs are able to verify the transactions. The Ministry may 

also make it compulsory for the Firms to declare their Partners' name 
I 

and PAN in the ITR. : 

The Ministry replie1 (February 2014) that in /TR Form meant for Firms 

& LLPs {ITR-5), it is t;ompulsory for the Firms to declare their partners 

name, percentage /of share and PANs in the /TR. £-filing is now 

compulsory and declaration of PAN etc is mandatory. PAN helps /TD to 

track the jurisdictio~a/ charge of the Partners. 
I 

«:. The Ministry may devise a software module to monitor receipt of first 

partnership deed a~d revised partnership deed in order to regulate 

the claims in regar:d to salary/remuneration/profit sharing/· rate of 
I 

interest on Partners! capital. The Ministry may a~so collect information 

regarding any charlge from the Registrar of Firms (to whom such 

changes are requir~d to be reported as per the Partnership Act) so as 

to have effective cohtrol over assessment of the Firms. 
I 

The Ministry while agreeing with the recommendation of audit, replied 
I 

(February and Marth 2014} that the issue is being examined as it 
I 

would require modif,ication in the ITRs. 
I 

idl. The Ministry may a
1

mplify the explanation to section 10(2A) so as to 

give proper mean ink of totai income of the Firm to be divided among 
I 

the Partners in the I cases where the total income is reduced due to 

deduction/ exemptipn. 
. I 

e. The Ministry may c16rity whether non-legal entities viz. Firms, Body of 
I 

~ndividuals, Association of Persons can be Partners in a Firm in order 

to avoid inconsisten1cies i11 composition of the Partners. 
i 
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The Ministry replied (February 2014) that the issue whether r1on-lega/ · 

entities can be partners in a Partnership Firm is governed by the 

provisions of the Partnership Act. 

f. The Ministry may clarify on the consistent and harmonious application 

of section 14A with reference to exempt income specified under 

section 10(2A). The Ministry may also consider making it mandatory 

for the Firm to prepare financial statements ·incorporating current 

year as well as previous year's figures so as to facilitate application of 

provision of section 14A read with ruie 80. 

16 
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Chapter Ill: Special provisions of exemption/deduction to the Firms 

3.1 Introduction 

The partnership Firms are separate taxable entities under the Act. The Act 

provides specia l provisions of exemptions/deductions available to the Firms 

and their Partners. In computing the income of the Firm, interest and 

remuneration to the Partners are allowed as deductions subject to certain 

conditions as prescribed in the Act . The conditions for allowance of deduction 

of remuneration and interest to the Partners are as follows: 

a. Payment should be authorized by the partnership deed. 

b. Payment should be in accordance with the terms of the partnership 

deed. 

c. Payment should relate to the period after the date of such 

partnership deed. 

d. Remuneration should be paid to working Partners. 

e. Interest should not be in excess t han prescribed. 

f. Partnership deed should specify the amount of remuneration 

g. Remuneration payable is subject to certain defined monetary and 

percentage limits with reference to 'book profit' of the part nership 

Firm. 

The present Chapter deals with cases where ITD did not comply to the special 

provisions of the Act applicable to the Fi rms. 

Assessing Officers allowed payment of remuneration to non-working 
Partners and for period prior to the date of deed which resulted in ineligible 
deductions to Partners and consequent loss of revenue. 

3.2 Remuneration paid to non working partner and for period prior to 

deed date 

As per Section 40(b)(iii ) of the Act, any payment of remuneration to any 

Partner is to be authorised by the partnership deed and such payments 

should not be made from a date prior to the date of partnership deed unless 

it is authorised by an earlier deed. 

We noticed that the AOs had allowed (i) expenditure on remuneration paid 

for a period prior to the date of deed and (ii) expenditure on remuneration 

paid to the Partners who were not actively engaged in the affa irs of the Firm. 

There were nine such cases noti ced in respect of Tamil Nadu, Kerala, Punjab 

and Rajasthan which involved a tax implicat ion of~ 2.50 crore (see Box 3.1). 

17 
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Box 3.1: Illustrative cases on unauthorized deductions on expenditure on 

remuneration 

a. In Kerala CIT-II Kochi for the AY 11 in the scrutiny assessment of 

M/s. Blastl ine India, AO allowed a deduction of ~ 1.76 crore towards 

remuneration to the Partners. Scrutiny of the assessment revealed that the 

Partners of the Firm were working abroad during the above period and the 

business of the Firm was run through a CEO (Manager) appointed on their behalf. 

The Partners, not being actively engaged in conducting the affairs of the Firm, are 

ineligible for remuneration. The ineligible deduction allowed had a tax effect of 

{ 64.80 lakh. ITD accepted (June 2013) the object ion. 

b. In Tamil Nadu CIT-V Chennai charge for the AY 11 in the case of M/s. Price 

Waterhouse & Co., a firm of Chartered Accountants, AO allowed sa lary of 

Partners amounting to { 1.25 crore as claimed by the assessee. We noticed that 

the remuneration was authorized with effect from 01 April 2009 in the deed 

dated 23 September 2010. As per the provisions of the Act, payment is eligible 

only for the period after the date of deed i.e. from 23 September 2010 in AY 12 

and not in AY 11. This involved a tax effect of { 38.56 lakh. 

The above cases imply that AOs have not pa id due att ention to the 

partnership deed which resu lted in ineligible deductions and consequent loss 

of revenue. 

Assessing Officers allowed unauthorized and excess payment of interests 
which resulted in ineligible deductions to Partners and consequent loss of 
revenue. 

3.3 Excess payment of interest 

Section 40(b)(iv) of the Act provides for payment of simple interest to any 

Partner at a rate not exceeding 12 percent and which needs to be authorized 

by and in accorda nce with the t erms of the partnersh ip deed . 

We noticed that in 13 cases in respect of Maharashtra, Uttar Pradesh, Odisha 

and Assam, AO allowed deduction for expenditure on payment of interest to 

the Partners, (i) which was more than the rat e prescribed/authorised in the 

partnership deed, (ii) where the rate prescribed/authorised in the 

partnership deed was exceeding the limits provided under section 40(b)(iv) of 

the Act and (iii) which was not authorized in the deed. This had resulted in 

loss of revenue of { 97.14 lakh (see Box 3.2). 

18 
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I 
I 

Box 3.2 mustrative cases on excess payment of i1n1terest 

a. In Odisha CIT-Bhuba~eswar charge for AV 11, we noticed in the case of 

M/s. Seraj1U1ddin & Co. that !Ao allowed deduction towards interest to a Partner 

which exceeded the limit of twelve percent simple interest per annum by~ 66 

lakh. The mistake resulted I in under assessment of income by ~ 66 lakh and 

consequent short levy oftaxloH' 20.26 lakh. ·· 

lb. in Uttar Pradesh CIT-Allahabad charge for AYs 09 to 11 in the case of 

M/s. Chhota Bhai Munmll IBhai & Company, the partnership deed provided 

interest at the rate of twelve. percent per annum on the closing balance of the 

capitals of the Partners. wJ noticed that AO allowed interest of~ 1.76 crore on ,. I . .. 
opening balance of the capital against the allowable interest of~ 1.53 crore. This 

omission resulted in ~xc~ssl allowance of interest ~f ~ 22.90 lakh inv~l~ing tax 

effect of~ 9.83 lakh with mterest. ITD accepted (April 2013} the observation. ·· 

c. In Maharashtra CIT-tX Mumbai charge, for AYs 09 and 10 in scrutiny 

assessment of M/s. Girira] Gm11dl1U1ctors, the partnership deed authorized payment 

of interest on fixed capital o~ly. However, AO allowed interest payment of~58.64 
lakh on fixed and current ca~ital as against the interest payable of~ 17.16 lakh on 

I 
the fixed capital. The omission resulted in excess payment of interest of~ 41.48 

I 
lakh and short levy of tax of r 13.47 lakh. 

Interest is paid to tile Part~er on the capital introduced by him. It is increased 
I . . 

by the deposits made by him and the share of profits credited to his account 

and is reduced by the ambunts withdrawn by him and the share of losses 

debited to his account. It i~ seen from the above illustrations that deduction 

of interest are allowed to ~he Firms which is being calculated on the opening 

as weli as closing balance ~f the Partners' capital. Hence, the Act is not clear 

regarding the 'base amoJnt' on which the interest to Partners is to be 

calculated. I 

IUJIJ'llailUJtlhiorrosietdl tqlUJaJll'll~IU!m tC1f rriem1Uill'llerraritotC1ll'll 
I . . 

According to section 40(b)(iv) of the Act, any payment of remuneration to any 

working Partner should be :authorized and in accordance with the partnership 

deed not exceeding the amount prescribed. CBDT in its circular No.739 dated 
I . 

25 March 1996 clarified that 'no deduction under section 40 (b)(v) will be 

admissible un~ess the palrtnership deed either specifies the amount of 

remuneration payable to ~ach individual working Partner or lays down the 

manner of quantifying suet remuneration. Any enhancement in the quantum 

of remuneration shall have to be effected through a supplementary 

partnership deed on~y. I 

I 
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We noticed in 81 cases in thi rteen states13 t hat AO allowed expenditure on 

remuneration, w hich was not authorized or paid in excess of the amount 

specified in the partnership deed and where supplementary deed enhancing 

the remuneration was not produced, which involved a tax effect of < 14.64 

crore (see Box 3.3). 

Box 3.3 Illustrative cases on unauthorized expenditure 

a. In Delhi CIT-XIII charge for the AY 09 in the assessment of M/s. Va ish 

Associates, we observed that the partnership deed of assessee Firm did not define 

the quantum of remuneration or method of computation of remuneration paid to 

the Partners. Hence, the remuneration of < 4.15 crore paid to the Partners should 

have been disallowed. The omission resulted in inadmissible allowance of 

expenditure amounting to < 4.15 crore involving short levy of tax of< 1.88 crore 

including interest . Further, we noticed that in the case of same assessee, for AY 10, 

the ITD had itself made addition on similar grounds which on being cha llenged by 

the assessee was dismissed by CIT (Appeals). 

b. In Uttar Pradesh CIT-I Kanpur charge for AY 09 and AY 10 in case of 

M/s. Calico Trends, we noticed that partnership deed did not quantify the amount 

of remuneration but for giving reference to the limits specified under sect ion 

40(b)(v) of the Act. However, AO allowed deduction towards partners 

remuneration of< 9.77 crore which was irregular involving a tax effect of< 4.01 

crore. In reply (April 2013), AO did not accept the observations stating that the 

remunerat ion allowed was within the permissible limits as per the provisions of 

the Act. The reply is not t enable in view of the CBDT circular which clarifies that 

deduction towards remuneration was not admissible unless partnership deeds are 

very specific and quantified. 

c. In Maharashtra CIT-XXll Mumbai charge for AY 10 in scrutiny assessment of 

M/s. Yash Developers, the Firm had paid remuneration to the Partner< 47.71 lakh 

whereas the partnership deed quantified remuneration at < 1.20 lakh only. The 

omission has resulted in excess payment of remuneration of < 46.51 lakh and 

short levy of tax of< 20.87 lakh. 

d. In West Bengal CIT-Central-Il l Kolkata charge for AY 09 in the assessment of 

Gopal Krishna and Brothers, we noticed that the partnership deed neither 

specified the amount of remuneration payable to each individual working Partner 

nor did it lay down the manner of quantifying such remuneration. It only 

mentioned "Salary, Commission or other Remuneration may be given to Partners, 

as may be decided by the parties by mutual consent" . Therefore, as per 

clarification given in CBDT Circular No. 739 dated 25 March 1996, amount of 

remuneration of< 28.62 lakh paid to the Partners of the Firm was not allowable 

deduction. Mistake in allowing deduction resulted in underassessment of income 

by an equal amount having a tax effect of{ 11.76 lakh. 

ll Tamil Nadu, Jharkhand, West Bengal, Haryana, Delhi, Karnataka, Kerala, Maharashtra, Chandigarh, Punjab, 
Andhra Pradesh, Uttar Pradesh, Assam. 
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From the above illust rations, it is clea r that the AOs are not consistent in 

applying the provisions of section 40(b)(v) read with CBDT circular no. 739. 

There seems to be contradiction between section 40(b)(v) and CBDT circular 

739 dated 25 March 1996 as the section does not lay down any condition 

that the partnership deed should quantify remuneration whereas the circular 

states that remuneration has to be quantified or the manner of quantification 

stated in t he deed . It has been judicially 14 held that allowances of 

remuneration should be made according to the provisions of the Act and not 

as interpreted by CBDT ci rcular. Th is may resu lt in common area of conflict 

between ITD and the assessee Firms. 

Assessing Officers incorrectly computed book profit for the purpose of 
remuneration by including capital gain, interest income/rental 
income/income for other sources which resulted in excess payment of 
remuneration and short levy of tax. 

3.5 Incorrect computation of book profit for the purpose of 

remuneration 

Section 40(b)(v) of the Act provides the lim itation of payment of 

remuneration to its Partners. As per the Act, any payment of remuneration to 

any Partner who is a working Partner, which is authorized by, and is in 

accordance with t he partnership deed and relates t o any period after t he 

date of such partnership deed, should not exceed the aggregate amount as 

computed in Table 3.1. 

Table 3.1: Limit of deduction on book profit 

Assessment Year Book profit Maximum allowable deduct ion 

AY 09 and AY 10 

On the first ~ 75,000 of the 
book profit, or in case of loss 

~ 50,000 or at t he rate of 90 per 
cent of book profit whichever is 
more 

On the next ~ 75,000 of the at the rate of 60 per cent 
book-profit 

On the balance of the book at the rate of 40 per cent 
profit 

On the first ~ 3,00,000 of the ~ 1,50,000 or at the rate of 90 per 
book profit or in case of Loss cent of the book profit, whichever 

AY 11 is more 

On the balance of the book at the rate of 60 per cent 
profit 

Fu rther explanation of t he section stat es that book profit for the purpose of 

computation of remuneration is the result of adjustment made as per 

Chapter IV-D of the Act with the profits shown in the Profit and Loss Account. 

14 Himachal Pradesh High Court in the case of M/s. Durga Dass Devki Nandan vs. ITO (ITA No. 4 of 2005 dated 
11 March 2011). 
~ 1,00,000 on the fi rs t and next slab for a fi rm carrying on a profession referred to in section 44AA. 
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Audit noticed that in 24 cases pertaining to eight states16
, AO calculated book 

profit for the purpose of remuneration by including capital gain, interest 

income/rental income/income from other sources which resulted in excess 

payment of remuneration and short levy of tax of~ 1.37 crore (see Box 3.4). 

IBl[JIX 3.4: m1U1stratuve cases IClllil intoll"l!"ect compll.Jltatnoll'll of !book prnfit 

a. In Maharashtra CIT-XXll Mumbai charge for AV 10, in scrutiny ass.essment 

of M/s. S. Nal!"ellildrn K1U1mall" am:ll (l[Jlmpallily, AO considered interest income also 

while computing book profit for the purpose ofremuneration. Interest income is 

a part of chapter ~V-F of the Act and hence not to be considered as a part of book 

profit. The omission resulted in excess payment of remuneration of~ 82.41 lakh 

having a tax effect of~ 28.01 lakh. 

lb. In Rajasthan, CIT~I Jodhpur charge for AV 09, AO completed assessment of a 

Firm M/s. IE1rcon 1Coml):»osn11:es. We observed that AO allowed excess payment of 

remuneration of~ 55.28 lakh due to inclusion of interest income of~ 9.99 lakh and 

non-adjustment of brought forward unabsorbed depreciation of~ 70.68 lakh while 

arriving at the book profit. The omission result.ed in short !evy of tax of~ 22.72 lakh 

including interest. ITD did not accept (June 2013) the audit observation stating 

that nowhere in the Act, it is provided that the above mentioned items are to be 

reduced for calculating book profit and that remuneration to partner has been 

allowed as per section 40b of the Act. The reply is not tenable as the adjustment 

of other income and unabsorbed depreciation is to be made while calcuiati_ng the 

book profit as the same are covered under Chapter ~V-D. 

c. In Gujarat, CIT Gandhinagar charge, for AV 06, AO completed the 

assessment of assessee firm M/s. IRalliljnt IC0111lstll"m:tim11 !Company in December 

2007 determining an income~ 3.01 cr:ore. We noticed that the assessee Firm had 

paid remuneration of~ 1.95 crore to its Partners on book profit of~ 3.65 crore 

which included other income of ~ 1.20 crore consisting of interest, insurance 

claim and rent income. Other income of ~ 1.20 crore was required to be 

excluded while calculating the book profit for the purpose of remuneration. The 

omission resulted in under assessment of income of~ 39.93 lakh and consequent 

short levy of tax of ~ 19.43 lakh including interest. ITD took (March 2009) 

remedial action by raising demand under section 143(3) read with section 147 of 

the Act. 

From the above mustrations, we observed that there are inconsistendes in 

arriving at book profit for the purpose of calcu~ating remuneration. Further 

the Koikata High Court, in the case of Md. Serajuddin & Brothers vs. Cff heid 

that Chapter ~V-D nowhere provides that method of accounting for the 

purpose of ascertaining net profit, should be the only income from business 

alone and not from other sources. Thus, for the purpose of section 40(b)(v) · 

16 Maharashtra, Haryana, Himachal Pradesh, Punjab, Uttar Pradesh, Gujarat, Rajasthan and West Bengal. 
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I 

read with explanation, thJre cannot be a separate method of accounting for 

ascertaining net profit andYor book profit. · 
. I 

Hence, the Act is not dea1 regarding meaning of book profit for tile purpose 

of remuneration of Partner under section 40(b)(v). · 
I 

Failure to comply lith the provisions of section 184 
I . 

3.6 

Section 184 of the Act provides that a Firm shall be assessed as a Firm if the 

partnership is evidenced I by an instrument, the individual shares of the 

Partners are specified in t~e instrument and the certified/revised copy of the 
I 

instrument of partnership I shall accompany the return of income of the Firm 

relevant to the AV. ! 
I ·- -

With effect from AV 07, it is mandatory for a Firm to file return of income 
I . 

irrespective of whether there is taxable income or not. If Firms failed to 
I 

comply with notice issue:d under section 142(1) & 143(2), it is a failure 

mentioned in section 144 land the deduction in respect of remuneratio11 and 

interest paid is not allowable. Section 185 of the Act provides that, in the 

event there is a failure on ~he part of a Firm in complying with the conditions 

of section 184 or it has/ committed failures specified in section 144, no 

deduction by way of any payment of interest, salary, bonus, commission or 

remuneration, by whatevJr name called, made by such firm to any Partner of 

such Firm shall be alloweb in computing the income chargeable under the 
I . 

head "profits and gains of business or profession". 
I 

We noticed in 33 cases ih Kerala, West Bengal and Bihar that though the 

Firm/Partners did not co~piy with the provisions of section 184, AO a!iowed 

deduction towards remun:eration & interest to Partners under section 40(b) 

which had a tax impiicatioj of~ 1.09 crore (see Box 3.5). 

Box 3.5: Illustrative !cases on ineligible deduction claimed towa11ridls 

rem~neration & interest to Partners . 
I 
I 

a. In West Bengal CIT-Central-Ill Kolkata charge, in the assessment of 

M/s. Naresh Kumar & Co. for AV 05 to AV 11, the assesseefailed to comply with 

the notices issued under s1ection 142(1) & 143(2) and even after the appeliate 

order17
, status of the asse~sment under section 144 remaining unchanged, the 

assessee was not entitled! for remuneration under section 184(5) of the Act. 

However, AO allowed the 
1

remuneration of~ 1.67 crnre (for seven AYs) in the 

orders passed under section 251/144/153A resulting in underassessment of 

income to the extent of th1at amount with a tax effect of~ 55.15 lakh for seven 

AYs. iTD did not accept (JLly 2013) the audit observation on the basis of two 
I 

I 17 Being aggrieved, the assessee filed an appeal to the Learned CIT-Appeal, C-111, Kolkata, WB which was 
dismissed and it was observed thJrein that the AO was fully justified in invoking the provisions of Section 144 
since the requisite information as ~equisitioned by the AO was not furnished by the appellant. 

I 
I 

i 
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judicial decisions18
, however the judicial decisions quoted by ITD were on 

different grounds and could not be ·applied to the present case. 

b; In Bihar CIT- II Patna charge for AY 11, AO completed assessment of firms 

M/s. Vimlesh Prasad Singh and M/s. Trade Wnngs under section 144 for non 

production of books of accounts and their confirmation and hence they were not 

eligible for deduction towards expenditure on remuneration and interest. The 

incorrect allowance resulted in under assessment of income by~ 12.86 lakh and 

~ 0.54 lakh respectively with consequent short levy of tax aggregating to ~ 5.63 

lakh. 

Chapter XVI of the Act deals with the special provisions applicable to the 

Firms and· certain conditions are laid down under section 184 for· the 

assessment of Firms. Even though the sections under the chapter are specific 

to Firms, AOs are not applying the provisions scrupulously. 

3. 7 Non-payment of interest/remuneration to Partners resulting in 

excess deduction 

Subsection 10 of section 80iA provides that where it appears to the AO that 

owing to the dose connection between the assessee carrying on the eligible 

business and any other person, or for any other reason, the course of 

business between them is so arranged that the business transacted between 

them produces to the assessee more than the ordinary profits which might 

be expected to arise in such eligible business, the AO shall in computing the 

profits and gains of such eligible business for the purposes of this section, 

take the amount of profit as may be reasonably deemed to have been 

derived from the business . 

. Section 40(b)(v) put ceiling on the maximum amount of remuneration that 

can be paid but does not make mandatory to pay remuneration to the 

Partner. We noticed that the Firm, enjoying tax exemption under section 

10A/801B/801C/80IE of the Act, did not pay remuneration and interest 011 

Partners' capital even though in some cases the partnership deed had a 

provision for charging of interest. Thus, the Firm earned more net profit than 

the ordinary profits which might be expected to arise in normal course of 

business and attracted the provisions of section 10A(7)/801B{13)/ 

80IC(7)/80IE(6) read with section 801A(10) of the Act resulting in short levy of 

tax. Further, this resulted in non-inclusion of interest and remuneration in 

the taxable income of the Partner thereby loss of revenue to exchequer. 

18 1.43 SOT ll(Asr.)(Uro.)-2011.& 07 SOT 457 (Lucknow) 2006. 
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Audit not iced 60 cases in five states19 that the Firms were not paying 

interest/ remuneration t o the Partners although the partnership deed 

provided for the same thereby increasing t heir profit eligible for 

exemption/ deduction involving a revenue loss of~ 39.79 crore (see Box 3.6) . 

Box 3.6: Illustrative cases on non-payment of interest/remuneration 

a. In Gujarat CIT-V Ahmedabad charge for the AY 09 in the case of M/s. Adan i 

Exports, the AO assessed the Firm's income at ~ 0.74 lakh after allowing 

deduction of~ 179.07 crore under section lOAA of the Act. We observed that the 

assessee Firm had not provided for the interest of~ 23 crore (at the rate of 9 

per cent) to the Partners although the same was provided in the deed. Thus, the 

assessee Firm had made more than reasonable profits which would have accrued 

to the Firm and consequently enabling the Firm to claim higher amount of 

exemption under section lOAA of the Act. The amount of~ 23 crore was required 

to be disallowed from the business income eligible for deduction under section 

lOAA of the Act. Omission to do so resulted in short levy of tax of~ 9.85 crore 

including interest. 

b. In Gujarat CIT-Valsad charge for AY 11 in the case of M/s. Alidhara Texspin 

Engineers, AO assessed the Firm's income at ~ 25.11 crore after allowing 

deduction of~ 4.02 crore under section lOB. The assessee Firm was required to 

pay remuneration to working Partners of~ 9.90 crore on the amount of profit of 

~ 24.75 crore as per terms in partnership deed. However, the Firm did not pay any 

such remuneration to the working Partners. Hence, the amount of~ 9.90 crore 

was required to be disallowed from the business income eligible for deduction 

under section lOB of the Act in the hands of the Firm. Omission to do so resulted 

in short levy of tax of~ 4.10 crore including interest. 

c. In West Benga l CIT-XI, Kolkata charge for the AY 07 and AY 08 in case of 

M/s. Modern International, we noticed that AO allowed the assessee an 

exemption of~ 5.86 crore under section lOA. However, the Firm did not debit 

interest of ~ 1.36 crore on Partner's capital in Profit and Loss account even 

though it was allowable as per the partnership deed. Thus, the Firm earned more 

net profit than the ordinary profits which might be expected to arise in normal 

course of business attracting the provi sions of section 10A(7) read with section 

801A{10) of the Act resulting in loss of revenue to exchequer due to short levy of 

tax of~ 45.65 lakh. Similarly, the AO did not levy tax of~ 25.60 lakh on the Firm in 

theAY07. 

Audit examination thus revealed that the assessee Firms are availing more 

exemptions/deduction by inflating profits through non-payment of 

remuneration/ interest to their Partners. On the other hand, taxable income 

19 West Bengal, Assam, Gujarat, Maharashtra, Madhya Pradesh. 
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of partners gets reduced owing to non inclusion of sa id 

remuneration/interest leading to loss of revenue to the exchequer. 

Assessing Officers allowed the share of loss pertaining to the 
retired/deceased Partner to the subsequent year thereby resulting in 
excess carry forward of loss and short levy of tax. 

3.8 Share of retired or deceased Partner 

Section 78(1) of the Act disallows carry forward and set off of loss in 

proportion to t he share of a retired or deceased Partner whenever there is 

any change in the constitution of the Firm. 

Audit noticed that in fou r cases in respect of Assam, Haryana, Maharashtra, 

and Rajast han, AO had allowed the share of loss pertaining to the 

retired/deceased Partner to t he subsequent year thereby resu lting in excess 

carry forward of loss and short levy of tax of~ 70.11 lakh (see Box 3.7). 

Box 3.7: Illustrative cases on share of retired or deceased partner 

In Maharashtra CIT-XX Mumbai charge for AY 10 in scrutiny assessment of 

M/s. Rodium Properties, one of the Partners having share profit ratio of 

30.6 per cent retired during the FY relevant to AY. We observed that AO allowed 

the carry forward of total capital loss of ~ 4.87 crore to the subsequent year 

which included ~ 1.49 crore being the share of loss of retired Partner. The 

mistake resulted in excess carry forward of loss of~ 1.49 crore and short levy of 

tax of ~ 50.62 lakh. ITD accepted (May 2013) and rectified the mistake under 

section 154 of the Act (May 2013). 

Therefore, ITD has no system in place to keep track of changes in t he 

composition of Firms and are not using their software module in order to 

prevent incorrect carry forward and set off of losses perta ining to 

retired/deceased Partners. 

3.9 Incorrect deductions u/s 8018 

3.9.a Section 801B(lO) of the Act provides hundred percent deduction to 

profits of an undertaking derived from the developing and building housing 

projects approved before 31 March 2008 subject to fu lfillment of certain 

conditions which includes that the project should be on the size of plot of 

land which has a minimum area of one acre. 

In Karnataka in respect of two assessees, we noticed incorrect deduction 

under section 801B(10) having a short levy of tax aggregating~ 4.47 crore (see 

Box 3.8 ). 
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Box 3.8 !llustrativ~ case on incorrect deduction u/s 80IB (W» 
- I 

In Karnataka CIT-IV Bangalore charge for AV 10 and AY 11 in the case of 

M/s. Divyajyothi !Earth, AO I allowed deduction under section 80IB of the Act at 

~ 97.48 lakh and~ 22.16 fak!h respectively for two AVs. We noticed that Firm had 

undertaken the housing prdject on a plot of land having area of !ess than one 
I 

acre, thus violating the cond,ition.for claim of deduction. Omission to disaliow the 

deduction resulted in short i levy of tax aggregating~ 1.45 crore. The ITD stated 

(June 2013) that considering the undivided share of land of the Partner in the 

project land area there waslno violation of conditions prescribed in section 80iB 

of the Act. The reply of the ITD is not tenable as the Firm and its Partner in their 
. I 

individual capacities are disfinct taxable entities and their individual holdings in 

land cannot be clubbed fori considering the_ project area eligible for deduction 

under section 801 B of the Act. -. I 

3.9b. As per provisions oflsection 801B(11A), the amount of deduction in the 

case of an undertaking deriving profit from an "integrated business" of 

handling, storage and transbortation of food grains, shall be hundred per cent 
of the profits and gains de~ived from such undertaking for five AYs beginn-ing 

with initial AV. I 
. I 

We noticed one case on thJ above issue in Madhya Pradesh (see Box 3.9). 
I 
i Box 3.9 Illustrative case 
I 

In Madhya Pradesh CIT-Gwalior charge for AV 10 and AV 11 in the case of 

M/s. Agrawal Ware House, lwe noticed that the assessee had shown warehouse 

rental income of~ 34.99 !a~h and ~ 37.47 lakh respectively in the Profit & loss 

Account against which it h1ad claimed deduction under section 801B(11A) for 

~ 19.89 lakh, and ~ 24.96 1Jkh respectively. AO had allowed it in the scrutiny 
I 

assessment. Further, we noticed that the assessee's main source of income was 

rental income from ware hoLse and it did not carry out any "integrated business" 

as defined in section 80-IBhlA) making the assessee ineligible for deduction 

under section 801B(11A). T~e allowance of ineligible deduction of~ 44.85 lakh 

resulted in under assessmerlt of income by an equal amount involving tax effect 

of~ 17.09 lakh. I 

We also noticed that a nurhber of entities assessed in construction business 

were registered as Firms Jnd in our previous report20
, we had higMigllted 

similar nature of observaticln regarding ineligible deduction given to assessee 

firms under section 801B of rile Act. 

20 
I 

Report No. 12 of 2011-12-Performarce Audit of Business of Civil Construction. 

I 
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3.10 Recommendations 

We recommend that 

a. ITD may ensure compliance with the prescribed provisions (i) specific 

. to Firms as laid down in Chapter XVI, (ii) relating to set· off/ carry 

forward of losses of retiring/ deceased Partners and (iii) for deduction 

in respect of remuneration and interest as claimed by the Firms. 

The Ministry replied (March 2014) that the issue is being examined as 

it would require modification in the /TRs to comply with the provisions 

of the Act. 

lb. The Ministry may clarify the 'base amount' of the Partners' capital on 

which the interest is to be calculated for allowance of interest under 

section 40(b)(iv) of the Act. 

c. The Ministry may resolve the conflict between provision of section 

40(b)(v) of the Act and CBDT circular no. 739 dated 25 March 1996 

regarding quantification of remuneration in the partnership deed. 

di. The Ministry may clarify the manner of computation of book profit in 

respect of payment of remuneration of Firms and ensure that AOs 

app!y the uniform approach consistently. 

The Ministry replied (February 2014) that the principles of 
computation of book profit cannot be applied to Firms as unlike the 
companies for . which the Companies Act provides the detailed 
mechanism for determination of book profit, the Partnership Act does 
not provide any mechanism for determination of book profit of the 
Firm. 

Audit is of the view that although the Act provides for the calculation 

of book profit for the purpose of remuneration of the Firm, it is still not 

clear whether non-business items such as capital gain, interest 

income, rental income, interest from other sources etc, are to be 

excluded or not. The Ministry may therefore issue clarification so that 

AOs apply it consistently. 

The Ministry further replied (March 2014) that the computation of 

book profit is done under Chapter IV-D of the Act and reiterated that 

only income under the head "profits and gains of business or 

profession" is to be considered for calculation of book profit for 

determination of remuneration to Partners. However, the Ministry 

stated that the issue is being examined and necessary clarifications 

would be issued. 
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I 

Th M. · t I ·d · d · b1· · · · h e. e 1rns ry may cons1 er mtro ucmg an ena mg prov1s1on m t e 

statute for compulsbry charging of interest on partner's capital and 

payment of remune~ation by the Firms availing exemption/deduction 
• I 

under sections 10A/1WB/80IA/80IB/801C/80IE of the Act. 

The Ministry repliedl(February 2014} that the Act does not provide for 

charging of interest by the partner or payment of remuneration by the 
I 

Firm but only contains the provisions for disallowances if it does not 
I 

fulfill certain con9itions. Charging/Not charging of interest on 
I 

Partner's Capital account or payment of remuneration is a business 

decision and the Acti cannot mandate a Firm to charge such interest or 

payment of remuneration. Further, in order to protect the tax base of 

the Firms claiming these profit Jinked deductions, the concept of 

Alternate Minimum Tax has been introduced in the Income Tax Act 

vide Finance Act, 2012 in section 115 JC, which provides for levy of 
I 

alternate minimumi tax after adding back the deductions under 

Chapter VI A & sectibn lOAA of the Income Tax Act. 

Audit, while agreei~g with the Ministry's view, is of the opinion that 
I 
I 

the Ministry mayi ensure strict enforcement of payment of 

remuneration/interest to Partners as per partnership deed by Firms 

who are availing ~arious tax exempti~n/deduction as ·there are 

instances of non co,hplying to provisions of Partnership deed by AOs. 
I 

The Ministry further stated (March 2014} that the issue is under 

consideration for an~ further clarification in this regard. 
I 
I 
! 
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Chapter IV: Assessment of Firms 

4.1 Introduction 

We noticed mistakes relating to incorrect allowance of exemption/deduction, 

capital gains, carry forward and set off of losses, computation of income, 

incorrect allowance of depreciation etc in the assessments of Firms made by 

the ITD. 

Several sections of the Act dealing with generic issues in the context of 

revenue collection have been incorporated in this chapter. We noticed 287 

cases relating to mistakes, where the provis ions of the Act were not followed 

correctly, w ith a tax effect of ~ 244.57 crore. Category wise details of 

mistakes in assessment are shown in Table 4.1. 

Table 4.1: Nature of mistakes with its tax effect 

Nature of Mistakes Cases 

1. Income not assessed 56 

2. Incorrect allowance of exemption/deduction 40 

3. Mistakes in computation of Income 28 

4. Depreciation/Set off of losses 44 

5. Incorrect allowance of expenditure/provision 24 

6. Capital gains 15 

7. Other cases 80 

Total 287 

Tax effect 
(~in crore) 

44.13 

59.60 

19.64 

25.00 

9 .19 

27.26 

59.75 

244.57 

Assessing Officers did not assess income of the 56 Firms which resulted in 
short levy of tax of ~ 44.13 crore. 

4.2 Income not assessed 

Section 5 of Act provides that the total income of a person for any previous 

year shall include al l incomes from whatever source derived, actually 

received or accrued or deemed to be received or accrued. 

We found 56 cases in 13 states21 involving~ 44.13 crore where income was 

not offered to tax (see Box 4.1). 

Box 4.1: Illustrative cases on income not assessed 

a. In Andhra Pradesh, CIT-Ill Hyderabad charge, AO completed the assessment 

of M/s. Dream Resorts for AY 09 after scrutiny where the assessee received total 

amount of~ 14.85 crore towards settlement of bank dues. However, the assessee 

offered only~ 5.77 crore as income and hence, balance amount of~ 9.08 crore 

escaped assessment leading to short levy of tax of~ 3 .90 cro re including interest. 

21 Maharashtra, Tamil Nadu, Rajasthan, Punjab, Haryana, Assam, Karnataka, Andhra Pradesh ,Madhya Pradesh, 
Utta r Pradesh, Bihar, West Bengal and Chhattisgarh. 
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b. In Tamil Nadu, CIT-I Madurai charge, AO completed the assessment of 

M/s. LPL Sons Roadlines for AY 10 at nil income. We noticed that the assessee 

had shown total amount of ~ 9.62 crore received towards lorry freight, hire 

charges and commission in the Income & Expenditure Accounts although assessee 

had actually received a total amount of ~ 20.01 crore for the same during the 

year. Hence, the amount of ~ 10.39 crore escaped income which resulted in 

short levy of t ax of~ 3.50 crore . 

Assessing Officers allowed incorrect exemption/deduction of 40 Firms 
resulting in short levy of tax of~ 59.60 crore. 

4.3 Incorrect allowance of exemption/deduction 

Chapter VIA and section 10 of the Act provide for certain deduction/ 

exemptions in computing total income of an assessee subject to fu lfillment of 

conditions specified therein. 

We noticed 40 cases of incorrect allowance of exemption/deduction in 

13 states22 involving tax effect of~ 59.60 crore (see Box 4.2). 

Box 4.2: Illustrative cases on incorrect allowance of exemption/deduction 

a. In Tamil Nadu, CIT-I Chennai charge, AO while completing the assessment 

of M/s. Plaza Realities for AY 10 under scrutiny, allowed deduction under section 

8018(10) for a sum of ~ 13.46 crore. We noticed that the assessee entered 

into the contract with the land owner for the construction and therefore as per 

explanation inserted to the Act by Finance (No.2) Act, 2009, the assessee, being a 

contractor, shou ld not have been allowed deduction under section 8018 of 

the Act. Mistake in allowing ineligible deduction resulted in short levy of tax of 

~ 6.59 crore . 

b. As per section 108{2)(iii) of the Act, if the new unit is formed by transfer of 

any plant and machinery previously used for any purposes, the unit is not entitled 

to claim any deduction under section 108. In Tamil Nadu, CIT-VIII Chennai charge, 

AO completed the assessment of M/s. Indira Industries for AY 09 under scrutiny 

and allowed deduction of~ 7.86 crore under section 108 of the Act even though 

the assessee had installed the machinery which had already been previously used. 

The mistake resulted in under assessment of income by an equal amount 

involving short levy of tax of~ 3. 73 crore. 

Maharashtra, Tamil Nadu, Gujarat, Rajasthan, Punjab, Haryana, Himachal Pradesh, J&K, Jharkhand, Assam, 
Karnataka, Andhra Pradesh and Madhya Pradesh. 
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Assessing Officers committed mistakes in computation of income in 
28 cases involving tax effect of~ 19.64 crore. 

4.4 Mistakes in computation of Income 

Section 143(3} of the Act provides that AOs have to determine and assess the 

income correctly. Different types of claims together with accounts, records 

and all documents enclosed with the return are required to be examined in 

detail in scrutiny assessments. CBDT has also issued instructions from time to 

time in this regard. 

We noticed 28 cases of mistakes in computation of Income in eight states23 

involving tax effect of~ 19.64 crore (see Box 4.3}. 

21 

2• 

25 

Box 4.3: Illustrative cases on mistakes in computation of income 

a. In Andhra Pradesh, CIT-Ill Hyderabad charge, AO completed the assessment 

of M/s. Edelvalue Partners24 for AY 11 after scrut iny at a loss of~ 26.69 crore as 

declared by the assessee. Audit noticed that the assessee deducted gross 

unrealized gain25 of~ 30.17 crore instead of net unrealized gain of~ 7.58 crore 

from the net profit. The mistake resulted in under assessment of income of 

~ 22.59 crore involving potential tax effect of ~ 6.83 crore . The ITD did not 

accept (May 2013) the audit observation stat ing that net unrealized gain was 

arrived at by adopting Accounting Standard-30 and the same needs to be 

deducted from the net profit. The reply itself confirms that the net unrealized gain 

should have been deducted from the net profit. 

b. In Karnataka, DGIT {Investigation) Bangalore charge, AO completed the 

assessment of M/s Devi Enterprises for AY 11 under section 153(c)/144 of the Act 

at an income of~ 49.12 crore. We observed that AO had adopted the advance 

tax at ~ 450 lakh instead of correct amount of~ 460 lakh and levied surcharge 

on tax which was not applicab le for the relevant AY. The mistake resulted in 

excess levy of tax of~ 1.60 crore . The ITD rectified t he mistake under section 154 

of the Act (June 2013). 

c. In Maharashtra, CIT-XV Mumbai charge, AO while completing the 

assessment of M/s. Siddhivinayak Developers for AY 08 after scrutiny in 

December 2009, considered the va lue of opening stock in the Profit & Loss 

Account at~ 32.08 lakh instead of correct amount of~ 184.08 lakh. The mistake 

resulted in under assessment of income of~ 152 lakh involving short levy of tax 

of~ 68.05 lakh. 

Maharashtra, Punjab, Karnataka, Andhra Pradesh, Madhya Pradesh, Delhi, Od isha and Uttar Pradesh. 
Engaged in business of t rading in derivatives, securit ies and commodities. 
Included under income from t reasury operat ions in Profit & Loss Account. 
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Assessing Officers committed mistakes in allowance of depreciation/set off 
of losses in 44 cases involving tax effect of~ 25 crore. 

4.5 Depreciation/set off of losses 

Section 32 of the Act provides for al lowance of depreciation at the rates 

prescribed in t he Act subject to fulfillment of certain conditions. Further, 

section 72 provides for carry forward and set-off of net loss of an AY against 

profits and gains of the following eight AYs. 

We found mistakes in al lowance of depreciation/set off of losses in 44 cases 

in 12 states26 involving tax effect of~ 25 crore (see Box 4.4). 

Box 4.4: Illustrative cases on depreciation/set off of losses 

a. In Gujarat, CIT I Rajkot charge, AO completed the assessment of M/s. P. C. 

Patel & Company for AV 11 at an income of { 7.88 crore. We observed that AO 

allowed depreciation on tipper and dumper @ 30 per cent instead of applicable 

rate of 15 percent on the tipper/dumper as the assessee was engaged as a 

contractor. The mistake resulted in under assessment of income of { 3.27 crore 

involving short levy of tax of { 1.37 crore including interest. ITD replied (May 

2013) that assessee had executed agreement of hiring of heavy earthmoving 

machinery for excavation work and hence, assessee was eligible for higher 

depreciation. Reply of the ITD is not tenable as the assessee had used 

tipper/dumper for the execut ion of contract work and not for the purpose of 

routine business activity. 

b. In Maharashtra, CIT-XX Mumbai charge, AO completed t he assessment of 

M/s. Punit Creation for AV 11 after scrutiny in December 2012 at a loss of 

{ 2.44 crore and allowed brought forward losses of AV 07 and AV 08 amounting 

to { 3.45 crore which were already adjusted aga inst the income of AV 10. The 

mistake resulted in excess allowance of carry forward of losses by an equal 

amount involving potential tax effect of { 1.06 crore. 

Assessing Officers committed mistakes in allowance of expenditure/ 
provisions in 24 cases resulting in short levy of tax of~ 9.19 crore. 

4.6 Incorrect allowance of expenditure/provision 

Provision made in the account s for an accrued or known liability is an 

admissible deduction while other provisions do not qualify for deduction. 

Further, Section 37{1) of t he Act stipulates that any expenditure incurred 

wholly and exclusively for the purpose of business or profession is allowed in 

computing the business income of the assessee. 

26 
Maharashtra, Tamil Nadu, Gujarat, Rajasthan, Punjab, Karnataka, Andhra Pradesh, Kerala, Delhi, West Bengal, 
Goa and Uttar Pradesh. 
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We noticed 24 cases in nine states 27 involving short levy of tax of 

~ 9.19 crore having mistakes in allowance of expenditure/ provisions {see 

Box 4.5). 

Box 4.5: Illustrative cases on incorrect allowance of expenditure/provision 

a. In Assam, CIT-II Guwahati cha rge, AO while completing the assessment of 

M/s. Brahmaputra Rolling Mills for AY 10 after scrut iny at a loss of~ 4.80 crore, 

allowed expenses amounting to ~ 13.45 crore on account of t rial operation 

expenses. Since t he amount expended for trial production was incurred before 

the commencement of commercia l production, it should have been disallowed 

treating it as a capital expenditure. Th is omission resulted in underassessment of 

income of~ 13.45 crore involving potential tax effect of~ 2.05 crore. 

b. In Tamil Nadu, CIT-I Chennai charge, AO whi le comp let ing the assessment 

of M/s. Kunnam Granite & Works for AY 10 allowed an expense of~ 5.46 crore 

t owards foreign currency fluctuation loss which was speculative in nature. The 

mistake in allowing specu lative loss as business expenditure resulted in under 

assessment of income by an equal amount involving tax effect of~ 1.86 crore. 

Assessing Officers did not consider capital gains for tax in 15 cases resulting 

in short levy of tax of~ 27 .26 crore. 

4.7 Capital gains 

Section 45 of the Act provides that any profit or gain aris ing from the sale or 

t ransfer of a capital asset is chargeable to tax under the head "capital gains" 

and shall be deemed to be the income of the previous year in which the 

t ransfer took place. 

We noticed 15 cases in four states28 involving tax effect of ~ 27.26 crore 

where capita l gain was not offered to tax {see Box 4.6). 

27 

28 

Box 4.6: Illustrative case on capital gains 

Section SOC of the Act provides that where the consideration received as a result 

of the transfer by an assessee of a capita l asset, being land or bu ilding or both, is 

less than the value adopted or assessed by stamp valuation authority for the 

purpose of payment of stamp duty in respect of such transfer, the value so 

adopted or assessed be deemed t o be the fu ll value of the considerat ion received 

or accruing as a resu lt of such transfer. 

Maharashtra, Tamil Nadu, Karnataka, Kerala, West Bengal, Ut tar Pradesh, Assam, Odisha and Madhya Pradesh. 
Maharashtra, Tamil Nadu, Gujarat and Haryana. 
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In Maharashtra, CIT-XH Mumbai charge, AO completed :;scrutiny assessment of 

M/s. Kolhii Associates for AV 07 at an income of~ 123.39 lakh. We observed that 

assessee had received sale consideration of~ 153.60 lakh on sale of old structure 

and construction,, of new project, however, the value of constructed project for 

the purpose of stamp duty was ~ 255.80 lakh. The incorrect adoption of sale 
. - . -

value of asset resulted in under assessment of long term capital gain at~· 103.20 

lakh invoMng tax effect of ~ 23.16 lakh. ITD took remedial actiori by way of 

passing order under section 263 of the Act (Decembe'r i011). 

4.8 Other cases 

We aiso noticed various types of mistakes in 15 states29 such as short/non 

levy of interest, incorrect classification of income, failure to comply with 

TDS/TCS provisions etc. in 80 cases involving tax effect ~ 59.75 crore (see 

Box 4.7). 

. Box: 4.7: Illustrative cases on miscellaneous mistakes 

a. In Delhi, DIT (~nternational Taxation)-!, AO while finalizing assessment of 

M/s. ESS !Distribution (Mauritius) for AV 08 after scrutiny in October 2011 at and 

income of US$ 3.12 crore, did not levy interest under section 2348 of ~ 9.56 

crore. ITD rectified the mistake under section 154 of the Act (October 2012). 

b. In Maharashtra, CIT-XXll Mumbai charge, AO while completing the 

assessment of M/s. Rajesh Builders for AV 08 under section .143(3) read with 

section 147 in March 2013 levied interest under section 2348 for ~ 2.81 crore 

instead of correct amount of ~ 5.59 crnre resulting in short levy of interest of 

~ 2.78 crore. 

c. Section 2348(3) provides that where, as a result of an order of re

assessment under section 147 of the Act, the amount on which interest is payable 

is increased, the assessee shall be liable to pay simple interest at the rate of one 

per cent for every month or part thereof commencing on the day following the 

regular assessment till the date of re-assessment on the amount by which the tax 

on the total income determined on the basis of re-assessment exceeds the tax on 

total income determined in regular assessment. In Karnataka, CIT-II!, 8engaluru 

charge, AO completed the assessment of M/s Armapurneslhlwari ~nvestmel!11ts for 

AV 06 after scrutiny at an income of ~ 61.29 crore. Subsequently, case was 

reassessed under section 147 of the Act determining income of ~ 26.63 crore. 

We observed that interest under section 2348 (3) was levied at ~ 1.87 crore 

instead of correct amount of ~ 2.92 crore resulting in short levy of interest of 

~ 1.05 crore. ITD accepted and initiated action under section 154 of the Act 

(April 2013). 

29 Mahara.shtra, Tamil Nadu, Gujarat, Rajasthan, Punjab; Haryana, Jharkhand, Karnataka, Andhra Pradesh, Uttar 
Pradesh, Odisha, Delhi , Chhattisgarh, Madhya Pradesh and Bihar. 
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. . 

We recommend that CBDT may devise a mechanism to improve the quality of 

assessments and explore ~he possibility of capacity building for Assessing 

Officers for reducing the incidence of mistakes. . I 

·. . I . .. . . 
The Ministry in its reply (f ebruary 2014) elaborated on the steps taken by 

CBDT to improve the quality of assessment. CBDT has laid emphasis on 
I . . . . . . . 

improving quality of scrutiny assessment in their Central Action Plan. Post 

assessment, field offices,. f1~m FY 12 onwards, forward anal~sis of 50 q~ality 
assessments for suggestmg improvement of assessments which are publtshed 

annually. CBDT has also in~tructed supervisory offices to play an effective role 

and to bring matter of omi1sion/commission on part ofAOs to the Competent 

Authority for ddministrativk action. CBDT also uses the system of review and 

inspection as an effective ~ool to monitor the quality of scrutiny assessments. 

A lot of emphasis is beinJ laid on capacity building of Assessing Officer(s) 

which is achieved through fegular training and interaction with Commissioner 

(Appeals) and CommissioAers posted in Income Tax Appellate Tribunal at 

regular intervals. I 

I 
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Chapter V: Internal Control 

5.1 Introduction 

Internal control is necessary to improve policy formulation and 

implementation. An effective system of internal controls serves as a means to 

obtain reasonable assurance that the steps and action undertaken by the ITD 

meet their established goals and objectives. We have tried to highlight the 

control issues of the ITD by checking records available at the CslT30 relating to 

the Firms. 

ITD did not carry out inspections/quarterly reviews of records maintained 
for the Firms diluting the importance of monitoring. 

5.2 Monitoring 

Section 119 of the Act provides that CBDT may, from time to time, issue such 

orders, instructions and directions to other income tax authorities as it may 

deem fit for proper administration of the Act, and such authorities and all 

other persons employed in the execution of this Act, shall observe and follow 

such orders, instructions and directions of CBDT. 

It is thus, imperative that all officers employed in the execution of these 

statutes shall observe and follow any orders, instruct ions and directions 

issued by CBDT for proper tax administration. Brief of some of the 

instructions issued by the CBTD are given in Box 5.1. 

Box 5.1: Instructions regarding inspection 

a. Instruction no. 16/ 2008 dated 04 November 2008: CslT are requ ired to 

carry out inspections of Range Offices & Circle Offices under t heir control and 

submit inspection report. 

b. Instruction no. 15/2008 dated 04 November 2008: Each CIT is required to 

review the assessment of the DCslT I ACslT and make at least three assessments of 

each DCslT/ACslT per quarter. Similarly, Range Officers are required to review the 

assessment done by ITOs in their range and to make specific comments on at least 

three assessments of each ITO per quarter. 

We found deficiencies in monitoring by ITD which are as follows: 

30 

a. In West Benga l, the inspections carried out by CIT-Central -Il l and CIT

XI, Kolkata for FY 11 did not translate into productivity as the 

deficiencies pointed out in inspection reports were continued in 

inspection report of next year also. We also found that CslT and Range 

Officers reviewed less number of assessment orders as against the 

Two CslT taken for evaluation for each state. 
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limit prescribed in the instructions, thus diluting the control activities 

of the ITD. 

b. In CIT-Bhubaneswar (for FY 13), CIT-Cuttack (for FY 12 and FY 13) and 

their Range Offices, the Commissioners as well as Range Officers did 

not carry out inspection in their subordinate offices. 

c. In Tamil Nadu CIT-VII I Chennai and CIT-Coimbatore, there was no 

monitoring/ controlling mechanism at t he level of CIT regarding the 

issue of notices sent to non f ilers and stop filers. 

d. In Bihar CIT-II Patna charge, assessment records of M/s. Uma Shankar 

Singh for AY 09 revealed that CIT-II Patna had carried out quarterly 

review and sought compliance report from AO on certain 

observations. However, the AO did not take any action, neither did he 

furn ish compliance report on the observations made by CIT-II Patna . 

Therefore, instructions issued by CBDT from time to time are not being 

followed by Range Officers and Circle Officers properly. 

ITD did not maintain prescribed records properly which resulted in 
ineffective control mechanism. 

5.3 Deficiencies in maintenance of Registers 

Documentation of procedure and maintenance of regi sters for various 

functions of the ITD and its updation are essentia l for effective control 

mechanism (see Box 5.2). 

Box 5.2: Instructions regarding maintenance of registers 

a. Instruction no. 1/2009 dated 12 February 2009: Jurisdictional AOs and 

designated AOs are required to maintain regist er of action taken on AIR 

information in the prescribed form at wh ich should be inspected every quarter by 

Range head and t he CIT concerned. 

b. Para 2.4.1 of Chapter 14 of Manual of Office Procedure (MOP)-Vol.-1, 2003: 

Each AO has to maintain a Grievance Register in t he proforma prescribed in 

Annexure I. 

We found defi ciencies in maintenance of registers, which are as follows: 

a. In Gujarat, the Grievance Registers were not maintained properly. The 

columns like 'Code No.', 'Nature of Disposa l' etc. were not included in 

the Register. Scrutiny of Personal Deposit (PD), Account Cash Book, 

PD Ledger Account and the correspondence folder revealed that the 

monthly balance statement from the bank was not obtained and 

reconciled with the balance in the Cash Book. We also found a 
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discrepancy in the closing balance as per Cash Book and Bank Book 

records for an amount of ~ 4.82 lakh . In Gujarat CIT-Valsad charge, 

t he Arrear Demand & Collection register (ADCR) was not 

updated/ rectified resulting in excess credit of ~ 22 lakh to the 

assessee. 

b. In Uttar Pradesh and Uttarakhand, registers such as Advance Tax 

Register, Annual Information Return (AIR) and references to Valuation 

Cell Register were either not maintained or not updated. 

c. In Karnataka and West Benga l, Demand & Collection Register were 

not updated and register of action ta ken on AIR was not maintained 

at all. 

d. In Himachal Pradesh charge, in eight units, no register to utilize the 

AIR information were maintained and in one unit, it was not put up to 

t he Addi. CIT for quarterl y verification/monitoring. 

Non maintenance of prescribed registe rs to ensure comprehensive recording 

of the transactions defeated the very objective of the system, hence diluting 

the internal contro l mechanism of the ITD. 

ITD did not give importance to their internal audit as it was neither 
conducted nor did it cover the Firms assessment records. 

5.4 Internal Audit 

The objective of internal audit inter alia includes checking whether 

procedu res and terms prescribed by the ITD are adequate and the 

instructions issued and procedures prescribed by CBDT are being duly 

implemented. Role of internal audit is also to exercise vigilance for 

prevention of mistakes and to improve quality of assessment by reducing the 

errors and omissions. 

The deficiencies in conduct ing internal audit were as follows: 

a. In Uttar Pradesh, the internal audit was not being conducted regularly 

for FY 11 and FY 12. 

b. In Andhra Pradesh, out of 35 units selected for audit, internal audit 

was not conducted in 7 units and partly completed in 11 units. 

c. In Odisha, CIT-Bhubaneswar charge, we found that none of the 

assessment records had the evidence of audit conducted by Internal 

Audit Party (IAP). 
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d. In West Bengal, internal audit did not check the assessments 

completed relating to the Firms in assessment charges under CIT XI & 

CIT Central Ill Kolkata during the period FY 11 to FY 13. 

e. In Uttarakhand, CIT-Dehradun charge, we found that IAP did not 

check any assessment records during FY 13. 

The above deficiencies indicate lapses in the internal control mechanism of 
the ITD. 

ITD did not effectively utilize the information available in the Tax Audit 
Reports issued by Accountants (third party) against the Firms which 
resulted in income escaping assessment. 

5.5 Incorrect/incomplete certification by Chartered Accountants 

The Tax Audit Report issued by an accountant is one of the tools in the hands 

of the ITD for deciding the correctness of the income and deductions claimed 

by the assessee. CBDT in order to ensure that the assessee, accountant and 

AO comply with the various provisions of the Act, had issued Instruction No. 

1959 and 1976 in January 1999 and November 1999 respectively. These 

Instructions contain detailed procedures for effective utilization of 

information available in the Tax Audit Reports while finalizing the 

assessments. The instructions issued included that the AO may again examine 

the Tax Audit Report thoroughly at the time of completion of assessment of 

the detailed scrutiny u/s 143(3}, to ascertain whether any addition to the 

income is possible on the basis of the same or whether any further 

investigation is required pursuant to the information submitted therein. 

Section 44AA requires compulsory maintenance of books of accounts by 

different categories of taxpayers and section 44AB requires the audit of 

accounts of any person carrying out any business or profession, by an 

accountant if the total turnover/gross receipts of the business or profession 

for the previous year exceed ~ 40 lakh or ~ 10 lakh respectively. The 

deficiencies in third party reporting are given in Box 5.3. 

Box 5.3: Illustrative cases on deficiencies in third party reporting 

a. In Odisha, CIT-Bhubaneshwar charge, we noticed that provisions of section 

44AA of the Act were not complied with in respect of M/s. S. M. Enterprises. In 

Karnataka, CIT-Hubli charge, AO completed the assessment of a Firm M/s. A. A. 

Logistics for AV 09 under scrutiny and for AV 10 & AV 11 under summary manner. 

We noticed that the provisions of section 44AA and section 44AB of the Act were 

not complied with and no action had been initiated in this regard to levy penalty 

u/s 271A and 271B of the Act. On being pointed out, the ITD accepted the audit 

observation for AV 09 and levied the penalty under section 271A of the Act. 
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lbl. In Andhra Pradesh, C~T-lirupati charge, we found in two cases that the 
i 

'lhirc! Party' had reported/c~1tified identical details31 in respect of two assessee 

Firms indicating incorrect rep:orting by the Chartered Accountant. 
' 

«:. In West Bengal, we fo~nd in two cases that the 'Third Party' failed to report 

correctly regarding comp~iarice of TDS provisions and in one case, they did not 

quantify the 'Telephone & I Motor Car Expenses' despite the expenses being 
I 

debited to Profit & loss Account. 
I 

di. ~n Maharashtra CIT-Th:ane charge, in the case of M/s. Slhirree Vairraitdl l\fijD1Jarvaik 
I 

[l)eve~IOl[plerrs for AV 11, the a~sessee had furnished the lax Audit Report for AV 10 

wherein the tax auditor had ireported on non-deduction of TDS on ~ 59 lakh. But 
I 

the AO failed to reopen and assess the return forthe AV 10 by scrutiny to add back 
I 

the amount of ~ 59 lakh to :income. This resulted in loss of revenue by ~ 18.23 
' 

lakh. 

e. In Karnataka, out of l!,265 Firms test checked, we found 250 Firms having 

867 Partners did not mentio~ PAN of Partners in form 3CD report. 

I 
f. In Punjab, we found ithat the assessee had not furnished the form 3CD 

I 

report as per the section 44Jt.B. Further, AO did not levy penalty nor issued notice 

to the assessee for non-compliance of provisions. 
I 

! . 

111 this connection, a refer~nce is also invited to 'Review 011 Appreciation of 

Third . Party Reporting/ Ce~ification in Assessment Proceedings'32 wherein 
I . . 

recommendation had been made to ensure that AOs critica!iy examine tlie 
I 

Tax Audit Reports along with tile connected records and take action i11 terms 
I . 

of instruction number 19591 in cases where inaccurate information have been 

furnished by tax audito~s. CBDT had accepted the recommendation. 
I 

However, keeping in vi~w tile recurrence of similar instances, the 

recommendation is reiterat~d. 
I 
I 

5.6 IEffedhueD'l!ess IClf SIUll!'vey OD'll ii:aix aitdlmaD'l!asii:l!'aiii:amil 
i 

The provisions of the Act e:mpower the AO to scrutinize tile returns and tile 
I 

statements filed in order to determine the income and to coi!ect tax. The 

examination of books of aJcounts and verification of the facts presented by 

the assessee are tile prim~ry jobs of the AO. !11 this context, the power of 

survey serves the foHo~ing two ·important purposes viz. (i) ffD's 
I . . . 

determination to reach out and obtain information about the assessee and 
. I . 

his income earning activities, and (ii) mea11i11gfu~ selection of cases for 
I 

scrutiny by coHecting infor~ation about various trades and trade practices. 

31 

32 

For hire charges and labour welfar~ expense. 
Chapter-2 of CAG's report no. PA 7 bt 2008. 

I 

! 
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In Haryana, we found that information obtained during the survey was not 

utilized in assessment for the computat ion of total income involving tax 

effect of~ 4.14 lakh. 

Thus t he AOs are not making effective use of the information collected during 

the surveys while making assessments. 

5.7 Selection for scrutiny 

CBDT issues instructions every year which lay down the procedure for 

se lection of assessments for compulsory scrut iny under various categories. As 

per the CBDT's norms for compulsory scrutiny and Computer Aided Selection 

for Scrutiny (CASS) norms, the returns of all the builders following project 

completion method are required to be selected for compulsory scrutiny. 

We found two cases in Maharashtra wherein the cases were not considered 

for assessment under scrutiny manner in spite of a reduction in the income 

with respect to previous year (see Box 5.4). 

Box no.5.4: Illustrative case on non-selection under scrutiny assessment 

In Maharashtra in CIT-XXll Mumbai charge for the last three AYs 09, 10 and 11, in 

case of M/s. Raja Construction we noticed that the Firm was assessed under 

summary despite there being a reduction of income of ~ 118 lakh in AY 10 

compared to AY 09. The Firm has shown taxable income of ~ 157.41 lakh, 

~ 39.93 lakh and ~ 70.68 lakh respectively during the above AYs, however, the 

case was not selected for scrutiny. 

ITD did not recover/write off of arrear demands against the defaulting 
Firms leading to loss of revenue. 

5.8 Recovery/Write-off of arrear demand 

Under the provision of section 226(5) of the Act, the AO or Tax Recovery 

Officer (TRO) may, if so authorized by the CCIT or CIT by general or special 

order, recover any arrears of tax due from an assessee by distraint and sa le of 

his movable/immovable property in the manner laid down in the schedule. 

Further, Chapter 13 of the Manual of Office Procedure of the ITD specifies 

that when tax demands remain irrecoverable in spite of exercise of powers of 

recovery under the Act, the option of "write off of arrears" should be 

considered. The powers to sanction write off of revenue have been delegated 

by t he Centra l Government to the Income Tax Authorities. All the CITs have 

full powers to write off irrecoverable balance of Income Tax, Wealth Tax etc. 

subject to a report to the next higher authority. 
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' 
I 

If an assessee fails to pay the amount of tax of demand, within one month 
I 

from the date of receipt. of notice, the AO shall initiate the proceeding of 

recovery of such deniand by distraint warrant and sale of 

movab~e/immovable prope{ties of the assessee. He should aiso report such 

matters to higher authorities/Csff and TROs for taking prompt/proper action 

along with proceedings of i~itiation of penalty u/s 221(1) for non-payment of 

such amount of demand noiice. 
I . 

We found cases where provisions for recovery/write off of demands were not 

fo~!owed. 
I 
I 

I 

ai. ~n Haryana charge, i arrear of tax demand of ~ 125.81 lakh were 
I 

outstanding against! the defau~ting Firms for more than 3 years in 

-' eight cases. FurthJr, in Punjab charge, arrear of tax demand 

outstanding against ldefau~ting Firms amounted to ~ 282.01 ~akh and 

in Jammu & Kash~ir charge, tota~ arrears of ~ 813.15 !akh were 

outstanding for mar~ than three years. However, in no case, recourse 
I 

to proceedings ~aid down in the Act had been initiated. 
I 

lbi. We a~so found in As~am CIT-~~ Guwahati charge for the AV 10 in case 

of M/s. GM ClOllke 1H1bMi1J11g that AO raised demand notice of~ 2.57.35 

lakh which was alsd confirmed by tlie Cff(A) but did not fo~!ow. up 

further action for rbcovery. ITD a~so did. not initiate any requisite 

penalty proceedingslfor default in payment of demand tax. 
I 

c. In Uttar Pradesh, vite noticed that the AO did not partiaHy write 

off/write-off the af rear demand despite demands amounting to 

~ 25,630 lakh and I ~ 2,961 lakh pertaining to Kanpur and Agra 

respectively being oilitstanding for more than three years in respect of 

FY 11, 12 and 13. Je a~so found in Cff-Aliahabad that a demand of 

~ 115.04 ~akh creat~d after scrutiny assessment for AV 10 in respect 
I 

of M/s. Gai]trai] (~emacai~s was not foHowed up for recovery. 
I 

idl. ~n Kerala Cff-~~, KoJhi charge, we found that although tax arrears 
I 
I 

amounting to ~ 20Q.11 crore (al~ assessees) was outstanding at the 
I 

end of March 2013, the AO did not take any coercive action for 
I 

recovery of the same. 
. I 

e. In Gujarat, we foun'd in seven cases that outstanding demand was 
I . 

recovered without charging interest u/s 220(2) of the Act having a tax 

effect of~ 53.85 lak~. 
I 
' 

It is evident from the abov~ rnustrations that internal control at the level of 
. I 

AO and TRO is weak and no~ being monitored at appropriate ~eveL 

45 



Report No. 7 of 2014 (Performance Auclit) 

a. According to CBDT's Instruction no.7/2002 of August 2002, refunds 

· determined, where administrative approval is necessary before issue 

of refund, should be issued within 30 days from the date of 

determination of refunds. In West Bengal under OT-XI Kolkata charge, 

we noticed that Range Offices took considerable time of more than 

two months in granting administrative approva~ for refund. In twelve 

cases, simiiar approval was accorded after the aforesaid prescribed 

date. 

lb. In Uttar !Pradesh Cff-Ghaziabad charge, we noticed in two cases that 

the OnHne Tax Accounting System had created a fictitious demand 

withq':At recognizing tile credit for tax deposited. 

c. In Gujarat, we found that settlement of grievances was pending for 

more than three years in respect of four cases and for less than three 

years for eight cases. The ffD accepted (.July 2013) the observation 

a,nd repHed that tile pend ency shown by audit is being attended to. 

di. We observed in Gujarat Cff-Valsad charge that in· tile case of Firm 

M/s. ~- K. !Brn1tlhlers, irregular allowances of carry forward of losses 

amounting to~ 17.20 lakll was granted due to non-synchronization of 

total income shown under ffD system software with the total of 

various head of income entered by the users. 

ie. In Andhra Pradesh we noticed that out of 474 stop-fHers and 3202 

non-filers in respect· of Firms the ITD issued notices to only 114 

assessees. ~11 Karnataka ~TD did not issue any notice nor levied any 

pena~ty to the 1748 non-fHers. 

We recommend that 

a. ffD may strengthen its interna~ control and monitoring mechanism to 

ensure compliance with tile instructions, rules, circuiars and· 
. -

provisions _of the Act. The Ministry may also take appropriate action 

against the third parties for incorrect certification in Tax Audit Report 

and may make:eoncerted efforts required for recovery of arrears or 

write~off of irrecoverabie arrears. 
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lbl, ITD may ensure that i~ required registers are maintained by their field 

units which may be checked for compliance by the ~11ternal Audit 

Party. 

The Ministry rep!ie1d (March 2014) that DIT (Organisation & 

Management ServicJs) has prescribed certain set of registers to be 
I 

maintained and it 'has been enabled in electronic form in /TD 
I 

application. 

New IDleUno 
!Dlai1teidl : :W ~y 2014 

{MAN~SIHI IKIUJMAIR~ 

i?ll'. 1Dlnll'ec1toll' (IDlnll'ect lai~es~ 

(SIHIASIHI~ IKANl SIHIAIRMA~ 

IComJPl'tt:rn~~ell' ailT!ldl A1U1idlo1toll' Gem~rn~ Cl~ ~IT!lidloai 
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ACIT 

ADCR 

AIR 

AO 

AOP 

AY 

Bol 

CAP 

CBDT 

CCIT 

CEO 

CIT 

CIT(A) 

DCR 

DGIT 

DIT 

FY 

HUF 

IAP 

ITD 

ITO 

ITR 

JCIT 

LLP 

PAN 

TCS 

TDS 

TRO 
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Abbreviations 

Assistant Commissioner of Income Tax 

Arrear Demand & Collection Register 

Annua l Information Return 

Assessing Officer 

Association of Persons 

Assessment Year 

Body of Individuals 

Central Action Plan 

Central Board of Direct Taxes 

Chief Commissioner of Income Tax 

Chief Executive Officer 

Commissioner of Income Tax 

Commissioner of Income Tax (Appeal) 

Demand & Col lection Register 

Director General of Income Tax 

Directorate of Income Tax 

Financial Year 

Hindu Undivided Family 

Internal Audit Party 

Income Tax Department 

Income Tax Officer 

Income Tax Return 

Joint Commissioner of Income Tax 

Limited Liability Partnership 

Permanent Account Number 

Tax Collection at Source 

Tax Deducted at Source 

Tax Recovery Officer 
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