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W TH

Cl VI L APPEAL NO. 1379 OF 2008 arising out of S.L.P. (C No. 4392 OF 2007,
Cl VI L APPEAL NO. 1380 OF 2008 arising out of S.L.P. (C No. 4395 OF 2007,
ClVIL APPEAL NO. 1381 OF 2008 arising out of S.L.P. (C No. 4397 OF 2007,
ClVIL APPEAL NO. 1382 COF 2008 arising out of S.L.P. (C) No. 6442 COF 2007,
KAPADI A, J.

Leave granted.

2. This batch of civil appeals filed by the assessee is

di rected agai nst judgnments dated 12:10.06 and 16. 10. 06

passed by the Punjab and Haryana H gh Court whereby the

H gh Court has uphel d the disall owance of interest clained

under Section 36(1)(iii) of the Incone-tax Act, 1961 ("1961

Act", for short), placing reliance onits judgment in the case of
Commi ssi oner of Income-tax v. Abhishek 1ndustries Ltd.

\ 026 (2006) 286 ITR 1 (P&H

3. In this batch of civil appeals we are concerned with
Assessment Years 1993-94, 1994-95, 1995-96, 1996-97 and
1997-98.

FACTS :

4. I n August/ Sept ember 1991, appel | ant assessee granted

interest free advances to its sister concerns which were

di sal | owed by the Departnent on the ground that the said
advances were not given fromthe firnis Owm Funds but from

i nterest bearing |oans taken by the assessee-firmfromthird
parties. Accordingly, the assessee’s claimfor deduction under
Section 36(1)(iii) was disallowed by the Departnment for the AY
1992-93. However, vide order dated 3.1.03, the Tribunal

del eted the disall owance saying that the assessee had given
such advance fromits Om Funds.

5. In the next AY 1993-94, the same situation took place.
Once again vide order dated 1.1.03, the Tribunal deleted

di sal | owance for AY 1993-94. It is inportant to note that the
Depart nent accepted the orders passed by the Tribunal in

favour of the assessee for both the AYs 1992-93 and 1993- 94.

At the same tinme, we need to enphasise, at this stage, that the
i nterest free advance given to the sister concern was repaid on
year to year basis. The said advance/loan got finally repaid in
AY 1997-98.

6. During the AY 1994-95 no further advances were nade
by the assessee-firmin favour of its concerns. However,
during AY 1995-96, a small interest free |loan of Rs.5 Iacs was
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advanced by the assessee-firmto its sister concern as during
the year in question the assessee had profits of Rs.1.91 crores.

7. At this stage, it may be noted that before Finance Act
1992, paynment of interest to the partner was an item of

di sal | owance. Therefore, it had to be added back to the
assessabl e incone of the firm But, after 1.4.93, vide Finance
Act 1992, the said interest becane an item of deduction

provi ded that the ampunt of deduction does not exceed

18/ 12% i nterest per annum [ See: Section 40(b)(iv) of the 1961
Act]. For the AY 1994-95, Department in this case, therefore,

di sal | owed the claimfor deduction under Section 40(b)(iv)
saying that in this case there was diversion of funds by raising
of interest free loans. The AO did not accept the subm ssion of
the assessee that advance(s) nade by the assessee were out of
income of the firm _According to the AQ the said interest free
advances to sister concerns were out of nonies borrowed by

the firmfromthird parties on paynent of interest, hence the
assessee was not entitled to deduction under Section 40(b) of
the 1961 Act. This view was confirnmed by the Tribunal

8. For the AYs 1995-96 and 1996-97, Tribunal held that
during the said years, no interest free advances to sister
concerns were nade and, therefore, there was no nexus

bet ween "interest bearing |oans" taken and "interest free
advances". However, /the Tribunal found that there was no
material to show that advances were nade to sister concerns
out of the firms own inconme and, therefore, the assessee was
not entitled to deduction under Section 40(b)(iv) of the 1961
Act .

9. The basic question which arises for determnation is :
whet her Section 40(b) of the 1961 Act is a stand-al one section
or whether it operates as a limtation to the deduction under
Sections 30 to 38 of the 1961 Act?

10. On the above question of llaw, M. S. Ganesh, |earned
seni or counsel appearing on behalf of assessee, contended

that prior to 1.4.93, Section 40(b) referred to disal |l owances per
se but after the Finance Act 1992 the said Section 40(b)(iv)

al  ows deduction, subject to the above linmt of 18/12% per

annum  According to | earned counsel, Section 40(b)(iv) talks
about statutory deduction and that the question of

di sal | owance cones in only to the extent that paynent of

interest to the partner exceeds 12/18% per annum~ In this

case, according to |learned counsel, all the conditions of
Sections 40(b)(iv) have been satisfied and, therefore, the
assessee was entitled to the benefit of deduction thereunder

In this connection, it was further argued that deduction under
Section 40(b)(iv) is not for expenditure; that it was a statutory
deduction and that the contribution by the partner to the firm
cannot be equated to a loan to the firmand that the former

falls only under Section 40(b)(iv) and, therefore, the said
Section 40(b) was a stand-al one section having no connection
with the provisions of Section 36(1)(iii) of the 1961 Act.
Further, according to |learned counsel, in this case Section
36(1)(iii) had no application as this was a case of paynent of
interest to the partner on his capital contribution which

cannot be equated to nonies borrowed by the firmfromthird
parties, hence the present case fell only under Section 40(b)(iv)
and not under Section 36(1)(iii) of the 1961 Act.

11. M. Prag P. Tripathi, learned Addl. Solicitor Cenera
appearing for the Departnment, submtted that object behind
enact ment of Finance Act 1992 is not only to avoid double
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taxation but also to put the firmas an assessee on par wth

ot her assessees. In this connection, |earned counse

submitted that in view of the changed | anguage of Section

40(b) (iv) of the 1961 Act, which is in the nature of a proviso, it
can no | onger be said that Sections 30 to 38 are not applicable
to the firmas an assessee and that it will apply to all other
assessees. That, prior to 1.4.93, Section 40(b)(iv) disallowed
interest paid to the partners but after 1.4.93 the firmhas to
establish its claimfor deduction under Sections 30 to 38 and

that it was not disentitled under Section 40(b) would apply.
According to | earned counsel, Section 40 is in nature of a
proviso to Sections 30 to 38 and, therefore, even if the

assessee establishes its claimfor deduction under Section
36(1)(iii), it has still to prove that it is not disentitled under
Section 40(b)(iv). Therefore, according to | earned counsel

after Finance Act 1992 the assessee has to establish

deductions under Sections 30 to .38 and it has also to prove

that it is not disentitled under Section 40 of the 1961 Act, I|ike
any ot her 'assessee.

12. We_quote hereinbel ow Sections 36(1)(iii), 40(b) as it
exi sted before 1.4.93 and 40(b)(iv) after Finance Act 1992
w.e. f. 1.4.93 which read as foll ow

" OTHER DEDUCTI ONS

36. (1) The deductions provided for in the follow ng
cl auses shall be allowed in respect of the matters
dealt with therein, in conputing the incone referred
to in Section 28-

(iii) the amount of the interest paid in respect of
capital borrowed for the purposes of the business or
pr of essi on.

Expl anation : Recurring subscriptions paid
periodically by share-hol ders, or subscribers in
Mut ual Benefit Societies which fulfill such
conditions as may be prescribed, shall be deened to
be capital borrowed within the neaning of this

cl ause;

AMOUNTS NOT DEDUCTI BLE

40. Notwi t hstandi ng anything to the contrary in
Sections 30 to 38, the foll owi ng amobunts shall not
be deducted in conmputing the incone chargeabl e
under the head "Profits and gains of business or
pr of essi on", -

(b) in the case of any firm any paynent of interest,
sal ary, bonus, conm ssion or remuneration made
by the firmto any partner of the firm

Expl anation 1 : Were interest is paid by a firmto
any partner of the firmwho has also paid interest to
the firm the amount of interest to be disall owed
under this clause shall be limted to the amunt by
whi ch the paynent of interest by the firmto the
partner exceeds the paynent of interest by the
partner to the firm

Expl anation 2 : Were an individual is a partner in a
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firmon behalf, or for the benefit, of any other
person (such partner and the other person being
hereinafter referred to as "partner in a
representative capacity" and "person so
represent ed" respectively,)-

(i) interest paid by the firmto such individua
or by such individual to the firmotherw se
than as partner in a representative capacity,
shal | not be taken into account for the

pur poses of this clause;

(ii) interest paid by the firmto such individua
or by such individual to the firmas partner in
a representative capacity and interest paid by
the firmto the person so represented or by the
person so represented tothe firm shall be
taken into account for the purposes of this

cl ause.

Expl anation 3 Were an individual is a

partner in a firmotherwi se than as partner in

a representative capacity, interest paid by the
firmto such individual shall not be taken into
account for the purposes of this clause, if such
interest is received by himon behalf, or for the
benefit, of any other person;"

Section 40(b)(iv) after Finance Act 1992 w e.f.1.4.93:
" AMOUNTS NOT DEDUCTI BLE

40. Notwi t hstandi ng anything to the contrary in
Sections 30 to 38, the foll owing amunts shall not
be deducted in computing the incone chargeabl e
under the head "Profits and gai ns of business or
pr of essi on", -

(b) in the case of any firm assessabl e as such, -

(iv) any paynent of interest to any partner which is
aut horized by, and is in accordance with, the terns
of the partnership deed and relates to any period
falling after the date of such partnership deed

i nsof ar as such ampbunt exceeds the anount

calcul ated at the rate of eighteen per cent sinple

i nterest per annum"”

| SSUE

13. VWet her the claimfor special deduction made by the
assessee exclusively cane only under Section 40(b)(iv) and
that it never cane under Section 36(1)(iii) of the 1961 Act as
argued on behal f of the assessee?

Legal Position Explained

14. Bef ore enactment of FA 1992, broadly speaking, paynent
of interest by the firmto any partner of the firmconstituted
Busi ness Disal |l onance per se. After FA 1992, Section 40(b)(iv)
of the 1961 Act places Iimtations on the deductions under
Sections 30 to 38. Prior to FA 1992, paynent of interest to the
partner was an item of Business D sall owance. However, after

FA 1992 the said Section 40(b) puts limtations on the
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deductions under Sections 30 to 38 fromwhich it foll ows that
Section 40 is not a stand-al one section. Section 40, before

and after FA 1992, has renained the sane in the sense that it
begins with a non-obstante clause. It starts with the words
"Notwi t hst andi ng anything to the contrary in Sections 30 to

38" which shows that even if an expenditure or allowance

cones within the purview of Sections 30 to 38 of the 1961, the
assessee could lose the benefit of deduction if the case falls
under Section 40. In other words, every assessee including a
firmhas to establish, in the first instance, its right to claim
deduction under one of the sections between Sections 30 to 38
and in the case of the firmif it clains special deduction it has
also to prove that it is not disentitled to claimdeduction by
reason of applicability of Section 40(b)(iv). Therefore, in the
present case, the assessee was required to establish in the
first instance that it was entitled to claimdeduction under
Section 36(1)(iii) and that it was not disentitled to claimsuch
deduction on account of applicability of Section 40(b)(iv). It is
i nportant 'to note that Section 36(1) refers to Qher

Deducti ons whereas Section 40 cones under the heading

Anmount s not Deductible. Therefore, Sections 30 to 38 are

O her Deductions whereas Section 40 is a limtation on that
deduction. It is inmportant-to note that Section 28 to 43C
essentially deal w th Business Incone. Sections 30 to 38 dea
with Deductions. Sections 40A and 43B deal with Business

Di sal | owances. Keeping in mind the said schene the position

is that Sections 30 to 38 are deductions which are linted by
Section 40. Therefore, even if an assessee is entitled to
deduction under Section 36(1)(iii), the assessee(firm wll not
be entitled to clai mdeduction for interest paynent exceeding
18/ 12% per se. This is because Section 40(b)(iv) puts a
[imtation on the amobunt of deduction under Section 36(1)(iii).

15. It is vehermently urged on behal f of the assessee that
partner’s capital is not a |loan or borrowing in the hand of a
firm According to the assessee, Section 40(b)(iv) applies to
partner’s capital whereas Section 36(1)(iii) applies to

| oan/ borrowi ng. Conceptually, the position nay be correct

but we are concerned with the schenme of Chapter I'V-D. After

the enactmment of FA 1992, Section 40(b)(iv) was brought to the
statute book not only to avoid double taxation but also to

bring on par different assesses in the matter of assessment.
Therefore, the assessee-firm in the present case, was required
to prove that it was entitled to clai mdeduction for paynent of
interest on capital borrowed under Section 36(1)(iii) and that it
was not disentitled under Section 40(b)(iv). ~There is one nore
way of answering the above contention. Section 36(1)(iii) and
Section 40(b)(iv) both deal with paynent of interest by the firm
for which deduction could be clained, therefore, keeping in

m nd the schene of Chapter |V-D every assessee who cl ains
deduction under Sections 30 to 38 is also requires to establish
that it is not disentitled under Section 40. It is in this respect
that we have stated that the object of Section 40 is to put
[imtation on the amount of deduction which the assessee is
entitled to under Sections 30 to 38. In our view, Section 40 is
a corollary to Sections 30 to 38 and, therefore, Section 40 is
not a stand-al one section

Application of the 1961 Act to the facts of this case

16. As stated above, in this batch of civil appeals we are
concerned with the Assessnent Years 1993-94, 1994-95,

1995-96, 1996-97 and 1997-98. At this stage, it may be
nentioned that as far back as in August/ Septenber 1991

assessee herein had given interest free advances to its sister
concerns. These advances stood reduced over a period, till AY
1997-98. Each year the bal ances stood reduced. Further
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vide Order dt.3.1.03 the Tribunal held, for AY 1992-93, that
the assessee had given interest free loans fromits Owm Funds
and not frominterest bearing |oans taken by the firmfrom
third parties and consequently the assessee was entitled to

cl ai m deducti on under 36(1)(iii). In other words, the Tribuna
hel d that | oans were given for business purposes. Simlarly,
for AY 1993-94, the Tribunal had taken the view that the said
| oans given to the firm s sister concerns were for business
purposes. Accordingly, the Tribunal had deleted the

di sal | owances during the AYs 1992-93 and 1993-94. It is

equal ly true that for the AY 1994-95 the Tri bunal took a
contrary view in view of change in | aw brought about by

Fi nance Act 1992. Prior to 1.4.93 paynent of interest to the
partner had to be added back to the assessabl e incone of the
firmwhereas after Finance Act 1992 such paynent becane an
item of deduction for computing the assessabl e inconme of the
firmand it becane part of the business income of the partner
In view of this change of |aw, the Tribunal disallowed paynment
of thelinterest in the present case for AYs 1994-95, 1995- 96,
1996- 97 and 1997-98. However, the point which has been |eft
out fromeconsideration is that the ['oans which were given in
August / Sept ember 1991 to the sister concerns got w ped out
only in AY 1997-98. As stated above, for AY 1992-93 and AY
1993-94, the Tribunal held that the | oans given to the sister
concerns were out of the firns Funds and that they were
advanced for business purposes. Once it is found that the

| oans granted in August/ Septenber 1991 continued upto AY
1997-98 and that the said | oans were advanced for business

pur poses and that interest paid thereon did not exceed

18/ 12% per annum the assessee was entitled to deductions
under Section 36(1)(iii) read with Section 40(b)(iv) of the 1961
Act .

17. One aspect needs to be nentioned during the AY 1995-
96, apart fromthe | oan given in August/Septenber 1991, the
assessee advanced interest free loan to its sister concern
amounting to Rs.5 lacs. According to the Tribunal, there was
not hing on record to show that the | oans were given 'to the
sister concern by the assessee-firmout of its Owm Funds and,
therefore, it was not entitled to clai mdeducti on under Section
36(1)(iii). This finding is erroneous.  The Opening Bal ance as
on 1.4.94 was Rs.1.91 crores whereas the | oan given to the
sister concern was a small amount of Rs.5 lacs. |In our view,
the profits earned by the assessee during the rel evant year
were sufficient to cover the inpugned | oan of Rs.5 lacs.

18. Bef ore concluding, we may nention that the inportance
of the judgment is the clarification which we were required to
give in the context of deductions under Sections 30 to 38 to be
read with the limtation prescribed under Section 40. ~ Since
there was sone confusion with regard to the status of Section
40, particularly, after enactnent of Finance Act 1992, we have
explained the law in the context of deductions under Chapter

I V-D of the 1961 Act. W have accepted the subm ssions
advanced by the learned Addl. Solicitor Ceneral in that regard.
However, the assessee succeeds in this batch of civil appeals
on the peculiar facts of this case.

19. Accordingly, the inmpugned judgnments of the Hi gh Court
are set aside and the civil appeals preferred by the assessee
stand allowed with no order as to costs.




