
THE FINANCE (NO. 2) ACT, 2004

The Finance (No. 2) Bill, 2004 was introduced in The Lok Sabha on 8th
July, 2004. It had 111 clauses. Without any debate thereon but with 60
amendments, including 10 new provisions, the Parliament passed it and on
receiving the assent of the President of India on 10th September, 2004, it
became The Finance (No. 2) Act, 2004 containing 121 clauses.

The Bill contained a number of significant proposals affecting tax-payers
– common citizens and as usual, Bombay Chartered Accountants’ Society
(BCAS) had brought out “The Union Budget 2004-05 – An analysis”, released
on 11th July.

As many of the significant proposals of the Bill have undergone major
changes, which affect a large number of citizens, BCAS thought it fit to bring out
a booklet listing all the important provisions of The Finance (No. 2) Act, 2004 on
income tax and service tax, affecting the citizens at large. They are divided into
Parts A, B & C. Part A contains information and brief analysis in 7 paragraphs on
17 very significant provisions. Part B provides brief information on the
remaining provisions. Part C deals with Service tax amendments, including
CENVAT Credit Rules. The Publication is worded in simple language, avoiding
jargon as far as possible.

Most of the provisions are applicable from A. Y. 2005-06. Thus the
amendments to the tax laws cover the transactions, etc. carried out or income
earned etc. in the year 1-4-2004 to 31-3-2005, but become effective from
different dates, such as 1-4-2004, 9-7-2004,
1-9-2004, 1-10-2004, 1-4-2005 and so on.

The Vision of BCAS includes conduct of Citizens Education
Programmes (CEP) and this publication is released as a part of our CEP. We
are sure that it shall be of service to all tax-paying citizens so that they become
aware of the changes made in the Income-tax Act and other laws vide The
Finance (No. 2) Act, 2004 and carry out their financial affairs appropriately.

Needless to say, that for a detailed understanding of any complicated
provisions of the law, citizens should consult their Chartered Accountant or
other tax professional.

For Bombay Chartered Accountants’ Society

Gautam Nayak Narayan Varma
President Chairman

Perspective Planning Committee

2nd October, 2004
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ANALYSIS OF AMENDMENTS MADE VIDE
THE FINANCE (NO. 2) ACT, 2004

DIRECT TAXES

• All amendments in the Finance (No. 2) Act, 2004 (“Finance Act”) would be effective
from A.Y. 2005-06 unless specifically mentioned otherwise.
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1. Tax Rates, Education Cess and Rebate – Clause 2(11) of the Finance
Act, and Section 88D:

Tax Rates and Education Cess:
No change is made by the Finance Act to the threshold limit of basic

exemption of Rs. 50,000/- or to the rates of income tax and surcharge payable
on income tax. Instead an additional surcharge called “Education Cess” has
been introduced with effect from 1st April 2004. This Cess is to be calculated
at the rate of 2 per cent of the income tax inclusive of the existing surcharge.
Thus we now have a novel concept of levying additional surcharge not only on
tax but also on normal surcharge, deviating from the past practice of levying
surcharge only on income tax.

Besides the regular income tax and advance tax payments, this Cess is
also applicable to tax deducted at source, tax collected at source, tax on
dividend distributed by domestic companies and tax on income distributed by
mutual funds. The Finance Minister has justified the additional levy of
Education Cess on the ground that it is part of the commitment of his
Government to provide universal access to quality basic education.

Though the Finance Act received the assent of the President on 10th
September 2004, the levy of Education Cess is effective from
1st April 2004. Thus the levy becomes effective retrospectively. It is however
possible to argue that a corporate assessee would not be liable to interest under
section 234C, if the shortfall in payment of the first installment of advance tax
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due on 15th June is entirely on account of the additional levy of Education
Cess. Similarly, it would be possible to argue that Education Cess will not be
applicable to tax deducted at source on payments (other than salary) relatable
to the period prior to 10th September 2004. It would be manifestly unfair to
cast such a burden on the person responsible for deducting tax at source, as he
may not be able to recover the tax from the recipient of the income. However
in respect of recurring TDS payments, an assessee may, as a measure of
abundant caution, choose to recover and pay the differential tax for the back
period (1st April 2004 to 9th September 2004). With respect to TDS on salary,
the differential tax for the back period will have to be recovered and paid to
the Government along with the TDS payment due after 9th September 2004.

As the section stands, dividend distribution tax under section 115-O and
tax on income distributed by mutual funds under section 115R would have to
be calculated inclusive of Education Cess even if the distribution tax was
correctly paid prior to 10th September, based on the law then prevailing. A
contrary view, however, is possible on the ground that the assessee cannot be
expected to bear an additional burden, which was not there at the time when
dividend or income from mutual fund was distributed.

Rebate under Section 88D:
A new section 88D has been inserted granting full tax rebate to

individuals resident in India, having taxable income not exceeding Rs. 1 lakh.
In effect, therefore, if the taxable income does not exceed Rs. 1 lakh, the
assessee will not have to pay any tax. This does not mean that the assessee will
be spared the trouble of filing his tax return. It is clear that though the
Government wants to give benefit to assessees having income up to Rs. 1 lakh,
they do not want such assessees to get completely out of the tax net.

This benefit is available based on the taxable income and not the real
income of the assessee. Therefore, even if the real income of the assessee is
higher, he will be entitled to the benefit if his taxable income, after considering
all exemptions and deductions is Rs. 1 lakh or less. For example, capital gains,
dividend income, income from units of mutual funds, to the extent they are
exempt, will all not be considered as part of the taxable income.

Assessees having income of Rs. 1 lakh or less and hence not liable to
pay any tax will also not pay any Education Cess, as this Cess is calculated as
a percentage of tax payable.

The section also provides for marginal relief to resident individuals thus
ensuring that individuals having income just above Rs. 1 lakh are not worse
off than those having income of Rs. 1 lakh or less. Hence the tax payable by
an individual having taxable income in excess of Rs. 1 lakh would be the tax

normally calculated on such income (without considering rebate under chapter
VIII) or the amount by which the taxable income exceeds Rs. 1 lakh,
whichever is lower. For example, if an assessee has taxable income of Rs.
1,05,000/- then the tax at the prevailing rates (inclusive of Education Cess)
would be Rs. 10,200/-. However, due to the provision for marginal relief, the total
tax liability would be restricted to Rs. 5,000/-, ensuring that the take home
income of a person earning marginally above Rs. 1 lakh does not fall below
Rs. 1 lakh after factoring the tax impact.

The above rebate under section 88D does not benefit senior citizens (age
of 65 or more) as they are anyway entitled to a tax rebate of up to Rs. 20,000/
- and hence do not pay tax till their income crosses Rs. 1,53,330/-. Similarly,
women upto 65 years of age are entitled to a tax rebate of up to Rs. 5,000/-,
which means that they pay tax only after their income crosses Rs. 80,000/-. So
once again, the new proposal will only benefit women assessees (not being
senior citizens) having taxable income between Rs. 80,000 and Rs. 1 lakh.

As far as the remaining assessees having income between Rs. 50,000/-
and Rs. 1 lakh are concerned, the reality is that most of them claim tax rebate
under Section 88 by making specified investments in PPF, NSC, LIP, etc. Thus
such assessees also often do not pay any tax. Therefore, the new provisions
will in most cases, only grant relief to the extent that such assessees will not
have to worry about making specified investments.

An assessee entitled to rebate u/s 88D (having taxable income below Rs.
1 lakh and hence not liable to pay any tax) will not be eligible to seek nil
deduction of tax at source by filing a declaration in form 15G, if his aggregate
income chargeable to tax from various sources specified in sections 197A(1)
& (1A) exceeds Rs. 50,000/-. In other words, such an assessee will be
subjected to TDS under the appropriate section even though he is not liable to
pay any tax. Provision similar to Section 197A(1C) wherein senior citizens can
file a declaration in form 15H seeking nil deduction of tax on the ground that
no tax is payable by them is also not available for assessees eligible for rebate
u/s 88D. Several such assessees will therefore be put to inconvenience, as they
will have to bear the burden of tax deducted at source and then claim refund at
the time of filing the return.

2. Securities Transaction Tax & Capital Gains – Chapter VII of
Finance Act, Sections 10(38), 40(a)(ib), 48, 88E & 111A

A Securities Transaction Tax (STT) has been introduced on certain
securities transactions, effective from a notified date (1st October 2004) under
Chapter VII of the Finance Act. From the same date, long term capital gains
on these transactions will be exempt from tax under section 10(38), and short-
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term capital gains will be subject to tax at 10 per cent (plus applicable
surcharge and education cess) under section 111A.

The STT is payable on these securities transactions at the following
rates:

Nature of Transaction Rate Payable by whom

Purchases and sales of equity 0.075% Both purchaser
shares or units of equity oriented and seller
mutual funds on recognised stock
exchange on delivery basis

Sales on recognised stock exchange 0.015% Seller
of equity shares or units of equity
oriented mutual funds on
non-delivery basis

Sale of Derivatives on recognised 0.01% Seller
stock exchange

Sale of units (repurchase) of equity 0.15% Seller
oriented mutual funds to (by) the
mutual fund

No surcharge or education cess is payable on STT. STT will be collected
by the Stock Exchange/Mutual Fund from the investor, and paid to the
Government.

The following types of transactions are not liable to STT:

1. Purchase/sale of listed equity shares outside the recognised stock
exchange (e.g. spot transactions, buy-back or purchase of shares through
open offer, public offer for sale of shares, public issue of shares, etc.)

2. Transactions in equity shares of unlisted companies.

3. Transactions in government securities or other debt instruments.

4. Transactions in units of non-equity oriented mutual funds, such as debt
funds or liquid funds, whether on the recognised stock exchange or
through the mutual fund.

5. Purchase transactions of equity shares or units of equity oriented mutual
funds on recognised stock exchange on non-delivery basis.

6. Purchase transactions outside recognised stock exchange of units of
mutual funds, such as open ended equity schemes (only sale transactions
are liable).

7. Purchase transactions of derivatives.

In the case of options, the tax would be leviable on the aggregate of the
strike price and the option premium. In the case of futures, the tax would be
leviable on the sale price of the futures. In case of other securities, STT would
be leviable on the sale price (or purchase price, if applicable). Such price
would not include brokerage or service tax charged by the broker.

The exemption for long-term capital gains is available only for sale
transactions from 1st October 2004, from which date the provisions of STT
apply, and only in respect of transactions to which STT applies. It is sufficient
if STT is attracted on the sale of the securities, irrespective of whether the
purchase attracted STT or not.

It is debatable whether long-term capital losses on sale of equity shares
or units of equity oriented mutual funds, which qualify under Section 10(38),
can be set off against other non-exempt long-term capital gains or will be
available for carry forward to subsequent years. The word ‘income’ in Section
10(38) would refer to positive figure of income which is granted exemption in
tax since section 10 deals with exempt income which is a positive figure.
Furthermore, all relevant sections like Section 2(14), 70(2), 70(3) and 74 of
the Act have not been amended. There is nothing in these sections to indicate
that the capital losses on shares/units referred to in these sections are to be
computed after excluding the capital losses referred to in Section 10(38).
Therefore a view is possible that capital loss on transfer of shares and units
referred to in Section 10(38) can be claimed for set off and carried forward U/
s.s 70 and 74.

The provisions of section 10(36), relating to exemption for long term
capital gains in respect of BSE 500 equity shares purchased on a stock
exchange or equity shares allotted through a public issue on or after 1st March
2003 but before 1st March 2004, still continue. Therefore, though gains on
sale of such shares up to 30th September 2004 are not eligible for the new
exemption, they would yet be eligible for this earlier exemption, if the
requisite conditions are fulfilled. Section 10(36) has effectively become
redundant on or after 1st October, 2004.

The concessional rate of 10 per cent for short-term capital gains applies
from the same date and to the same type of transactions as in the case of
exemption for long term capital gains. For short-term capital gains, the benefit
of basic exemption is available, to resident individuals & HUFs, but
deductions under Chapter VIA against such gains and rebate under Section 88
against the tax of 10 per cent on the short term capital gains are not available.
However rebates under sections 88B, 88C & 88D would be available against
such tax. Short-term capital losses arising on such transactions can be set off
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against any other taxable capital gains.

STT is not deductible in computing capital gains, either long term or
short-term.

For those carrying on business in securities, the profit from such dealings
is taxable, though such dealings may be liable to STT. STT is not deductible
in computing business income, but is allowable as a rebate under section 88E
against the tax payable on the income from the securities transactions liable to
STT. For this purpose, the tax payable on the income from the taxable
securities transactions is to be computed by applying the average rate of tax on
the total taxable income to the income from the taxable securities transactions.
Proof of payment of such STT in the prescribed form is to be filed along with
the return of income. Effectively, this rebate will not be available, if such
securities transactions have resulted in a loss.

3. Disallowance of expenditure due to TDS defaults – Sections 40(a)(i),
(ia)

Section 40(a)(i) : As regards payments to a non resident or a foreign
company, the existing Section 40(a)(i) (upto A. Y. 2004-05) provides for
disallowances in respect of any interest, royalty, fees for technical services or
other sums chargeable under the Act, which are payable outside India or in
India to any non resident or to a foreign company, where either tax is not
deducted at source or, having deducted the tax, payment is not made before
the expiry of time prescribed u/s 200(1). In order to bring harmony between
the treatment of payments to a non resident or a foreign company with that of
payments to a resident, Section 40(a)(i) is also amended w.e.f. A. Y. 2005-06.
It has been provided that if the tax is deducted and paid within the same
previous year, even if the payment is beyond the time prescribed u/s 200(1),
the deduction will be allowed in the previous year. Similarly, if tax is deducted
in the previous year, and payment is made in the subsequent year before the
expiry of time prescribed u/s 200(1), the deduction will be allowed in the
previous year. But, if the tax is deducted in the previous year, but paid in the
subsequent year beyond the time limit prescribed u/s 200(1), then the sum
would be deductible in the subsequent year.

Section 40(a)(ia):
Under the Income-tax Act, revenue expenditure laid out or expended

wholly and exclusively for the purpose of business is allowed as a deduction.
Section 40 deals with certain amounts which will not qualify for deduction in
computing the income chargeable to tax. New Sub-Clause (ia) is introduced in

Section 40(a), which applies from assessment year 2005-06. The objective
behind the new provision is to ensure effective compliance with the provisions
of tax deduction at source. U/s 40 (a)(ia), any payment made to a resident for
any interest covered by Sections 193 and 194A, commission or brokerage
covered by Section 194H, fees for professional or technical services covered
by Section 194J and payments to contractors or sub contractors covered by
Section 194C (specified expenditure) on which tax has not been deducted, or
having been deducted, is not paid any time during the previous year or in the
subsequent year before expiry of the time limit prescribed u/s 200(1), will not
qualify for deduction while computing income chargeable to tax under the
head “Profits & Gains of Business or Profession”. It is also provided that if tax
is deducted in any subsequent year, or has been deducted in the previous year
but paid in the subsequent year after the expiry of the time limit prescribed u/
s 200(1), then such sum will be allowed as deduction in computing the income
of the previous year in which the tax has been paid. The following examples
will clarify the position.

Specified Expenditure Status of TDS Status of allowability

1. Interest paid Tax not deducted at Interest payment will not
Rs. 50,000/- on source qualify for deduction in
01.09.2004. A.Y. 2005-06.

2. Professional fees paid Tax deducted at Professional fees will
Rs. 1,00,000/- on source on 28.08.2004. qualify for deduction in
28.08.2004. Due date of TDS A.Y.2005-06.

payment 07.09.2004.
TDS paid on 01.11.2004.

3. As on 31.03.2005 Tax deducted at Commission will qualify
provision is made for source on 31.03.2005 for deduction in
commission of TDS paid on A.Y. 2005-06.
Rs. 75,000/- 24.04.2005.

Due date of TDS
payment 31.05.2005.

4. As on 31.03.2005 Tax deducted at Commission will qualify
provision is made for source on 31.03.2005. for deduction in
commission of Due date of TDS A.Y. 2006-07 (being
Rs. 1,00,000/-. payment is 31.05.2005 disallowed in

TDS paid on 10.06.2005 A.Y. 2005-06).

5. Interest paid Tax deducted at Interest payment will
Rs.60,000/- on source on 06.04.2005 qualify for deduction in
01.10.2004 TDS paid on A.Y. 2006-07 (being

06.04.2005 disallowed in
A.Y. 2005-06).
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6. Professional fees paid Tax deducted at source Professional fees will
Rs. 1,50,000/- on on 01.11.2004 qualify for deduction in
01.11.04 Due date of TDS A.Y. 2006-07 (being

Payment is 7-12-2004 disallowed in
TDS paid on 04.04.2005 A.Y. 2005-06).

Section 40(a)(ia) will be applicable to specified expenditure claimed as
deduction while computing chargeable income under the head “Profits &
Gains of Business or Profession”. If an assessee is claiming the deduction of
such expenditure while computing income under any other head of income,
then the question of disallowance will not arise.

Default in making the payment of Education Cess on TDS will also
attract the provisions of Sections 40(a)(i) and 40(a)(ia).

4. Gifts received to be treated as Income – Sections 56(2)(v) &
2(24)(xiii)

Introduction
After a lapse of about six years from the year of withdrawal of levy of Gift

Tax, another Finance Minister took the view that on account of abolition of Gift
Tax loophole is required to be plugged to prevent money laundering and to tax
purported Gifts received from unrelated persons by Individuals/HUF. With a
view to achieve this objective, certain amendments were proposed in the
Finance (No. 2) Bill, 2004 but the drafting of the proposals was not in tune with
the objects and could have led to an absurd situation, where items like receipts
of Mediclaim, loans or deposits etc. would also have got covered within the
scope of the proposed amendments. Therefore, number of representations were
made and the proposals made in the Finance Bill were expected to undergo
substantial change.

Final Provision
Fortunately, as expected, at the time of moving the Finance Bill for being

passed by the Parliament, the above proposals for taxing purported gifts as
income have been substantially amended. Now, Section 56(2)(v) (new
provision) provides that any sum of money exceeding Rs. 25,000/- received
without consideration by an individual or a HUF from any person on or after
1.9.2004 is taxable as income from other sources. The definition of income [in
Section 2(24)(xiii)] is also amended to provide that sum of money referred to
in Section 56(2)(v) is to be treated as income. Certain exceptions are also
provided from the scope of this new provision (hereinafter these exceptions are
referred to as Specified Exceptions). Though the new provision does not make
specific reference to gift, for the sake of convenience, the sum of money

referred to in this new provision is also referred to here as “gift”.

Specified Exceptions
It is provided that the new provision shall not apply if sum of money is

received:

a) from any relatives; or

b) on the occasion of the marriage of the individual; or

c) under a will or by way of inheritance; or

d) in contemplation of death of the payer.

Since sum of money received from any relative is outside the purview of
the above provision, the term “relative” has been exhaustively defined. This
covers : (i) spouse of the individual; (ii) brother or sister of the individual; (iii)
brother or sister of the spouse of the individual; (iv) brother or sister of either
of the parents of the individual; (v) lineal ascendant or descendant of the
individual; (vi) lineal ascendant or descendant of the spouse of the individual
(vii) spouse of the persons referred to in clauses (i) to (vi) (hereinafter such
relatives are referred to as Specified Relatives). In addition to this, gifts
received on the occasion of marriage are also specifically excluded without
any monetary limit, whether they are received from Specified Relatives or not.

Some Important Implications
Since the new provision is made applicable to sum of money, the same

will not apply to gift in kind. The new provision will apply only to an
individual or a HUF as the recipient of such money. However, the status of the
payer is not relevant. The payer could be resident or non-resident. The place
of receipt is also not relevant. Therefore, gift of money received by a resident
individual outside India from unrelated non-resident (who is not a Specified
Relative) will also be covered in the new provision unless of course the same
is covered in any of the other specific exception. It seems that exception of
receipt from Specified Relative will apply only in case of individual.
Therefore, gift of money received by a HUF from the relative of a member of
the HUF is not covered in any of the exceptions and therefore, one has to be
little careful in such cases.

Since the new provision applies to any sum of money exceeding Rs.
25000/-, received without consideration from any person, the issue arises as to
whether each receipt should exceed this limit or one should consider the total
amount received during the previous year from everybody. Though the
intention seems to be to apply the limit to the total amount, two views are
possible.

Some ambiguity still continues
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Like the provisions proposed in the Bill, even the new provisions do not
make any specific reference to the gift as aforesaid and it only refers to sum of
money received without consideration. The term “without consideration” is
capable of very wide meaning and is likely to lead to a number of issues with
regard to taxability of the money received by an individual or a HUF, resulting
into long drawn litigation. Many receipts, which, in reality, are neither income
nor intended to be treated as income, may fall in this category,  such as money
received by a student for educational purpose [if not covered by specific
exemption provided in Section 10(16)] or by a poor patient for medical
treatment from Charitable Trusts, any monetary award received for showing
exceptional honesty or integrity, financial aid declared and paid by the
Government at the time of accidents or natural calamities, etc. Therefore, it is
advisable to make proper verification before deciding on taxability of receipt
of any money without any consideration from any person.

Conclusion
Even without this amendment, there are enough powers under the

Income-tax Act to tax any ingenuine gifts as income in the hands of the
recipient. Therefore, one wonders whether there was any need to bring such a
new provision on the Statute. The only solace is that the new provision is
rightly confined to individuals and HUFs as the recipients of the money, and
money received from Specified Relatives is rightly excluded from the purview
of the new provision. To this extent, the intention of the Finance Minister in
bringing this provision gets reflected in the new provision. Of course, one
should not be very adventurous with regard to the receipts (gifts) which are
specifically excluded from the new provision because, in the event of any
doubt about the genuineness of such gift, it seems that there is no bar on the
Revenue to take recourse to other provisions of the IT Act in such exceptional
cases

5. Deduction for Housing Project – Section 80-IB(10)
Section 80-IB(10) provides for deduction of 100 per cent of the profits

derived by an undertaking developing and building housing projects, subject to
certain conditions. Substantial changes have been made in this section by the
Finance Act, which are as under:

(1) At present, the deduction is available for housing projects which are
approved by a local authority before 31st March, 2005. This date is
extended to 31st March, 2007. It is also provided that where the
approval is obtained more than once, the date of the first approval of the
building plan of such housing project shall be considered.

(2) Hitherto, the section did not provide for any time limit for completion of
the construction. As per the amended provision, now the time limit for
completion has been provided.

• Projects approved by the local authority on or before 31.3.2004,
are to be completed on or before 31.3.2008.

• Projects approved by the local authority on or after 1.4.2004 are to
be completed within 4 years from the end of the financial year in
which such projects are approved.

It is also provided that the date of Completion Certificate issued by the
local authority will be considered as the date of completion. Accordingly
the date such completion certificate seems to be relevant for this
purpose, irrespective of the date of the completion of housing project.

(3) In order to qualify for deduction, the built-up area of shops and other
commercial establishments included in the housing projects shall not
exceed 5 per cent of the aggregate built up area of the housing project or
2000 sq.ft., whichever is less.

It is to be noted that the CBDT by a letter F.No. 205/3/2001 ITA II dated
4th May 2001, had issued a clarification to the Maharashtra Chamber of
Housing Industry stating that any project which has been approved by
the local authority as a housing project, should be considered as
adequate for the purpose of Section 80-IB(10). Hence it was felt that the
issue regarding construction of convenient shopping etc. in the housing
project or construction of certain shops, schools, cinema theatres, as per
the conditions of municipal laws, was considered as adequate for the
purpose of Section 80-IB(10).

In respect of projects which have been approved and commenced in the
past, the applicability of this new condition is doubtful and the issue is
wide open

(4) The deduction is available if the project is on a plot of land which has
minimum area of one acre. This minimum plot size requirement is now
liberalised by being made inapplicable to a housing project carried on in
accordance with a scheme framed by the Central or State Government
for reconstruction or redevelopment of the existing buildings in area
declared to be slum areas under any law for the time being in force, and
such scheme is notified by the Board in this behalf.

(5) Deduction is available if the built up area of the residential unit does not
exceed 1000 sq.ft. where such residential unit is situated within the city
of Delhi or Mumbai or within 25 kms. from the municipal limits of these
cities and 1500 sq.ft. at any other place. The term “built-up area” was
hitherto not defined under the Act. This term has now been defined to
mean inner measurements of the residential unit at floor level, including
projections and balconies, as increased by the thickness of the walls, but
does not include common areas shared with other residential units.
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(6) The other conditions for availing of this deduction like getting the
accounts audited etc. have been continued.

The applicability of deduction under this section in respect of new
projects undertaken after 31st March, 2004 will get restricted in view of
various difficult conditions imposed.

6. Falsification of books of account, etc. – Sections 277A, 279
Section 277A lays down that in case a person (the person), wilfully and

with intent to enable another person to evade tax, interest or penalty, makes or
causes to make any false entry or statement, in the books of account or other
documents relevant to or useful in his income tax proceedings, which “the
person” either knows to be false or does not believe to be true, then “the
person” shall be punishable with rigorous imprisonment for a term of not less
than three months but up to three years and fine. The draconian part of the
provision is that actual evasion by the other person need not be proved to
proceed against “the person”. This provision will be effective from 1st
October, 2004. Section 279, which provides for prosecution, now includes
Section 277A also.

7. Annual Information Return (AIR) – Sections 271FA, 273B & 285BA
This section, originally inserted by the Finance Act, 2003 effective A.Y.

2004-05 was really a non-starter, as it applied only to “assessees” and not to
Government agencies and other authorities who are valuable sources of
information for the purposes of Income-tax Act. Therefore, now the scope of
this section is widened.

The amendment, in the Finance Act, effective from financial year 2004-
05 itself, aimed at widening the tax base, casts onerous responsibility on all
tax payers (assessees) and other specified authorities (“Persons”) of annually
reporting to the Revenue authorities (I.T. department) certain prescribed
Specified Financial Transactions (SFTs). Hence, once rules are prescribed, the
flow of information regarding SFTs will become automatic.

Following “Persons” responsible for registering or maintaining books of
account or other documents containing records of any SFTs under any law,
have to file AIR:

All assessees, Government departments, Local authorities, Public bodies
or associations, Registrars registering properties, R.T.O.s, Post Master
Generals, Collectors, recognised stock exchanges, RBI and Depositories.

The power is taken to make rules for prescribing specified transactions
from the following classes of transactions:

• Purchase, sale or exchange of goods or property or rights or
interest in a property,

• Rendering services,

• Under a works contract,

• Investment made or expenditure incurred or,

• Accepting or taking any loan or deposit

The CBDT will prescribe the exact nature of transactions to be reported.
Though the law provides for a threshold-reporting limit of Rs. 50,000/-, the
CBDT may actually prescribe a higher amount for any or all classes of
transactions. The format of the AIR will also be prescribed in due course of
time, along with time limit for filing.

However, the possibilities of an overlap in reporting cannot be ruled out
as the same transaction might be reported by two or more persons e.g. a
transaction relating to property will be reported by the Registrar, the seller and
the purchaser.

Non-filing of the AIR on time without reasonable cause (due date will be
prescribed in due course) will entail a penalty of
Rs. 100/- per day of default, without any upper cap. However, there is no
provision for appeal once the penalty is levied; mercifully, non-filing of AIR
does not entail prosecution!

PART B : OTHER AMENDMENTS

1. Rate of Tax in case of Foreign Companies – Section 90

Explanation to Section 90 was introduced by The Finance Act, 2001
with retrospective effect from 1962 to provide that the charge of tax in respect
of a foreign company at a rate higher than the rate applicable to a domestic
company, shall not be regarded as less favourable levy of tax if such a foreign
company has not made the prescribed arrangement for declaration and
payment of the dividends within India.

Now, the retrospective amendment introduced w.e.f. 1st April, 1962 has
deleted the reference to the words “making of prescribed arrangement for
declaration and payment within India of the dividends” in the Explanation to
Section 90. The decision of Mumbai ITAT in the case of CIT vs. Decca
Services Overseas Limited [Appeal No. 3604 /Bom/94] will no longer hold
good.

2. Interest on Non-Resident (External) Account – Section 10(4)(ii)
Presently, in case of an individual, any income by way of interest on

monies standing to his credit in a Non-Resident (External) Account in any
bank in India is exempt.
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This exemption is withdrawn in respect of interest paid or credited to
such account on or after the 1st April, 2005.

3. Interest on Foreign Currency Deposits – Section 10(15)(iv)(fa)
Interest payable by a scheduled bank to a Non-Resident or to a person who

is Not Ordinarily Resident on deposits in foreign currency (FCNR and RFC
Accounts), where the acceptance of such deposits by the bank is approved by the
Reserve Bank of India, is exempt.

This exemption is withdrawn in respect of interest payable on or after 1st
April, 2005.

4. Aircraft Lease Income of  Non-Residents and tax thereon – Sections
10(15A) and 10(6BB)
Currently, any payment made by an Indian company engaged in the

business of operation of aircraft, to acquire an aircraft or an aircraft engine
(other than a payment for providing spares, facilities or services in connection
with the operation of leased aircraft) on lease from the Government of a
foreign State or a foreign enterprise under an agreement, is exempt under
Section 10(15A).

The above exemption will no longer be available in respect of
agreements entered into on or after 1st April, 2005.

However, the tax borne by Indian entity on behalf of a foreign enterprise
under the terms of such agreement executed on or after 1st April, 2005 would
be exempt and accordingly would not be required to be grossed up.

5. Family pension of member of armed forces – Section 10(19)
The family pension received by the widow or children or nominated

heirs, as the case may be, of a member of the armed forces (including para
military forces) of the Union, where the death of such member has occurred in
the course of operational duties, will be exempt in such circumstances and
subject to such conditions as may be prescribed.

6. Exemption for capital gains on compulsory acquisition of
agricultural land – Section 10(37)

Capital gains (both short-term and long-term) arising to an individual or
an HUF on compulsory acquisition of agricultural land, being a capital asset,
under any law or on transfer where the consideration is approved by the
Central Government or by RBI will be exempt, if such land has been used
during the period of two years immediately prior to the date of transfer for
agricultural purposes by such individual or his parent or HUF. The exemption
is available for income arising from compensation (including enhanced
compensation) received on or after 1st April 2004.

7. Power to cancel registration of Trusts etc – Section 12AA

If the Commissioner of Income-tax is satisfied that the activities of a
trust or institution which has been registered are not genuine or are not being
carried out in accordance with the objects of the trust or institution, he may
pass an order in writing cancelling the registration after giving reasonable
opportunity of being heard. This amendment is effective from 1st October,
2004. An appeal lies against such order to the tribunal.

8. New pension scheme for Central Government employees – Sections
7(iii), 17(1)(viii) and 80CCD

The scope of Section 7, which provides for income deemed to be
received, has been expanded by insertion of a sub-Clause (iii) so as to provide
that contribution made by the Central Government, in case of its employees
joining employment on or after 1st January, 2004, will be deemed to be the
income of such employees. Correspondingly, the scope of the definition of the
term ‘salary’ has also been expanded. Simultaneously, a new Section 80CCD is
inserted to provide for deduction from gross total income the whole of the
amount of employee’s contribution and the employer’s contribution, each not
exceeding 10 per cent of salary in a previous year.

However, when such amounts are received by the individual or his
nominees, together with accruals thereon, either at the time of closure or on
account of opting out of the pension scheme or as pension received from the
annuity plan purchased on such closure or opting out, they would become taxable
in the previous year of such receipt.

When deduction is allowed under Section 80CCD, no rebate shall be
allowed under Section 88.

These amendments are applicable retrospectively from
A.Y. 2004-05.

9. Income stripping and bonus stripping in case of mutual fund Units –
Sections 94(7) and 94(8)

Loss arising on sale of units acquired within a period of three months
before and sold or transferred within a period of three months after the record
date is not allowable to the extent of the exempt income distribution. The time
limit for holding of the units after the record date is now being extended from
three months to nine months. Therefore, if units are purchased within a period
of three months before the record date, they would have to be held at least for
nine months after the record date, in order to claim the loss on the sale of such
units.

Bonus stripping in case of mutual fund units is also being curbed. It is
provided that if units of mutual funds are bought within a period of three
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months prior to the record date on which bonus units are allotted and if any or
all of the purchased units are transferred within a period of nine months after
that record date, the loss arising on such sale shall be ignored in computing the
taxable income and will be regarded as the cost of purchase of the bonus units
held on the date of such transfer.

Both amendments apply only to mutual fund units, and not to shares or
other securities.

10. Mutual funds – income distribution tax – Section 115R
The exemption from Income Distribution Tax for equity-oriented funds

which was expiring on 31st March, 2004 has been extended indefinitely.

The rate of Income Distribution Tax for all other mutual funds has been
retained at 12.5 per cent (plus surcharge and Education Cess) in case of
income distributed to individuals and HUFs by mutual funds. In the case of
income distribution to any other entities, including companies, the rate of
Income Distribution Tax has been increased to 20 per cent (plus surcharge and
Education Cess) with effect from 9th July 2004.

11. Additional Depreciation condition relaxation – Section 32

The Finance Act, 2002 had provided for additional depreciation in
respect of new plant and machinery installed in a new industrial undertaking or
in an existing industrial undertaking, if it resulted in increase in installed
capacity by at least 25 per cent compared to the installed capacity as on 31-
03-02. The condition of minimum increase in installed capacity by 25 per cent
is now reduced to 10 per cent.

12. Withdrawal of approval – Section 35AC

If an association or institution to whom approval has been granted by the
National Committee under Section 35AC does not furnish the prescribed
report after the end of each financial year to the National Committee, the
Committee is now given the power to withdraw the approval after giving a
reasonable opportunity of being heard. The said amendment is effective from
1st October, 2004.

13. Taxation of shipping companies – Tonnage Tax – Chapter XII-G

A new chapter XII-G incorporating special provisions for computation of
business income of a shipping company is introduced. This scheme provides for
mode and methodology for computation of ‘profits and gains of business or
profession’ for the qualifying shipping companies engaged in the business of
operation of qualifying ships. The basic features of the said scheme are as under
:

a. It is a scheme of presumptive taxation whereby notional income is
determined based on the tonnage of the ship

b. The notional income is taxed at normal corporate rate

c. Tax is payable even if there is loss in a year.

d. A company may opt before 1st January, 2005 for the scheme and
once such option is exercised, there is a lock in period of ten years.
If a company opts out, it is debarred from entry for ten years.

e. Consequent to the introduction of tonnage tax scheme, the
deduction under Section 33AC would no longer be available to any
shipping company.

Consequent to introduction of above new scheme, w.e.f.
1st October, 2004 Section 246A, which deals with appeals to CIT (Appeals),
is amended to provide for an appeal to CIT (Appeals) against the order of a
Joint Commissioner rejecting the applicability of tonnage tax scheme to a
company.

14. Business loss not to be set off against salary – Section 71

Sub-Section (2A) has been inserted in Section 71 to prohibit set off of
business loss against income assessable under the head ‘Salaries’.

15. Deduction for disabled persons – Sections 80DD, 80U
The benefit of deductions under these sections have been extended to

persons suffering from autism, cerebral palsy and multiple disability.

16. Deduction concerning power and telecom undertakings – Sections
80-IA(4)(ii) and 80-IA(4)(iv)
Among other sectors, undertakings which start transmission or distribution

of power by laying down new transmission or distribution lines are presently
eligible to the benefits of tax holiday under this section. This section has been
amended to extend the benefits to those undertakings which undertake
‘substantial renovation and modernisation’ of their existing power transmission
or distribution lines at any time from 1st April, 2004 to 31st March, 2006. The
deduction will be available at the option of the assessee for 10 consecutive
assessment years out of 15 years, beginning from the year of substantial
renovation and modernisation. The term ‘substantial renovation and
modernisation’ has been defined as an increase in the plant and machinery in the
network of such lines by at least 50 per cent of the book value of such plant and
machinery as on 1st April, 2004.

Further, a Proviso has been inserted to Section 80-IA(3), so as to permit
the formation of an eligible power undertaking by transfer of second hand
machinery or plant used by State Electricity Boards, whether or not such
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transfer is in pursuance of splitting up or reconstruction of such Boards.

The two conditions, namely that the undertaking should not be formed
by splitting up or reconstruction or transfer of second hand machinery or plant,
hitherto applicable to power units, are now also made applicable to
undertakings in the telecom sector that have started providing telecom services
on or after 1st April, 1995. This provision is likely to adversely affect the
availability of the deduction from A.Y. 2005-06 to those telecom undertakings
that did not satisfy these conditions at the time they were formed. To this
extent, the amendment seems to have a retroactive effect.

Finally, the deduction for undertakings in the telecom sector is presently
available to the undertakings that have started providing telecommunication
services on or before 31st March, 2004. This has now been extended to 31st
March, 2005.

17. Deduction for hospitals in rural areas – Section 80-IB(11B)

The benefits of Section 80-IB are extended, by insertion of a new
Section 80-IB(11B), to hospitals set up in a rural area. The deduction will be
100 per cent of the profits for a period of five consecutive assessment years,
beginning with the assessment year relevant to the previous year in which the
undertaking begins to provide medical services.

The deduction is subject to certain conditions, such as:

(1) The hospital is constructed between 1st October, 2004 and 31st March,
2008. It is clarified that the date of Completion Certificate issued by the
local authority shall be treated as the date of construction;

(2) It has at least 100 beds for patients.

While the term ‘hospital’ has not been defined, the term ‘rural area’ is
defined in Section 80-IB(14)(f) to mean an area which has no municipality,
notified area committee, cantonment board etc. and where the population is
less than Rs. 10,000/-.

It is for consideration whether this is really an incentive to any assessee
who wants to start a new hospital in a rural area. When the ‘rural area’ is
defined as an area with population of less than
10,000, it is difficult to visualise such a hospital with 100 or more beds
making any profit. In the first place no one will venture to start such a hospital
with 100 or more beds in such a small place with population of less than
10000. It may also be difficult to get good doctors for such hospital in a rural
area. Therefore, it appears that this concession will remain only on paper.

18. Extension of time limit / scope of deduction in certain cases –
Sections 80-IB(4), 80-IB(8A) and 80-IB(11A)

(1) Under Section 80-IB(4) deduction is available to industrial undertakings

in industrially backward States, including, inter alia, the State of Jammu
and Kashmir, provided commercial production has commenced on or
before 31st March, 2004.  This date has now been extended to 31st
March, 2005 for undertaking set-up in State of Jammu and Kashmir.

Now no deduction will be available to an industrial undertaking set up in
Jammu and Kashmir which is engaged in manufacture or production of
any items listed in the negative list in Part C of the Thirteenth Schedule.

(2) Under Section 80-IA(8A), a company carrying on scientific research and
development is entitled to the deduction of its profits, subject, inter alia,
to the condition that the company should be approved by the prescribed
authority before 1st April, 2004. This date has now been extended to 1st
April, 2005.

(3) Under Section 80-IB(11A), an undertaking deriving profits from the
integrated business of handling, storage and transportation of food grains
is entitled to certain deduction. The benefit of this deduction has now
been extended to undertakings deriving profits from the business of
processing, preservation and packaging of fruits or vegetables as well.

19. Rebate for repayment of housing loans – Section 88
Repayment of housing loans up to Rs. 20,000/- is presently entitled to

rebate under Section 88(2)(xv)(c) in cases where the loan has been taken from
Central or State Governments or from certain specified persons or institutions. A
new sub-Clause (6A) now extends this rebate to include repayment of an amount
borrowed by the assessee from his employer, where such employer is an
Authority or a Board or a Corporation or any other body established under
Central or State Act.

20. Minimum Alternate Tax in case of infrastructure capital co. and
Shipping Co. – Sections 10(23G), 115JB and 115 V-O

Dividend income (other than dividend on which Dividend Distribution
Tax has been paid), interest income and long-term capital gains of an
infrastructure capital company exempt under Section 10(23G) would be
includible while computing the book profits for levy of Minimum Alternate
Tax.

The book profit or loss derived from the activities of a shipping
company under tonnage tax scheme shall be excluded while computing the
book profits of the company under Section 115JB.

21. Permanent Account Number – Section 139A
The exemption granted to non-residents referred to in Sec. 115AC (4),

115BBA(2) or 115G from obtaining Permanent Account Number is withdrawn
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by the amendment to Section 139A. The requirement for non-residents to
obtain permanent account number will come into effect from A.Y. 2005-06.

A person who takes a license / lease of a parking lot, toll-plaza, quarry
or mine will have to quote his PAN when tax is collected under Sec 206C.

22. Reference to Valuation Officer – Section 142A
The Courts have held that an Assessing Officer could not take the help

of a Valuation Officer for the purpose of determining the cost of construction
of properties. A retrospective amendment has been made with effect from 15th
November, 1972 to provide that the Assessing Officer has and always had the
power to make such a reference to the Valuation Officer.

It is provided that where an estimate of any investment referred to in
Section 69 or 69B or the value of any bullion, jewellery or other valuable
asset referred to in Section 69A or 69B is required to be made, the Assessing
Officer can obtain a Valuation Officer’s report.

It is further provided that these provisions will not apply to assessments
which have become final and conclusive before 30th September, 2004, except
where reassessments are required as a result of search.

23. Time Limit for Assessment – Sections 153 and 153B
Sections 153 and 153B provide for time limits for making an

assessment. Both these sections have been amended to provide that the period
commencing from filing of application under Section 245Q for advance ruling
with the Authority for Advance Ruling and ending with date on which order
rejecting or pronouncing the ruling is received by the Commissioner shall be
excluded for computing the period of limitation under both the sections.

This provision has become effective from 1st October 2004.

24. Payment to contractors – Scope extended – Section 194C
Prior to amendment, Section 194C(3)(i) provided that tax is not required

to be deducted from any sum credited or paid in pursuance of a contract the
consideration of which does not exceed Rs. 20,000. It was felt by the
Government that composite contracts are split up into contracts valued at less
than Rs. 20,000 to escape this provision. To prevent this practice, the
amendment is made.

The amended Section 194C(3)(i) now provides that if the amount of any
sum credited/paid or likely to be credited/paid to the contractor/subcontractor
does not exceed Rs. 20,000/-, no tax is required to be deducted.

However, it is further provided that if the aggregate amounts of such
sums credited/paid or likely to be credited/paid during the financial year
exceed Rs. 50,000/-, the tax is required to be deducted
u/s. 194C.

The language of the above amended section is utterly confusing with the

applicability of two different limits (of Rs. 20,000 and Rs. 50,000) provided
therein. However, the Memorandum explaining the Finance (No. 2) Bill, 2004
states that tax will be required to be deducted at source where the amount
credited/paid to a contractor/sub contractor exceeds Rs. 20,000 in ‘single
payment’ or Rs. 50,000 in the aggregate during the financial year.

This amendment has become effective from 1st October, 2004. While
determining aggregate limit of Rs. 50,000/-, the amount paid/credited prior to
1st October, 2004 to the contractor/sub-contractor will have to considered for
ascertaining whether TDS is required to be deducted or not.

25. TDS on compensation on acquisition of immovable property –
Section 194LA

This new section provides that TDS at the rate of 10 per cent (plus
applicable surcharge and Education Cess) would be deducted from payments
exceeding Rs. 1,00,000/- towards compensation or enhanced compensation on
account of compulsory acquisition of immovable property (other than
agricultural land) with effect from 1st October, 2004.

26. Collection of Tax at Source on parking auctions, toll auctions,
mining or quarrying leases – Section 206C

Every person granting lease or a licence or transferring any right or
interest in any parking lot or toll plaza or mine or quarry to any person other
than public sector company, for business purposes will have to collect tax at
source at the rate of 2 per cent (plus applicable surcharge and Education Cess)
at the time of debiting such sum to his account or at the time of receiving such
sum, whichever is earlier. The amendment is effective from 1st October, 2004.

27. TDS procedures [(Quarterly return (QR) and credit of TDS and
TCS] – Sections 200, 203, 203AA, 206, 206C and 272A

Presently, the tax deductors and tax collectors (collectively referred to as
“the persons”) are required to file annual returns (AR) of TDS / TCS with the
I.T. department and also issue TDS /TCS certificates in appropriate forms.
With gradual computerisation of the I.T. department, it was made mandatory
for the companies to file such ARs from the year ending 31st March, 2003 on
computer media to facilitate processing. Effective 1st April, 2005, even the
ARs for TDS / TCS by Government offices will need to be filed on the
computer media. The other persons like individuals, partnership firms,
charitable trusts, societies etc. can continue to file manually prepared returns.

Additionally, the law has also been amended, effective 1st April 2005, to
make it obligatory for the persons to file quarterly returns (QR) of TDS/TCS,
intimating the I.T. department about the tax deducted/collected by them, to
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enable it to periodically process the information, and after the end of the year
on 31st March every year, on the basis of the data available with it from
various QRs of TDS / TCS filed by different persons, issue an annual
statement of TDS / TCS to “the beneficiary” assessee. Of course, “the
beneficiaries” of TDS / TCS, including Non residents, need to have their PAN
to get credit of TDS / TCS.

This would have the following effects:

• TDS / TCS certificates need not be issued by “the persons”.

• Credit for TDS/TCS would be available to “the beneficiaries”
without such certificate being enclosed with the return of income,
as the I.T. Authorities would already have such details on their
record from various TDS/TCS QR filed by “the persons”.

• “The persons” can file the quarterly/annual TDS/TCS returns with
any authority/agency specified by the CBDT.

28. Common number for TDS and TCS – Sections 203A and 206CA

The requirement to obtain a separate deduction tax collection account
number is done away with. It is now provided that persons who are required to
deduct/collect tax at source should obtain a single “tax deduction and
collection account number.” The provision is effective from 1st October, 2004.

Simultaneously, the provisions of section 206CA (regarding TCAN) will
stand deleted w.e.f. 1st October, 2004.

“The beneficiary” of the TDS / TCS will be put to great hardships, for
no fault of his, if either “the persons” fail to submit the information in the QR,
or submit it inaccurately or deduct / collect TDS/TCS but do not pay in the
Government treasury. Also, if “the persons” and “the beneficiaries” follow
different methods of accounting (mercantile vs. cash), year of grant of credit to
“the beneficiary” will need to be monitored. E.g. the company will account the
audit fees payable for the year ending 31st March, 2006 in that year on
“accrual basis” and accordingly deduct TDS for the financial year 2005-06;
however, the Chartered Accountant following “cash basis” of accounting will
offer the income for tax on receipt in the financial year 2006-07 or in any
subsequent year and claim there credit of TDS.

The entire success of this scheme would also depend on timely
furnishing of QR by “the persons”: the law has also provided that non
furnishing / delayed furnishing of QR will entail a penalty of Rs. 100 per day
of default without any upper cap. Unlike in case of AIR, right to appeal has
been provided for in this case.

In spite of the requirement to file the QR of TDS / TCS, the requirement
of filing the annual return of TDS / TCS surprisingly continues.

29. Penalties – Sections 271FA, 272A, 272B, 272BBB, 273B

The penalties leviable under Sections 271FA and 272A have already
been discussed earlier.

Section 272B now permits levy of penalty of Rs. 10,000/- on the
licensee or lessee for failure on its part to intimate its PAN to the seller as
required by section 206C.

With the deletion of Section 206CA (regarding Tax collection account
number) effective 1st October, 2004, the penal provisions relating thereto in
Section 272BBB have also been dropped.

30. Punishment for offences by a company – Section 278B of the
Income-tax Act and Section 35HA of the Wealth-tax Act

If an offence has been committed by a company under the Income-tax
Act, 1961 or the Wealth-tax Act, 1957 which is punishable with fine and
rigorous imprisonment, then the company shall be punishable with the fine and
where the offence has been committed with the consent or connivance of any
director, manager, secretary or other officer of the company then such person
shall be liable to be proceeded against and punished. This amendment is
effective from 1st October, 2004.

31. Amendment to Indian Stamp Act, 1899

Revenue Stamp on receipts

The limit for affixing revenue stamp charged in respect of receipts above
Rs. 500 is enhanced to Rs. 5000. This amendment is effective from 10-9-2004,
being the date the Finance Bill received the assent of the President.

nn
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PART C : SERVICE TAX AMENDMENTS

1. EFFECTIVE DATE

The effective date for amendments brought about by the Finance (No. 2)
Act is 10th September, 2004. However, certain notifications were withdrawn
with effect from 9th July 2004.

2. RATES

1. Service Tax : 10%.

2. Education Cess : 2% of the Service Tax Payable (In case of exempt
services, no education cess is payable, in case of partially exempted services
or services wherein there is a presumptive scheme of taxation, education cess
is payable on the service tax.)

3. NEW SERVICES SUBJECTED TO TAX:

Airport Services :
• Various services provided in an airport or civil enclave by the Airports

Authority of India – [ AAI ] or a person authorized by AAI to any
person would be taxable.

• Air operation services provided to airlines as well as cargo and
passenger handling like landing, parking, housing, take-off, air traffic
services, air safety services, ground services, passenger amenities etc. are
covered.

• Rental/Lease Charges on leased out premises are not taxable.

Business Exhibition Services :
• Business exhibition means an exhibition to market or to promote or to

advertise or to showcase any product or service with an intent to achieve
growth in business.

• Renting of space at various trade exhibitions/fairs is covered with all
services relating to organizing and maintenance of stalls so rented out.

• Art galleries renting the galleries for exhibition of art, painting etc. are
not covered.

Construction Services
• Construction of and/or repairs, alteration or restoration of a building or

civil structure or any part thereof primarily used, occupied or engaged in
commerce or industry are covered.

• Builders are not covered but the civil contractors engaged by them are

covered.

• In case of a composite contract involving both material and labour,
Notification 15/2004 ST of 10/09/2004 provides for abatement of 67%,
where value of the material form part of the value of taxable service and
where no credit on inputs or capital goods is taken.

• Persons engaged in construction of residential buildings & certain
infrastructure projects like road, bridge, tunnel, dam, long distance
pipeline, airports, railways, transport terminal are excluded.

Forward Contract Services
• Commodity exchanges like National Commodity and Derivatives

Exchange [ NCDEX ] through their members provide trading/business in
Forward Contracts.

• Services provided by members of registered / recognized associations
known commonly as commodity exchange are covered.

• Ready Delivery Contracts are not covered.

Intellectual Property Services – [ other than copyrights ] :
• Intellectual Property Rights – [ IPRs ] covered under Indian law in force

currently only are taxable under service tax.

• The legislations exist for patents, trademarks, designs and copyrights.
However copyrights are specifically excluded.

• It is clarified by the Govt. that permanent transfer of IPR does not
amount to service and no service tax is payable thereon.

• Permitting the use or enjoyment of IPR is taxable. The right may be
registered or unregistered.

• Notification No. 17/2004 – S.T. of 10/09/2004 exempts an amount equal
to the cess paid under Research and Development Cess Act for import of
technology in relation to such intellectual property service from the
payment of service tax.

Life Insurance
• Premiums already paid before 10/09/2004 are exempted vide

Notification No. 25/2004. Future premiums on existing policies would
be liable for service tax.

• Life Insurer can pay service tax in any of the following manner:-

(a) on risk premium as certified by an appointed actuary,

(b) on risk premium only where the premium gives details of risk
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(c) at 1 % of the total premium in case of composite policies (risk plus
savings).

Opinion Poll Services
• Services designed to secure information on public opinion regarding

social, economic, political or other issues are covered.

Out Door Catering Services
• Caterers who provide services in connection with catering of food, edible

preparations, beverages, crockery and similar articles or accoutrements at
a place other than their own are outdoor caterers.

• The supply may be for any purpose or occasion.

• Where the charge is composite for food etc. as well as services, 50% of
the gross amount charged is allowed as abatement, provided no Cenvat
Credit for inputs or capital goods is taken. (Notification No. 20/04 – S.T.
of 10/09/2004).

• Where there is documentary proof indicating the value of food, being
substantial and satisfying meal, its value shall be exempt in terms of
Notification No. 12/2003-S.T. of 20/6/2003.

• Full exemption is provided to catering services provided on railway
trains, academic institutions and medical establishments (vide
Notifications No. 19/04 S.T. & No. 21/04 – S.T. - both of 10/09/2004).

• Hotels, restaurants etc. doing “free home delivery” are excluded.

Pandal / Shamiana Services
• All pandal/shamiana contractors providing services in connection with

preparation, arrangement, erection or decoration of a pandal/shamiana at
a place for organizing official, social or business functions are covered.

• 30% abatement is provided where the charge is composite for food and
services and when Cenvat Credit for input or capital goods is not taken.
(Notification No. 20/04 – S.T. of 10/09/2004).

• Pandal/Shamiana services for pure religious ceremonies/congregation are
not liable to service tax.

Survey and Exploration of Minerals
• All services in connection with geological, geophysical etc. survey or

map making services in connection with location or exploration of
deposits of mineral, oil or gas are covered.

• Actual activity of extraction and production or processing of extracted
products are out of the ambit of taxable service.

Transport of Goods by Road
• The implementation of tax on these services has been held in abeyance

till modalities are finalized by the Committee appointed by the
Government (There is no notification to this effect but the above aspect
is clarified by the Ministry’s Letter No B2/8/2004-TRU dated
10.09.2004 – refer para 24 thereof)

Transport of Goods by Air
• All commercial concerns providing services in relation to transportation

of goods by aircraft including helicopters are liable to pay service tax on
the gross amount of airfreight charged and other charges collected for
storing, handling, loading/unloading etc. in relation to air cargo.

• However, services in relation to export cargo by aircraft have been
exempted. (Notification No. 28/2004 S.T. of 17/09/2004).

Travel Agents (other than air/rail travel agents)
• The gross amount of commission received by any person engaged in

providing any service connected with booking of passage for travel
(excluding by air and rail) is subjected to service tax. For example,
agents who are booking passages on various cruise/lines, bus, tram etc.
are liable to pay service tax on commission earned by them.

TV/Radio Programme Production Services
• Gross amount charged by a programme producer for telecasting or

transmitting serials, talk-shows, news programmes (audio as well as
visual) to be disseminated through space or cable to be received by
general public is taxable.

• Programmes produced by channels on their own are excluded.

• Advertisement production is not covered here. (separate category already
exists).

• The Circular clarifies that programme sold to broadcaster will also be
subject to service tax (though such an intent is not evident in the
legislation)

4. SCOPE OF THE FOLLOWING SERVICES EXPANDED:

Banking & Other Financial Services
• Any commercial concern providing specified banking and financial

services is also covered.

SERVICE TAX
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• Core banking services of lending, issue of instruments like pay order,
demand draft, cheque, letter of credit, bill of exchange, providing
overdraft, bill discounting, bank guarantee, safe deposit vaults or lockers
and operation of bank accounts are covered.

• Interest charged on loans does not form part of ‘value’ of taxable service.

•  An amount of interest charged on overdraft, cash credit or discounting
of bills, bills of exchange or cheques is exempted with a condition that
the said amount is shown separately in an invoice, or a bill or a challan
issued for this purpose. (Notification No.29/2004 – S.T. of 22/09/2004)

• Collection charges/bank charges recovered in relation to taxes/duties on
behalf of Central/State Governments have been exempted. (Notification
No. 13/2004 – S.T. of 10/09/2004)

Business Auxiliary Services :
• The scope of this category is expanded to include any service in relation

to production of goods, procurement of goods / services which are inputs
to client and provision of service on behalf of client.

• The illustrative list is modified to include services in relation to
management and supervision, inventory management etc. additionally.

• However, an activity amounting to ‘manufacture’ under section 2(f) of
the Central Excise Act, 1944 is not liable for service tax.

• In terms of Notification No. 14/2004 ST of 10/09/2004 the above
services when provided in relation to agriculture, printing, textile
processing or education will remain exempt. Further all the services in
relation to procurement of inputs, production of goods (not amounting to
manufacture), provision of services on behalf of the client, and any
incidental/auxiliary services to the above three will be exempt if they are
provided by entities other than a factory, a company, a partnership firm,
a society, a co-operative society or a body corporate.

• The scope of the term “call center” as exempted vide Notification No. 8/
2003 S.T. of 20/06/2003 has been expanded to include customer contacts
for the purpose of sale, telemarketing etc. through various means of
communications like mail, satellite links, web chat, fax etc. in addition to
telephone.

• The exemption to commission agents vide Notification 13/2003-ST has
been restricted only to cases where it relates to agricultural produce. The
above amendment is effective from 09.07.2004

‘Erection’ included in the services of commissioning and installation

• The term ‘erection’ refers to civil works. In composite contracts for
erection, commissioning and installation, the erection charges would be
taxed as part of this category. Independently “civil works” is covered
under “construction service”

Tour operator’s services
• The scope is extended to remove limitation of transportation by tourist

vehicle only. All tourist operators, irrespective of the mode of transport,
are now included. A person planning, scheduling, organizing or arranging
tours including doing arrangement for accommodation, sight-seeing etc.
is now covered.

• 60% abatement provided vide Notification No. 39/97 S.T. of 22/08/97
continues, provided value of goods/material forms part of the value of
taxable service and no Cenvat Credit is taken for duty on inputs or
capital goods.

Others
• In the category of cable operators, the services of Multi System

Operators to cable operators are taxable. Similarly services of sub-
brokers to investors are included in the category of stock brokers.

Exemptions
• The payment received by the service providers before 10/09/2004 for all

the new categories of services and the new services covered by the
expanded definitions of the existing services have been exempted vide
Notifications No. 18/2004 S.T. and No. 25/2004 S.T. both of 10/09/
2004.

• Under the category of commercial coaching services, vocational and
recreational training institutes have been exempted vide Notification No.
16/2004 S.T. of 10/09/2004. (They were taxable for the period from 01/
07/2004 upto 09/09/2004).

• Taxable services provided in respect of Enterprise Resource Planning
[ERP] by management consultant have been exempted vide Notification
No. 16/04 S.T. of 10/09/04.

5. GENERAL :

•  A Rule has been introduced to provide that a person providing taxable
service is required to issue bill/invoice/challan in serial order which will
contain his name, addresses and service tax registration number, name &
address of the recipient of service, the category of service provided by
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him and the value of service along with service tax payable thereon.
However, vide Notification No. 30/2004 S.T. of 22/09/2004, all the
specified categories of providers of services of “banking and other
financial services” are provided relaxation in the said requirement. They
are not required to issue bills/invoices in serial order and any document
by whichever name called, if contains all information other than in
respect of recipient of service would suffice for the purpose of the said
rule. The “Input service distributor” of this category also will be entitled
to the said relaxation.

• Interest is prescribed at 13% per annum, replacing the earlier rate of
15% per annum [notification No. 26/2004 of 10.9.2004.]

6. CENVAT CREDIT RULES, 2004 – IMPORTANT ASPECTS :

(Cenvat Credit Rules, 2004 [ The Rules ] supersedes the Cenvat Credit
Rules, 2002 and the Service Tax Credit Rules, 2002).

Cenvat Credit for providers of service :
• The benefits under the Rules are available to (i) provider of taxable

service and (ii) a person liable to pay service tax. (both are referred to as
output service provider).

• All the goods except high speed diesel oil, light diesel oil and motor
spirit (petrol) used as inputs for providing output services are eligible for
credit.

• All important terms, viz. “capital goods”, “exempted goods”, “exempted
services”, “final product”, “input”, “input service”, “input service
distributor”, “provider of taxable service” and “output service” now have
specific meanings in the Rules.

• Capital goods as provided in chapters 68, 82, 84, 85 and 98 in the
Central Excise Tariff schedule are covered. Other items like components/
spares/accessories of specified goods, moulds and dies, tubes/pipes/
fittings and storage tank, pollution control equipment, refractory and
refractory materials are also covered as capital goods. Motor vehicles
registered in the name of service provider are treated as capital goods
only for the following categories of services.

• Couriers

• Cargo Handling Agencies

• Rent-A-Cab Service providers

• Tour Operators

• Outdoor Caterers

• Pandal/Shamiana Contractors

• Goods Transport Operators

• In general, credit can be availed of the following :-

• Service tax paid on input service availed/consumed in providing
output service

• Education cess on service tax on such input service.

• Basic excise duty (CENVAT).

• Special excise duty.

• Additional duty under the Textiles Articles Act.

• Additional duty leviable under the Goods of Special Importance
Act, 1957.

• The national calamity contingent duty.

• Education cess on excise.

• Additional duty – vide Section 157 of Finance Act, 2003.

• Countervailing duty – eligible in respect of imported goods.

(However, if a notification or a rule provides for partial or full
exemption with a condition of non-availment of credit of duty on inputs
or capital goods, such notification or rule will prevail over the Rules. For
example an abatement of 67% is provided on “construction service” with
a condition of non-availment of credit on inputs/capital goods ).

The credit for education cess can be utilised only for the payment of
education cess.

• At what point, can credit be availed ?

• Input service – only after making the payment of value of such
input service based on service tax shown in the bill.

• Inputs / capital goods : immediately on receipt of goods in the
premises of the output service provider on the basis of one of the
prescribed documents.

• Credit for capital goods :

(a) Credit in respect of capital goods (with some exceptions) is
available to the extent of fifty percent in the financial year in which
the goods are received. The balance fifty per cent is available in
any subsequent financial year with the condition (with some
exceptions) that the capital goods remain in the possession of
output service provider in such subsequent financial year. No credit
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shall be available for the duty amount on which the service
provider or the input service distributor has claimed depreciation
under the Income Tax Act.

(b) Capital goods acquired on lease, hire purchase or under a loan
agreement from a finance company will also be eligible for
CENVAT Credit.

• No credit is available for the Input service / input used for providing
exempted service. When output service provider uses the same input
(except input used a fuel) /input service on exempted as well as taxable
service, he must maintain separate accounts for both taxable and
exempted services and must claim credit only on inputs / input services
used for providing taxable services. If the service provider chooses not
to maintain such separate accounts, he can utilise credit only upto 20%
of the amount of service tax payable on taxable output service.

• Credit is available even when inputs / capital goods are purchased from
first or second stage dealer if the dealer has maintained records to show
that the said goods are supplied from the duty-paid stock.

• Export of output service :

Export service is explained as the service for which payment is received
in convertible foreign exchange (provided the same is not repatriated
from or sent outside India). The credit of duty or tax on input / input
services can be used for payment of service tax on any taxable output
service. If such adjustment is not possible, the unutilized credit will be
refunded to the output service provider subject to certain safeguards,
conditions and limitations.

• Exception for certain services :

Unless the following services are used exclusively for exempted services
or in relation to manufacture of exempted ‘goods’, full credit for service
tax paid on following services is available.

Service of :-

• Consulting Engineer

• Architects

• Interior Decorators

• Management Consultants

• Real Estate Agents

• Erection, Commissioning & Installation

•  Technical Testing and Analysis, Technical Inspection &
Certification

• Scientific/Technical Consultancy

• Security Agencies

• Maintenance/Repairs Service

• Banking and Financial Services (including foreign exchange
brokers)

• Construction Service

• Intellectual Property Service

• Insurance Auxiliary Service

(Note : This applies to manufacturer also

• Output service provider or input service distributor taking credit is
required to maintain proper records for receipt, disposal, consumption
and inventory of inputs and capital goods. Proper records of all
prescribed details have to be maintained for input services also.

• Output service provider taking credit is required to take reasonable steps
to ensure that appropriate duty or tax has been paid on goods or services
in respect of which credit is taken and the burden of proof of
admissibility of credit rests with the output service provider.

• Transit provision :

Unutilized service tax credit as on 10/09/2004 under the Service Tax
Credit Rules, 2002 can be carried forward to the Cenvat Credit account
under 2004 Rules.

• Irregular availment/utilization of CENVAT Credit will entail recovery
with interest in terms of the provisions of law and penalty under the law
shall be levied for wrongful credit or utilization as a consequence of
fraud, misstatement, suppression etc. or contravention of statutory
provisions.

• If inputs are removed from the premises by the service provider for
purposes other than providing output services, the CENVAT Credit
already granted shall be reversed.

• Capital goods can be removed from the premises of the service provider
for providing the output services for a maximum period of 180 days.
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CENVAT credit: for manufacturers:
• All important terms, viz. “capital goods”, “exempted goods”, “exempted

services”, “final product”, “input”, “input service”, “input service
distributor”, “provider of taxable service” and “output service” now have
specific meanings in the Rules.

• All the goods except high speed diesel oil, light diesel oil and motor
spirit (petrol) used in or in relation to manufacture of final products
whether directly or indirectly and whether contained in the final product
or not are covered.

• Capital goods as provided in chapters 68, 82, 84, 85 and 98 in the
Central Excise Tariff schedule are covered. Other items like components/
spares/accessories of specified goods, moulds and dies, tubes/pipes/
fittings and storage tank, pollution control equipment, refractory and
refractory materials are also covered as capital goods. Equipments/
appliances used in offices have been excluded.

• (a) Inputs are available for credit only if they are used within the
factory of production in manufacture of final products or in relation
thereto. Inputs need not be physically present in the final product.
Input used in the factory of production as paint / packing material /
fuel / for generation of electricity / steam for being used in or in
relation to manufacture of final products / any other purpose /
accessories supplied with final products also are included

(b) Inputs used in the manufacture of capital goods meant for captive
use are also available for credit.

• “Input service” can be any service received from a service provider but
tax credit is allowed only if service is used directly or indirectly or in
relation to manufacture of final products & clearance thereof
(specifically included services are: services in relation to modernization,
renovation or repairs of a factory, office relating to factory, premises of
service provider, advertisements/sales promotion, market research,
storage upto the place of removal, procurement of inputs, activities like
accounting, auditing, financing, recruiting, quality control, coaching and
training, computer net working, credit rating, share registry and security,
inward transportation of inputs or capital goods and outward
transportation upto the place of removal.

( Note : This list applies to “service providers” also ).

• Credit can be availed for all the duties and taxes as listed on Page 35.

• Like in the case of service providers, if a Notification or a rule allows

exemption on a condition of non-availment of duty credit on inputs /
capital goods, such notification / rule will prevail over CENVAT Rules.

• Credit of duty paid on capital goods and time of availment credit is the
same as in the context of service provider – (Refer Pages 35 & 36).

• Credit is available when inputs / capital goods are sent for job work in
cases when it can be established based on documents that the goods are
received back in the factory within 180 days.

• (a) No credit is available for inputs / input services used in the
manufacture of exempted goods.

 (b) No CENVAT credit is allowed on capital goods used exclusively in
the manufacture of exempted goods other than the final products
exempt by virtue of quantity of clearance made in a financial year.

• Where a manufacturer uses common inputs (except inputs used as fuel)
or input services in both dutiable goods/exempted goods, either he is
required to maintain separate accounts in respect of both and must not
claim credit on inputs / input services used in the exempted goods or if
he opts not to do so, he must pay :-

(a) CENVAT credit attributable to inputs / input services in certain
specified cases and

(b) 10% of the price of the final products in other cases when they are
cleared without payment of duty.

• Exception for certain services :

This is the same as for services (See page 37).

• Export of Goods :

When an exporter clears goods without duty payment, he can utilize the
CENVAT credit on payment of duty on any final product cleared for
home consumption or exported on payment of duty. If this adjustment is
not possible, he would be allowed refund of unutilized CENVAT credit,
subject to certain conditions.

• Unutilized credit as on 10/09/2004 (both in respect of inputs and capital
goods) under 2002 Rules can be carried forward to CENVAT Account
under 2004 Rules.

• Provisions in respect of burden of proof for admissibility of credit is the
same as in the case of output service provider. Irregular availment or
utilization of CENVAT credit will entail recovery with interest in terms
of the process laid down in the Central Excise Act. Penalty under the law
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could be levied in terms of the Central Excise Act in case of fraud,
suppression of fact etc. or contravention of statutory provisions.

nn
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