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Tax is to be deducted on entries relating to provision for expenses
passed in the books of account
Background
Recently, the Bangalore Bench of the Income-tax
Appellate Tribunal (the Tribunal) in the case of IBM India
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Private Ltd. (the taxpayer) held that the taxpayer is
liable to deduct tax on provision for expenses created in
the books of account. The Tribunal rejected the
taxpayer’s argument that there was no charge under
Section 4(1) of the Income-tax Act, 1961 (the Act) and
held that statutory provisions dealing with collection and
recovery of tax, envisage collection of tax irrespective of
charge under Section 4(1) of the Act.



Such expense provisions were created on reliable
estimates of the payment that was expected to be
made on the settlement dates in the future. In the
subsequent financial years, the provision entries
were reversed and on receipt of invoices in
respect of the respective expenses, the same
were recorded as liabilities due to the respective
parties and taxes were deducted at source and
paid to the government in the due course.



During the year under consideration, the taxpayer
has debited the expenses to the profit and loss
account and the provisions are credited to a
provision account and not to the vendor accounts
as these have not fallen due for payment. While
filing return of income, the taxpayer disallowed
the amounts in the computation of income in
terms of Section 40(a)(i) and Section 40(a)(ia) of
the Act.



The Assessing Officer (AO) held that the above
procedure followed by the taxpayer was contrary
to the accounting policy because once the
expenditure is booked in the profit and loss
account, it cannot be reversed. The taxpayer has
to deduct tax on the provision so created by the
taxpayer in the books of accounts. However, the
taxpayer could not produce the details of payment
of TDS and therefore, the taxpayer would be
treated as an ‘assessee in default’ under Section
201(1) of the Act in respect of taxes not deducted
at source in respect of provision for expenses
made in the books of accounts. The AO also
levied interest under Section 201(1A) of the Act
on taxes not paid to the credit of the Central
Government.



The Commissioner of Income-tax (Appeals)
upheld the order of the AO.

Facts of the case




The taxpayer is a wholly owned Indian subsidiary of
a U.S. based company. As per the mercantile
system of accounting the taxpayer makes provision
for certain expenses in the books of accounts. As
per the global group accounting policy, each of the
entity of the IBM group worldwide has to quantify its
expenses every quarter, within 3 days of the end of
every quarter.
In respect of expenses for which invoices have been
submitted or the payments have become due, the
same are accounted for and if tax deducted at
source (TDS) related provisions are found to be
applicable on these expenses, the same are
accounted for. However, in respect of expenses of
which only service/work has been performed by the
vendors, but for which the invoices have not been
furnished or in respect of which the payments have
not fallen due, a provision for such expenses is also
made in the books of account recognising the liability
that has been incurred.

___________________
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he argument of the taxpayer that TDS provisions
operate on income and not on payment is
erroneous. Section 194C, 194J and 195 of the
Act, which are the sections applicable in the
present case, do not use the expression,
‘Income’. The above sections use the expression
‘Sum’ and tax deduction has to be on the ‘sum so
paid’.



Section 194H and Section194-I deals with TDS
obligation on payment of commission and rental
income. These payments by its nature are
specific and the entire payment is attributable to
commission or rent and therefore the commission
and rent paid are treated as ‘income’. Therefore,
the expression income by way of commission or
rent is found in these sections. Moreover, as a
person responsible for making payment, it is the
duty of the taxpayer to deduct tax at source.



Section 194C, 194J, 194H and 194-I do not use
the expression ‘chargeable to tax’. It has been
noted that, it is not the case of the taxpayer that
the payments are not chargeable to tax in the
hands of the payee.



The taxpayer deducted tax on the provision made
for various expenses in the subsequent financial
years when the provision entries were reversed.
The taxpayer therefore cannot take a plea that the
payments in question are not chargeable to tax
and therefore there was no obligation on its part
to deduct tax at source.



The CBDT Circular is a specific circular
applicable in the case of banks and issued under
peculiar circumstances. The taxpayer cannot take
shelter under the said circular. Further, various
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decisions relied on by the taxpayer are
distinguishable on the facts of the present case.



Accordingly, the levy of interest under Section
201(1A) of the Act has been upheld.

Tribunal’s ruling












Once there is a disallowance under Section 40(a)(i)
and (ia) of the Act, it is not possible to argue that
there was no liability under Chapter XVII-B of the Act
and therefore the provisions of Section 201(1) of the
Act will not be attracted.
It is clear from the statutory provisions of TDS that
the liability to deduct tax at source exists when the
amount is credited to a ‘suspense account’ or any
other account by whatever name called, which will
also include a ‘provision’ created in the books of
accounts. Thus, it is not possible for the taxpayer to
argue that there was no accrual of expenditure in
accordance with the mercantile system of account
and therefore the TDS obligations do not get
triggered.
The Tribunal did not agree with regard to the
taxpayer’s argument that there is no accrual of
expenditure as per the mercantile system of
accounting since the payee is not identified. The
CIT(A) has correctly held that under the mercantile
system of accounting accrual of liability for any
expenditure is not dependent of receipt of invoice
from the person to whom payment for expenses has
to be made.
The claim of the taxpayer that it creates provision in
the books of account on an estimated basis in some
cases, on a historical basis in other and using some
sort of arithmetical or geometric progression in some
other cases was not acceptable.
Section 190(2) of the Act provides that ‘Nothing in
Section 190 shall prejudice the charge of tax on such
income under the provisions of Section 4(1) of the
Act.’ Therefore, the statutory provisions clearly
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envisage collection at source de hors the charge
under Section 4(1) of the Act.
Section 195 of the Act uses the expression
‘chargeable to tax’. In the present case, it is neither
the case of the taxpayer that payments made to nonresidents are not chargeable to tax nor has the
taxpayer been able to demonstrate as to how
payment made to a non-resident is not chargeable to
tax. The taxpayer is a person making payment and
the simple obligation cast upon him is to deduct a
sum specified by the Act from and out of the
payment and remit to the credit of the Central
Government.
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Our comments
The Bangalore Tribunal in this case dealt with the
issue of levy of interest under Section 201(1A) vis-àvis applicability of TDS provisions on entries relating
to provision for expenses passed in the books of
account. The Tribunal held that the statutory
____________
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provisions of withholding tax clearly envisage deduction
of tax at source de hors the charge under Section 4(1) of
the Act. Further, Section 194C, 194J, 194H and 194-I
do not use the expression ‘chargeable to tax’, and
Section 194C, 194J and 195 of the Act, do not use the
expression, ‘Income’. The above sections use the
expression ‘Sum’ and tax deduction has to be on the
sum so paid. Accordingly, the taxpayer was liable to
deduct tax at source on entries relating to provision for
expenses passed in the books of account.
In some of the cases, the parties with whom the
taxpayer is entering into a transaction with may not have
been identified when the provision for certain expenses
is created. At times, it is difficult to quantify the amount
of expenditure which is going to be incurred. In view of
these practical difficulties, the deductor could face
hardship if he has to comply with the TDS provisions.
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