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Mere passing of the book entries, which are subsequently reversed, would
not give rise to an obligation to deduct tax at source under the Income-tax
Act
and crediting ‘accrued expenses account’.
Subsequently, the taxpayer passed another entry
in its books transferring the credit balance
standing in the ‘accrued expenses account’ to the
account of the holding company, thereby crediting
the holding company’s account in the ledger
maintained by the taxpayer. The taxpayer neither
deducted nor paid any tax at source in respect of
the amount credited to the account of the holding
company maintained by the taxpayer in its books.

Background
1

Recently, the Delhi High Court held that mere passing
of book entries, which are subsequently reversed, would
not give rise to an obligation to deduct tax at source
since there is no debt acknowledged by the payer. No
income had accrued or arisen or deemed to have
accrued or arisen, which is chargeable to tax in the
hands of a payee. Imposition of an obligation to deduct
tax at source in these circumstances would amount to
enforcing payments from one person towards a tax
liability of another, even where the person does not
acknowledge that any sum is payable. This is contrary to
the scheme of provisions relating to a collection of tax
deducted at source under the Income-tax Act, 1961 (the
Act). Therefore, the taxpayer was not obliged to deduct
tax at source.



Subsequently, the taxpayer reversed the entries
passed in its books of accounts by debiting the
account of the holding company and crediting
royalty account. Thus, the entries passed earlier
were nullified.



The Assessing Officer (AO) held that the taxpayer
was liable to deduct tax at source under Section
195 of the Act. However, having defaulted in
deducting tax at source on the amount of royalty
credited by the taxpayer to the account of holding
company, the AO passed an order under Section
201(1) of the Act.



The Commissioner of Income-tax (Appeals)
[CIT(A)] upheld the order of the AO. However, the
Income-tax Appellate Tribunal (the Tribunal) held
that there was no accrual of income on account of
royalty in the hands of the holding company,
which resulted in an obligation on the part of the
taxpayer to deduct any tax at source.

Facts of the case


The taxpayer, an Indian company, is engaged in the
business of installation and commissioning of
telecom projects and information technology
systems relating thereto. The taxpayer is a wholly
owned subsidiary of a company incorporated in
Sweden.



The taxpayer entered into a Corporate Visual
Identity Agreement with the holding company for the
use of the trademark. In terms of the agreement, the
taxpayer was obliged to pay royalty at 1 per cent of
the total sales to holding company, for the use of the
trademark.



In order to account for the royalty payable under the
aforesaid agreement, the taxpayer passed an entry
in the books of accounts debiting ‘royalty account’

__________________
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High Court’s ruling


On a perusal of Section 195(1) of the Act, it
indicates that the obligation of a payer to deduct
tax at source arises when the amounts payable
are credited into the accounts of the payee, even
if the same is credited prior to making the
payment thereto. However, this obligation is
contingent on the amount credited being
chargeable to tax under the provisions of the Act.
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Thus, all sums credited/paid are not to be subjected
to withholding tax and the provisions of Section
195(1) of the Act are only applicable where the sums
in question either credited to the account of the
intended recipient or actually paid are chargeable to
tax under the Act.



In the present case, the taxpayer firmly contended
that no income chargeable to tax arose or accrued in
relation to or as a result of the entries in question,
passed by the taxpayer in its books of accounts. It is
necessary to bear in mind that the provisions of
Section 195 of the Act fall in Chapter XVII of the Act,
which relates to collection and recovery of tax. The
machinery Sections of collection and recovery of tax
cannot be read in isolation of the charging
provisions.



Section 195 of the Act which is a part of the
machinery provisions for collection of tax would be
applicable only in respect of a total income of a nonresident or a foreign company which falls within the
scope of Section 5(2) of the Act.



Reading the language of Section 195(1) of the Act, it
is clear that credit of any amount to the account of a
non-resident or foreign company, maintained in the
books of the payer, would be subject to withholding
tax only if credit of such amount reflects accrued
income in the hands of the payee, which is
chargeable to tax under the Act.



It is also necessary to understand that once tax has
been deducted by any person, he has an obligation
to deposit the same with the income tax authorities.
Such amount is treated by the authorities as the tax
paid to the credit of the person whose account is
credited. The payer ceases to have any control over
the said amount deducted and deposited with the
income tax authorities and cannot seek a refund of
such tax. It is only the payee who can interact with
the income tax authorities in respect of such amount
deposited in its favour.





The rationale for imposing an obligation to deduct
tax at source on a credit entry being passed by a
payer in favour of payee is that such entry
represents an acknowledgement of debt by a payer
in favour of a payee. The debt acknowledged is in
respect of an income that has accrued in favour of
the payee and such income is exigible to tax under
the Act.
Once a payer has unequivocally acknowledged the
debt payable by crediting the account of payee in its
books or has actually paid the same (whichever is
earlier), the provisions of Chapter XVII of the Act
relating to deducting tax at source and depositing
with the income tax authorities are triggered and not
otherwise.



It is also necessary that the question whether a
transaction results in an obligation to deduct tax
at source, be viewed from the standpoint of the
payer and not from the standpoint of a person
claiming any amount from the payee. Thus, if a
debt owed by a person is not acknowledged as
payable, there would be no obligation to withhold
or deposit any tax.



The obligation imposed on a person to deduct tax
at source and deposit the same with the tax
authorities is an obligation similar in nature to the
directions in garnishee proceedings where the
person obliged to deduct tax at source stands as
a garnishee and tax authorities stand as a
garnisher. There cannot be an obligation to pay,
where the debt allegedly payable is disputed by a
garnishee.



The obligation of a person to deduct tax at source
under Section 195(1) of the Act would arise only if
it satisfies the specified conditions. In the present
case, the entries passed by the taxpayer in its
books of accounts were indisputably reversed
and consequently its effect was nullified. The
taxpayer had also not charged the amount of
royalty for the relevant period as expenditure in its
books. There was no allegation that this position
asserted by the taxpayer was not bona fide. It
was not the case of the tax department that
nullifying the entries passed by the taxpayer was
a subterfuge to avoid any obligation.



The taxpayer had provided an explanation for the
reversal of entries relating to royalty in its books
by referring to the industrial policy issued by the
Government of India. The taxpayer had accepted
that no royalty was to be payable by the taxpayer
to the holding company at the relevant time. The
taxpayer had also not charged the same as
expenditure in its books.



In such circumstances, it was difficult to accept
that there was any income chargeable to tax
which had accrued in favour of the holding
company. The taxpayer cannot be held to have
acknowledged the same by crediting the account
of the holding company, as admittedly, that entry
had been reversed.



Mere passing of the book entries, which were
reversed, would not give rise to an obligation to
deduct tax at source by the taxpayer, as clearly,
there was no debt that can be said to be
acknowledged by the taxpayer. Imposition of an
obligation to deduct tax at source in these
circumstances would amount to enforcing
payments from one person towards a tax liability
of another, even where the person does not
acknowledge that any sum is payable. This is
contrary to the scheme of provisions relating to
the collection of tax deducted at source under the
Act.
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Accordingly, no income had accrued or arisen or
deemed to have accrued or arisen, which is
chargeable to tax in the hands of holding company.



In the absence of any income chargeable to tax
arising on account of royalty in the hands of holding
company, the question of withholding of tax would
not arise. The decision of the Supreme Court in the
2
case of Transmission Corporation of AP Ltd. is
distinguishable on the facts of the case. Accordingly,
the taxpayer was not obliged to deduct tax at source.

Our comments
Whether merely passing a book entry can raise an
obligation to deduct tax at source, this has been a matter
of debate before the Courts/Tribunal.
In the instant case, the Delhi High Court has held that
mere passing of the book entries, which have
subsequently been reversed, would not give rise to an
obligation to deduct tax at source since there is no debt
acknowledged by the taxpayer. No income had accrued
or arisen or deemed to have accrued or arisen, which is
chargeable to tax in the hands of a payee. Imposition of
an obligation to deduct tax at source in these
circumstances would amount to enforcing payments
from one person towards a tax liability of another, even
where the person does not acknowledge that any sum is
payable. This is contrary to the scheme of provisions
relating to the collection of tax deducted at source under
the Act.
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Transmission Corporation of AP Ltd. v. CIT [1999] 239 ITR 587(SC)
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