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Many in the department feel that there is little scope of doing quality investigation work or good assessment in salary cases. But in reality, salary cases can be very interesting on the one side and very testing of an officer’s competence on the other side. In business cases there are books of accounts and supporting documents with the help of which an Assessing Officer can pick up lead points or conduct various investigations while in salary cases these starting points are absent or not very easily ready at hand as almost no information is available when the assessment process is started. In many of the big salary cases major source of income may be bribe/ misappropriation of different funds to which the assessee may have access or for example, money is earned through other illegitimate or illegal means by abuse of official position/ business. Such business may be benami business in the names of friends and relatives or of fictitious identities in case assessee’s department prohibits business as per service rules and it may be even in own name if service rules of employer organization does not prohibit it. In the other big salary cases where there may not be any such illegitimate or undisclosed income, there are different types of perquisites and profits in lieu or in addition to salary, some of which involve innovative tax-dodging ideas. Such cases test Assessing Officer’s knowledge, analytical ability, ability to draw correct inference and skill to write succinct but speaking communications. 

Next, there is the issue of recovery of arrear demands in salary cases. The greatest predicament in salary cases is that there is no balance sheet or any other form of paper containing details of assets available in assessment records. Further, in salary wards/ circles, assessment records of different years of an assessee are not kept together in a single folder. Often, salary certificate is the only document available in the assessment records. As a result, AO is unable to trace assessee’s assets and take measures for attachment. The only way left is to attach salary which is sensitive on the one hand and unable to give substantial recovery on the other hand. It is for these reasons that recovery of arrear demand is also a challenging task in salary cases. 

In the present publication the aspects of investigation and recovery, along with practical case studies have been taken up alongside presenting brief statutory provisions and interpretations made in important cases. It is hoped that this work will help the AOs on the one hand and encourage them in their work related to salary cases.

Finally it is also to be considered that such a publication can be enriched to a great extent if officers of the department share their personal experiences in the concerned area. Consequently opinions and suggestions are most welcome.
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A.  Brief Description of Statutory Provisions
A salaried employee may have incomes under other heads as well. Statutory provisions applicable to other heads are kept out of discussion of the present publication. Like other assessees , in salary cases also we have to consider chargeability of a particular receipt and  consider the scope of total income in the context of residential status of the assessee. For such purpose section 4,5,6 and 9 will be of prime importance to consider the basic issue whether a particular receipt will at all be chargeable as income. Such consideration is relevant irrespective of head of income. Thereafter comes the provisions of partly or fully exempt incomes covered under Chapter III of IT Act which have special application  in salary cases. The main sections governing income under salary head are sections 15, 16 and 17.  Section15 takes within its fold any "salary" due, paid or allowed and “arrear salary”  paid or allowed.  Explanation 1 below sec 15 states that advance salary once taxed will not be taxed again on due basis. Explanation 2 below sec 15 states salary, bonus etc of partner received from the concerned firm will not be treated under salary head. Such income is business income as per sec 28(v). Sec 16 gives two specific deductions from salary income, the first one for Govt employees being one fifth of salary restricted to Rs.5000/- and the second one being any tax on employment like Professional Tax. 

The term "salary" has been given an inclusive definition in S. 17(1) which says that 'salary' includes following payments :-

(i) Wages
(ii) any annuity or pension
(iii) any gratuity 
(iv) any fees, commissions, perquisites or profits in lieu of  or in addition to any salary or wages
(v) any advance of salary 
(vi) any payment received by an employee in respect of any  period of leave not availed of by him. 
(vii) the annual accretion to the balance at the credit of an employee participating in a recognized provident fund, to the extent to which it is chargeable to tax under rule -6 of Part - A of the Fourth Schedule. This is also mentioned in S.7(i) the aggregate of all sums that are comprised in the transferred balance as referred to in sub-rule (2) of Rule - 11 of Part - A of the Fourth Schedule of an employee participating in a recognized provident fund, to the extent to which it is chargeable to tax under sub-rule (4) thereof. This is also mentioned in S.7 (ii). These all find echo in S-2(24). The taxability of salary income, as mentioned earlier is subject to Sections 5, 6 and 9. While Section 5 states about scope of total income on accrual/receipt basis, Section 6 deals with residential status and Section 9 states as to which income is deemed to accrue or arise in India. Brief provisions of section 9 are worth mentioning here as it covers incomes where there may be doubts of chargeability considering their place of accrual/receipt.

Section 9(1)(i) states that  income accruing or arising, whether directly or indirectly, through or from:

-
any business connection in India; OR

-
any property in India; OR

-
any asset or source of income in India; OR

-
transfer of a capital asset situate in India  - will be treated as Indian income 
Section 9 (1)(ii) says that salary income will be deemed to accrue or arise in India if it is earned in India.  It is provided that even if the salary is payable/ paid outside India but it was for service rendered in India, it will be taxable as salary.  Also, if the salary is paid for any rest period/leave period (outside India) before/after a period of service rendered in India (and such rest/leave is as per service contract) then such salary too is taxable as salary. 

Regarding taxability of receipts in home country of foreign nationals employed in India one case came before Hon’ble Supreme Court (Commissioner of Income Tax and Another Vs Morgenstern Werner. 259 ITR 486) in which it has been observed as follows-

“The High Court has given a specific finding that the respondent-assessee had not stayed in India during the preceding nine years and he was not ordinarily resident in India, and, therefore, he would be governed by the proviso to section 5(1)(c) of the Income-tax Act, 1961. 

Admittedly, the assessee was a technician working with Kraft Work Union (Siemens) and was drawing his salary in Germany. Hence, he was not taxable in India and, therefore, his salary could not be included in the total income to be assessed in India. He was deputed by his company as a technical liaison officer to provide technical guidance to Bharat Heavy Electricals Ltd. for which he was paid Rs. 500 as daily allowance. The said allowance was exempt from income-tax as per the notification dated February 21, 1989. This being a finding of fact does not call for any interference in this appeal. Hence, this appeal is dismissed.”

Regarding taxability of receipts in foreign countries of Indian nationals employed abroad the first point to be considered is his residential status. For residents the global income is taxable. If the person is non resident such income is not taxable in India as it can not be treated as income deemed to accrue or arise in India even by the deeming provision of Section 9(1)(ii) as service is not rendered in India. However, for not ordinarily resident status the proviso to section 5(1)(c) would be applicable and since the employer is having its business controlled from India, such income will be included in total income of employee.

S.9(1) (iii) provides that a salary payable even outside India by the Government to a citizen of India for service outside India is deemed to accrue or arise in India. However, any allowance or perquisite payable with such salary is exempt u/s.10(7).

S.9 (1)(iv) provides that dividend paid by an Indian Co. outside India is deemed to accrue / arise in India.

S.9 (1)(v) provides that Interest income is deemed to accrue / arise in India if it is payable by:

· Government; OR

· Resident, except  where intt. pertains to any debt incurred or money borrowed and used for :

· business / profession outside India; or

· making / earning any income outside India;     OR

· Non-resident, where interest pertains to any debt incurred or money borrowed & used for business or profession carried on in India.

S.9 (1)(vi) and (vii) provide similar provisions for royalty and fees for technical services respectively.

It is further to be noted that an explanation has been inserted to section 9 by Finance Act 2010 with retrospective effect from 1/6/1976 to reiterate the fact that 9(1) (v), (vi) and (vii) will be applicable even if the non resident do not have residence or place of business in India or has not rendered services in India.

As already mentioned earlier, the definition of 'salary' in S.17 is inclusive i.e. there may be even items other than those mentioned in S.17 (1) which may be liable to be taxed as 'salary'. This inclusive definition never means that normal items of salary e.g. Basic Pay, Dearness Pay, Special Pay, Personal Pay etc. and different allowances like Dearness Allowance, City Compensatory Allowance, House Rent Allowance, Overtime Allowance, Other allowances, bonus etc. are not within the definition of salary as they are not mentioned therein. In fact, they are the clearest items to be chargeable as salary. Of course some of the allowances are exempt fully or partly u/s 10. Taxability of principal items of receipt can be stated as follows-

(a) Basic pay, Dearness pay, Special pay, Personal pay etc.Pays :- fully taxable.

(b) Dearness allowance: Fully taxable

(c) House rent allowance: Partly exempt u/s 10(13A) read with Rule 2A. The least of the following is entitled to exemption  for  HRA :-

A. H.R.A. received by the employee (only for that part of the year during which rental accommodation is occupied by   the employee)

B. Excess of rent paid over 10% of salary

C. Amount equal to 50% of salary (if residential house is situated at either Mumbai or Kolkata or Delhi or Chennai)/ 40% of salary (if it is situated at any other place). Salary here means only basic pay and includes dearness allowance only if terms of employment say that it will be treated as part of basic pay - Gestetner Duplicators (P) Ltd. v. CIT (1979) 117 ITR 1 (SC) i.e.  if dearness allowance is taken for calculation of retirement benefits. 

(d) City Compensatory Allowance, Tiffin allowance, fixed medical allowance, servant allowance: fully taxable.

(e) Entertainment allowance - Its treatment in computation is to first include it in salary. Then, only in case of government employee the minimum of the following is allowed as deduction:-  20% of salary (only basic pay) OR  Rs.5,000/- OR  actual amount of entertainment allowance.

(f) Special allowances, section 10(14) read with Rule 2BB :- They are partly/fully exempt as below:
· Travelling allowance on tour/transfer - fully exempt if utilised for that purpose.

· Transport allowance - Rs.800/- p.m. (Rs.1600/- p.m. for handicapped employees) 

· Conveyance allowance - same as above.

· Dearness Allowance on tour/transfer - Same as above.

· Uniform allowance/ washing allowance/ study allowance -  Same as above. 

· Special compensatory (hilly area) allowance - Rs.7,000/- p.m. for  employees posted at Siachen area, Rs.300/- p.m. for employees  posted at a height of 1000 mtrs. or more above sea level other than some difficult areas of Manipur, Arunachal Pradesh, J&K, UP and Sikkim for which it is Rs.800/- p.m. 

· Border area allowance/Remote locality allowance / Disturbed  area allowance /Difficult area allowance - Amount of exemption is Rs.200/- / 300/- / 750/- / 1,050/- / 1,100/- / 1,300/- for six different categories of places on the basis of their remoteness etc. factors.

· Tribal Area Allowance - Rs.200/- p.m. 

· Duty Allowance to transport workers - 70% of such allowance subject to maximum of Rs.6,000/- p.m. 

· Children Education Allowance - Rs.100/- p.m. upto two children.

· Allowance to meet hostel expenditure of children - Rs.300/- p.m. upto two children.

· Compensatory field area allowance - Rs.2,600/- p.m. for areas notified is exempt. 

· Compensatory modified field area allowance for areas notified :-    Rs.1,000/- p.m. 

· Counter insurgency allowance - Rs.3,900/- p.m.

· Underground allowance - Rs.800/- p.m.

· High Altitude allowance - Rs.1,060/- or Rs.1600/- p.m.  depending on altitude. 

· Armed forces special compensatory highly active area allowance -  Rs.4,200/- p.m.

· Armed forces Island (duty) allowance - Rs.3,250/- p.m. 
(g) Foreign allowance paid outside India by Government to Indian citizens for services rendered outside India - exempt u/s 10(7). 

(h) Allowances to High Court judges - Any allowance paid to High Court judges u/s 22A(2) of High Court judges (conditions of service) Act, 1954 is not chargeable to tax.

(i) Sumptuary allowance given to judges of High Courts and Supreme Court are not chargeable to tax.

(j)  Allowances from United Nations Organization - Exempt.

(k) Salary including all allowances received by foreign nationals as diplomatic personnel, consular personnel, trade commissioners staff of foreign mission are exempt u/s 10(6).

(l) Salary including allowances of foreign technicians - Exempt subject to conditions laid down in S.10 (5B). 

Allowances not covered under any special exemption provisions are taxable. Other main exempt incomes which will be applicable in salary cases also are also mentioned here as those would be relevant in subsequent discussion. Section 10 enlists the following incomes which are partially or fully exempt from tax:

· Agricultural income  [ Sec. 10(1) ]

· Member’s share in income of HUF  [ Sec. 10(2) ]

· Share of profit from a firm [Sec. 10(2A) ]

· Interest paid or credited to Non-Resident (External) Account [Sec. 10(4)(ii)]

In the case of an individual, any income by way of interest on moneys standing to his credit in a Non-Resident (External) Account in any bank in India shall not be included in computing his total income. 

Leave Travel Concession/ Assistance [Sec. 10(5)/Rule 2B] 

The value of any LTC/LTA received by an employee from his employer or former employer for himself and his family, in connection with his proceeding (a) on leave or (b) on retirement from service, or after termination of service to any place in India is exempt from tax subject to certain conditions.

The exemption shall be available in respect of two journeys performed in a block of four calendar years (commencing from the calendar year 1986).  In case no concession is availed of by an individual during any such block of four years [say, 2006-2009 (i.e., 01.01.2006 to 31.12.2009)], the journey performed in the first year following that block is also eligible for exemption. 

Exemption in respect of LTC/LTA is granted by the employer in actually performing the journey. In short, the amount exempt shall in no case exceed the amount of expenses actually incurred for the purpose of such travel.  

It may be noted that exemption shall not be available to more than two surviving children of an individual after 1.10.1998.  However, this rule shall not apply in respect of children born before 1.10.1998 and also in case of multiple births after one child.  

Gratuity [Sec. 10(10)] & Death-cum-retirement Gratuity [Section 10(10)(i)]

Death-cum-retirement Gratuity received from the Central Govt., State Govt. or a local authority: Fully exempt

Gratuity received under the Payment of Gratuity Act, 1972 [Sec. 10(10)(ii)]

 Least of the following is exempt:

(a) 15 days’ wages for each completed year of service or part thereof in excess of 6 months [15 days’ wages/ salary is calculated by dividing salary last drawn by 26 (i.e. maximum number of working days in a month) and multiplying by 15];  or

(b) Ceiling on the maximum amount of gratuity (who retires  on or after 24.09.1997 but before 24.05.2010) –  Rs.3,50,000/- [ Rs 10,00,000 /- w.e.f 24/5/2010 ]; or  

(c) Gratuity actually received.

· Other gratuity (not under the Payment of Gratuity Act, 1972) [Sec. 10(10)(iii)]

Least of the following is exempt:

(a) one-half  month’s  average salary  for  each year of completed  service  ignoring  any  fraction of   the   year [Salary means Basic pay (including DP, if any) plus D.A. if the terms of employment so provide; average salary means last 10 months’ average]; or

(b) specified limit (employees who retire or become incapacitated or die on or after 24.09.1997) – Rs.3,50,000/-; or

(c) gratuity actually received.

[Note: All those who have retired, become incapacitated before retirement, expired or whose services have been terminated on or after 24.05.2010 can avail the benefit of higher exemption limit of Rs.10 lakh on gratuity.]

· Pension :
 

· Uncommuted Pension i.e. the Periodical Pension:    is fully taxable in the hands of all employees, whether government or non-government.

· Family pension is taxable under the head income from other sources subject to deduction u/s 57(iia)

Commutation of pension [sec. 10(10A)] 

	        Section 10(10A)(i)

 Received by an employee from the Central or State Government or a local authority or a corporation established by a Central, State or Provincial Act.
	Fully exempt.

	        Section 10(10A)(ii)
    Received from any other employer.
	(a) where the employee receives any gratuity, the commuted value of one-third of pension is exempt;

(b) in any other case, the commuted value of one-half of such pension is exempt.


Any payment in commutation of pension received from a fund, set up by the Life Insurance Corporation of India, or any other insurer under a pension scheme, approved by the Controller of Insurance or the Insurance Regulatory and Development Authority, as the case may be, is exempt under section 10(10A)(iii).

Cash Equivalent of Leave salary [Sec. 10 (10 AA)]:

In the case of an employee of the Central or State Govt. [Section 10(10AA)(i)]-

Cash equivalent of leave salary in respect of the period of earned leave at his credit at the time of his retirement on superannuation or otherwise, is exempt.

In the case of other employees [Section [10(10AA)(ii)]-

Least of the following is exempt:

(a) Leave salary for the period of earned leave standing to the credit of employee at   the time of retirement.
(b) Amount of leave encashment actually received
(c) 10 months’ average salary 
(d) Amount specified by the Government 

  (retiring after 1/04/1998) –  Rs. 3,00,000/-
Sum equivalent of leave salary received by the family of a Government servant who died in harness, is not taxable in the hands of the recipient [CBDT’s Circular No. 309, dated 03.07.1981].

Retrenchment Compensation [Sec. 10(10B)] 

Any compensation received by a workman at the time of his retrenchment shall be exempt to the extent of minimum of the following limits:

(a) Actual amount received;

(b) Amount  calculated   in  accordance  with   provisions  of  
section 25F(b) of the Industrial Disputes Act,1947, which is equal to 15 days’ average pay for  every completed year of service  or  part thereof in excess of 6 months;

(c) Amount specified by the Central Government i.e. Rs.5,00,000/-, w.e.f. 01.01.1997

Compensation received in excess of the aforesaid limit is taxable and would, therefore, form part of Gross Salary. However, the assessee shall be eligible for relief under section 89(1) read with rule 21A.

Meaning of Average Pay:  Average Pay means the average of the wages payable to a workman --

(a) in the case of monthly paid workman, in the three complete calendar months.

(b) in the case of weekly paid workman, in the four complete weeks.

(c) in the case of daily paid workman, in the twelve full working days,

Where such calculation cannot be made, the average pay shall be calculated as the average of the wages payable to a workman during the period he actually worked.

Meaning of Wages :  For this purpose, wages means all remuneration capable of being expressed in terms of money, which would, if the terms of employment, express or implied were fulfilled, be payable to a workman in respect of his employment or of work done in such employment, but does not include any bonus;  any contribution paid or payable by the employer to any pension fund or provident fund or for the benefit of the workman under any law for the time being in force;  any gratuity payable on the termination of his service.

Scheme of Voluntary Retirement [Section 10(10C)]

Any amount not exceeding Rs. 5 lakh received or receivable (even if received in instalments) by an employee of any of the following bodies on his voluntary retirement or termination of service in accordance with any scheme of voluntary retirement or a scheme of voluntary separation, shall not be included in the total income of such employee. 

(i) a public sector company,
(ii) any other company,
(iii) an authority established under a Central, State or Provincial Act,
(iv) a local authority, 

(v) co-operative society,

(vi) a University established or incorporated by or under a Central, State or Provincial Act or an institution declared to be a University u/s 3 of the University Grants Commission Act,1956,

(vii) an Indian Institute of Technology,

(viii) any State Government,

(ix) the Central Government,

(x) an institution, having  importance throughout India or in  any State, as the Central Government may notify,

(xi) such institute of management as the Central Government may by notification, specify in this behalf.

The amount receivable on account of voluntary retirement which are not in accordance with the guidelines contained in rule 2BA are not entitled to income-tax exemption under section 10(10C).

With effect from assessment year 2010-11, where any relief has been allowed to an assessee under section 89 for any assessment year in respect of any amount received or receivable on his voluntary retirement or termination of service or voluntary separation, exemption under section 10(10C) shall not be allowed to him in relation to that or any other assessment year.

Tax paid by employer on non-monetary perquisite [Sec. 10(10CC)]

Tax paid on a non-monetary perquisite within the meaning of section 17(2) by the employer, at the option of the employer, will not be included in the total income of the employee. Section 195A of the Income-tax Act also excludes the tax paid by the employer on behalf of the employee, on the income of such perquisites for calculating the income of the employee for the purpose of deducting tax at source. 

Sum received under a life insurance policy [Sec. 10(10D)]

Any sum received under a life insurance policy, including the sum allocated by way of  bonus on such policy [other than any sum received (a) under section 80DD; or (b) under a Keyman insurance policy; or (c) under an insurance policy  issued  on or after 01.04.2003 in respect of  which the premium payable during any year exceeds 20% of the actual capital sum assured],  is exempt from income-tax.

Payment from a statutory provident fund [Sec. 10(11)]

Any payment from a provident fund to which the Provident Funds Act, 1925, applies or from any other provident fund set up by the Central Government and notified by it in this behalf is exempt. 

Payment from a recognised provident fund [Sec. 10(12)]

The accumulated balance due and becoming payable to an employee participating in a recognised provident fund (RPF) is exempt to the extent provided in rule 8 of Part A of the Fourth Schedule.

Educational scholarships [section 10(16)]

Scholarships granted to meet the cost of education is exempt from tax. If scholarship is paid only for meeting the cost of education, it is exempt from tax even if the recipient, does not spend the whole amount towards education.

Pension received by Gallantry awardees [section 10(18)] 

Any income in the nature of pension received by an individual or ‘family pension’ received by any member of the family of an individual who has been in the service of the Central Government or State Government and has been awarded “Param Vir Chakra” or “Maha Vir Chakra” or “Vir Chakra” or such other gallantry award as may be notified by the Central Government is eligible for exemption.

By Notification No. SO 1048 dated 24.11.2000 [also No. SO 81(E) dt. 29.1.2001], the Central Government has specified the gallantry awards for the purpose of section 10(18)(i) along with the circumstances of eligibility. 

Family pension received by nominated heirs [section 10(19)/Rule 2BBA]

W.e.f. assessment year 2005-06 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, in such circumstances and subject to such conditions, as specified by rules, is exempt.

The Head of the Department where the deceased member of the armed forces (including para military forces) last served, or the service headquarters, as the case may be, shall certify that the death of such member has occurred in the course of operational duties in circumstances mentioned above.

Exemption to a ‘Sikkimese’ individual [section 10(26AAA)]

In the case of an individual, being a Sikkimese, any income which accrues or arises to him – 

(a) from any source in the State of Sikkim; or

(b) by way of dividend or interest on securities;

is exempt from income-tax.

This exemption will not be applicable to a Sikkimese woman who, on or after the 1st day of April, 2008, marries a non-Sikkimese individual. The Explanation to the clause defines the term “Sikkimese” based on the Sikkim Subjects Regulation, 1961 read with Sikkim Subject Rules, 1961 and subsequent Government orders issued in this regard.

Perquisite and profit in lieu of salary

Section 2(24)(iii) brings these two items under the scope of income  and section 17(2) and 17(3) defines them. 

Sec. 17(3):  Profit in lieu of Salary – includes
*
Compensation at or in connection with termination or modification of terms of employment.
*
Any payment , other than the payment referred to in Sec.10(10) ;10(10A);10(10B); 10(11),10(12),10(13) &10(13A) , due or received from employer or P.F. or other fund, excluding Employers Contribution or Interest thereon or under "Keyman Insurance Policy".
*
Salary payable for rest period or leave period, preceded or succeeded by Service rendered in India to be regarded as Income earned in India.

Any payment due/received from employer (except gratuity, commuted pension, retrenchment compensation, provident fund payment from statutory and recognised provident funds, approved superannuation fund payments, house rent allowance)

But, in Lachhman Das v. CIT (1980) 124 ITR 706 (Del.) - facts of which have been narrated in Para - 3 herein before - it was held that "any payment" in this clause does not necessarily include in its sweep all payments within the sweep of  S.17(3)(ii). That section cannot include those payments which are made not on account of the master -servant relationship but on account of personnal consideration or for reasons unconnected with the employment. In this view of the matter, compensation received from employer for loss of property in Pakistan was held not to be 'Profits in lieu of salary'.

In the case of V.R. Ganti v. CIT (1995) 216 ITR 48, 52 (AP), employer paid to the employee-assessee Rs.10,500/- (being salary for four months) as ex-gratia at the time of accepting resignation of the employee due to ill health in addition to the terminal benefits to which he was entitled under the law. The High Court said that the answer to the question whether "any sum" paid by an employer or former employer would fall within the ambit of sub-clause (ii) would depend upon whether the amount was paid by the employer or the former employer to the employee qua the employee for something done as an employee or in his capacity other than that of an employee as a personal gift in appreciation of his quality of intrepidity, writing, sportsmanship and the like. In the former situation it would be taxable but in the latter it would not be taxable. 

Thus, the principle of law emanating from interpretations of different High Courts is that the following ingredients must be there in the case for applicability of S.17 (3) (ii):-

 Payment must be relatable to employment

 Payment must not be based on personal or extra employment considerations.

 Payment must not fall under the seven clauses of S.10 specified in parenthetical clause of S.17 (3) (ii). 

Clause (iii) to S.17 (3), inserted newly w.e.f. 1.4.2002 by Finance Act, 2001 says that the following shall also be taxable as salary in the form of Profits in lieu of salary:

Amounts received or receivable whether lump sum or otherwise by an assessee from any person (distinctively different from "employer" as found in other provisions) - even before his joining any employment with that person (i.e. even before establishment of employer - employee relationship or rendering any service at all and even if, say, this is not adjustable with salary after joining the employment) or after cessation of his employment with that person (which is in    consideration of past services, because as discussed earlier, if it is not in consideration of past services but only due to personal reasons, than it is not taxable as salary. Illustration of this is given in Para - 4(ii) herein before. 

· In Karamchari Union v. UOI (2000) 109 Taxman, (SC) it was held that in 'profits in lieu of salary' the word 'profits' has nothing to do with profit of employer. It means a gain or advantage or benefit to the assessee, even though it is not named as salary. Reversing the judgment of Calcutta High Court in CIT v. R.R. Bajoria (1988) 169 ITR 162 (Cal.) and Syndicate Bank Officers' Association v. UOI (1988) 41 Taxman 96 (Cal) the Supreme Court held that the Act is a self-contained code and the taxability of the receipt of any amount or allowance is to be determined on the basis of meaning given to the words or phrases in the Act. In that case it was argued that City Compensatory Allowance (CCA) was paid only to meet wholly or partly the additional expenditure of living in an expensive place called city and there could not be any profit element. Referring to Tuticorin Alkali Chemicals & Fertilizers Ltd. v. CIT (1997) 227 ITR 172 (SC), the apex court said that taxation of income is not dependent upon its destination or the manner of its utilization. 

· In the matter of incentive bonus  received by Development officers of LICI  it was held in  CIT  v. Ramlal Agarwala  (2001) 250 ITR 828 (Cal)    that their incentive bonus forms part of salary and no deduction or allowance in excess of standard deduction is allowable (also, K.A. Choudary v. CIT (1990) 183 IR 29 (AP), CIT v. B. Chinnaiah (1995) 214 ITR 368, 372 (AP) CIT v. Gopal Krishna Suri (2000) 113 Taxman 707 (Bombay) and other cases of Orissa, Rajasthan, Madras and Karnataka High Courts as cited in Page - 1215 of Vol. I of Chaturvedi & Pithi Saria's "Income-tax Law". But in a dissenting judgment the Gujarat High Court , in Chimanbhai H. Patel v. CIT (1998) 99 Taxman 63, held inter alia, that,  while determining 'Profits in lieu of salary' profit cannot be worked out unless the expenditure which is necessary and properly incurred for the purpose of earning the income is deducted. In CIT v. M.D. Patil 1998]229 ITR 71 (Kar.)(FB) and CIT v. E.A. Rajendran 1977] 142 CTR (Mad.) 244 it was held that incentive bonus was nothing but salary and so, no deduction other than that u/s 16 will be allowed. But in CIT v. Kiranbhai H. Shelat 1999] 235 ITR 635 (Guj.) contrary view was taken holding that 30% of incentive bonus is intended by LIC as expenditure necessary for earning this bonus and therefore it is to be ascertained whether any part of such bonus remained   unspent so as to be described as profit in addition to the employee’s normal salary and wages. Only the unspent amount out of this 30 per cent is to be treated as salary u/s 17(1)(iv) and brought to tax, and the balance must be deducted. This deduction would be warranted to reach the profit element, and cannot be denied to the assessee-employee on the ground that the statutory deductions are already provided in section 16.
· But it seems that after the judgment of the apex court in Karamchari Union v. Union of India (2000) 109 Taxman 1,13 (SC) the above observation of the Gujarat High Court is no more good law. In a similar argument the learned counsel in this case argued that "assuming for the purpose of profits in lieu of salary, employer is not required to give any share out of the profits, yet even in the hands of the employees, receipt of the amount must be 'profits'. But Hon'ble Justice M.B. Shah, speaking for the two judge bench, held, "may be that this is true to the extent that government or statutory corporations do pay something less than what is required to be reimbursed and the receipt of CCA cannot be termed as 'profit' in common parlance (emphasis mine). However, for 'income', 'salary' and its taxability under the Act, the dictionary meaning given by the Legislature is to be taken into consideration as for that purpose it is a complete code. Income-tax is attracted at the point when the income is earned. Taxation of income is not dependent upon its destination or the manner of its utilization".  "Further, equity or hardship would hardly be relevant ground for interpretation of tax law. It is for the Government or the statutory bodies to do the needful. However, equitable it may be that CCA cannot be held to be 'profit' in the hands of the assessee or it is not share out of profit, yet it cannot be helped in view of inclusive and exclusive meaning given under the Act."
· Thus, it is very clear that, contrary to the view of Gujarat High Court in that case, the apex court laid down the ratio that it is not necessary  that an employee should have some surplus or profit out of a sum received to tax it as profits in lieu of salary and it is not that only such profit (i.e. the difference between receipt and expenses incurred for the service) can be taxed as salary; instead, the whole amount is to be taxed simply allowing the exemptions and deductions, if any prescribed specifically under the law. 

Sec. 17(2):   Perquisite
Included as Salary [Sec. 17(2) read with Rule 3]

i. Value of Rent Free Accommodation provided by the employer.
ii. Value of  Accommodation provided at Concessional Rate
iii. Value of any benefit or amenity granted or provided free of cost or at concessional rate to specified employee:

· By Company to an employee director, or

· By Company to an employee having substantial interest in the Company i.e. a person who is beneficial owner of shares, not being shares entitled to fixed rate of dividend, whether with or without a right to participate in profits, carrying not less than 20% of the voting power

· By employer to an employee , whose income under the head 'salaries' (due, paid or allowed by one or more employers) exclusive of non- monetary benefits or amenities, exceeds Rs. 50,000/-

iv.   
Amount paid by an employer in respect of any obligation which other wise would have been payable by the employee. 

v. 
Any Sum payable by an employer, whether directly through a fund other than recognised provident fund or approved superannuation fund or deposit-linked insurance fund;

vi.
The value of any specified security or sweat equity shares allotted or transferred, directly or indirectly , by the employer or former employer, free of cost or at concessional rate to the employee

vii. 
The amount of any contribution to an approved superannuation fund by the employer in respect of the employee in excess of one lakh rupees 

viii. 
The value of any other prescribed fringe benefit or amenity 

Tax free perquisite:
a.
Medical facility

b.
Refreshment or free meal

c.
Perquisites to govt. employees for rendering service out side India

d.
Training of employees

e.
Accommodation provided at remote area

f.
Education facility for children of employees

g.
Use of movable assets (computers / laptops) provided by employer

h.
Reimbursement or provision of telephone, including mobile phone by employer.

i.
Leave travel concession

j.
Premium on accident insurance policy taken out by employer

Rule 3(1):
Valuation of rent free accommodation or accommodation at concessional rate:


Value of perquisite in respect of accommodation provided by the Central and State Government to the employees will be equal to the license fee determined by the Central/State Government
 In respect of other employees the basis of valuation will be a following:

	City
	Accommodation owned by the employer
	Accommodation taken on lease by the employer

	Having a population of more than 15 lakh as per 2001 census
	15% of salary in respect of the period of occupation of the accommodation by the employee
	Amount of lease rent or 15% of salary ,whichever is lower

	Above 10 lakhs but not more than 15 lakhs 
	10% of salary

	

	Below 10 lakhs 
	7.5% of salary                      
	


Here, salary will include – basic salary, D.A., if terms of employment so provide, bonus, commission monetary payments but does not include any perquisite, employer’s contribution to P.F. and exempted allowances.

In case of furnished rent free accommodation value of perquisite will be calculated assuming that the accommodation is unfurnished.  The amount so calculated will be increased by 10% of the cost of furniture if they are owned by the employer or actual hire charges payable by the employer. 

In case the accommodation is provided in a hotel the perquisite value will be 24% of salary for the period of stay at hotel or actual charges paid/payable, whichever is lower, subject to following two conditions :-

1.
Hotel accommodation is provided for a period not exceeding 15 days in aggregate and 

2.
Such accommodation is provided on transfer of the employee from one place to another. 


In case accommodation is provided at concessional rate, valuation of perquisite will be made as if the employee has been provided rent free accommodation.  From the amount so calculated will be reduced by the rent payable by the employee.

Rule 3(2)
Car Facility

	Situations
	Amount chargeable to tax

	1. Car is owned and maintained by the employer  for official use 
	NIL

	2. Car is owned and maintained by the employer  for personal  use of employee
	Actual maintenance cost borne by employer +  depreciation of the car i.e, 10 % on the original cost of the car 

	3. Car is owned and maintained by the  employer  for both office as well personal  use of employee
	· If cubic capacity of the car is more than 1.6 liters (or 16 horse power), value of perquisite is Rs 2400 p.m  .

· If cubic capacity of the car is up to  than 1.6       liters ( or 16 horse power) value of perquisite is Rs 1800 p.m  



	4.  Car is owned by employer  and maintained by the employee  for office  use 
	Nil

	5. Car is owned by employer  and maintained by the employee  for personal  use of employee 
	Value of perquisite is 10% depreciation on the original cost of the car

	6. Car is owned by employer  and maintained by the employee used for both office as well  personal  purpose  of employee
	· If cubic capacity of the car is more than 1.6 liters (or 16 horse power), value of perquisite is Rs 900 p.m  .

· If cubic capacity of the car is up to  than 1.6 liters (or 16 horse power) value of perquisite is Rs 600 p.m.  



	7. Car is owned by employee  and maintained by the employer used for office purpose  
	Nil

	8. Car is owned by employee  and maintained by the employer used for personal purpose  of the employee
	· Actual maintenance cost borne by employer

	9. Car is owned by employee  and maintained by the employer used  for both office as well as  personal purposes  of the employee
	· If cubic capacity of the car is more than 1.6 liters (or 16 horse power), value of perquisite shall be maintenance cost borne by employer – Rs 2400pm.

· If cubic capacity of the car is up to  than 1.6 liters (or 16 horse power) value of perquisite shall be maintenance cost borne by employer – Rs 1800 pm.



	10. Car is owned by employee  and maintained by the employee
	No perquisite 


Rule - 3(3)
Domestic help


In case of provision of services of domestic servants (sweeper, gardener, watchman) by the employer the value of perquisite will be the actual cost to the employer.

Note:

However if any amount is paid by the employee then perquisite value will be reduced by that amount.  In such cases also it is to be examined to see whether perquisite in such cases will be taxable in the hands of specified employees only or in the hands of all types of employees.   But in the case of a rent free house provided by the employer ( also owned by the employer) along with a gardener for maintenance of the garden attached to the house, no perquisite will be taxable circular No.122 dtd.19.10.1973.

Rule – 3(4)
Gas, electricity & water

Value of perquisite in respect of gas, electricity and water supply provided free of cost, is taxable as following :

	Supplied by the employer out of own sources
	Purchased by employer from outside agency

	Manufacturing cost per unit incurred by the employer as reduced by recovery from the employee, if any.
	Amount paid/payable by the employer from outside agency as reduced by the recovery from the employee, if any.


Note:

If the connection ( gas/electricity/water )  is taken in the name of the employee and the bills and paid or reimbursed by the employer, the perquisite value is taxable in the hands of all employees u/s.17(2)(iv).  But if the connection is taken in the name of the employer and the employer bears the expenditure, the perquisite will be taxable only in the hand of specified employees u/s.17(2)(iii).

Rule – 3(5)
Education facility

Education allowance is covered by section 10(14) Rule 2BB. Free education or training provided to employee is not taxable perquisite. School fees paid by the employer directly to the school are a taxable perquisite in all cases.  

In case of education facility in the employer institute perquisite will be calculated as below:
	Situations
	Amount chargeable to tax

	Educational Institution owned and maintained by the employer.

1. Educational facility provided to employees children and such benefit does not exceed Rs.1000/- p.m. per child (no restriction in number of children)
	NIL

	2. Where if exceeds Rs.1000/-  per child
	Cost of such education in similar institution in the locality  - Rs.1000/- per child – Recovery made, if any.

	3. Such facility provided to other members of the household (other than children)
	Cost of such education in similar institutions in the locality – Recovery made, if any.


Note:

Reimbursement of expenditure incurred for education of family members of employee is a taxable perquisite in all cases u/s.17(2)(iv).

Rule 3(6) 

Free Transport

 Free transport facility to employees of Railways and Air lines  shall not be chargeable to tax 

For other employees, vale of perquisite will be calculated as follows ;

	Situations
	Amount chargeable to tax

	If employer is engaged in transport business
	Notional market price  of such facility shall be taxable in the hands of specified employee– Recovery made, if any.

	2. If employer is not engaged in transport business
	Actual cost of employer for such facility shall be taxable in the hands of all employees– Recovery made, if any.


Rule – 3(7)(i)

Valuation of Interest free / concessional loan

Value of benefit to the assessee resulting from interest free or concessional loan given by the employer to him or any member of the household will be determined as a sum equal to the interest computed at the rate charged by SBI as on 1st April of the relevant previous year in respect of loans advanced by SBI for same purpose on the maximum outstanding monthly balance as reduced by interest actually paid by him or such member of his household.


However, no perquisite will be charged if such loans are given for medical treatment in respect of specified diseases or where the loan amounts are petty, not exceeding Rs.20,000/- in aggregate.  No exemption in respect of medical loans will be available to so much of such loan as has been reimbursed to the employee under any medical insurance scheme.

Rule – 3(7) (ii)
Valuation of travelling/Touring/Holiday home facility 

(a) Where holiday home facility is provided , notional value of such facility shall be taxable in the hands of all employees 

(b) Where the employee is on official tour and any of his family member accompanying him , expenditure actually incurred on family member accompanying him shall be taxable 

(c) Where an official tour is extended for personal purpose , expenditure incurred for such personal purpose shall be taxable 

If the facility is given at concessional rate, then the value perquisite as above shall be reduced by the amount recovered from the employee

Rule – 3(7) (iii)
Free meal and refreshment 

· Refreshment facility ( Tea, Snacs  or other non alcoholic beverages ) provided during working hours shall not be taxable 

· Free meal at office or business premises or through non-transferable paid vouchers usable only at eating joints provided  in excess of Rs 50 per meal shall be taxable in the hands of all employees. If the facility is given at concessional rate , then the value perquisite shall be reduced by the amount recovered from the employee.

Rule – 3(7) (iv)
Gift, voucher or token 

· Gift in cash or convertible in money shall be taxed fully

· Gift in kind exempted up to Rs 5000 in aggregate  and excess part shall be taxable 

Rule – 3(7) (v)
Credit Card 

· Credit card facility provided to employee for office use shall be exempted provided details of expenditure are maintained by the employer and employee gives a certificate to the effect that the expenditure were incurred  wholly and exclusively for the performance of official duty

· Where such facility is used for personal purposes , expenses including membership and annual fees incurred by the employer shall be taxable in the hands of all employees.

Rule – 3(7) (vi)
 Club Facility 

· Health club facility /Sports club or similar club facility  shall be exempted 

· Other club facility for office purposes  shall be exempted provided details of expenditure are maintained by the employer  and employee gives a certificate to the effect that the expenditure were incurred  wholly and exclusively for the performance of official duty

· Where the employer has obtained corporate membership of the club and the facility enjoyed by the employee or any member of his house hold  shall be taxable in respect of expenditure other than  initial fee paid for obtaining corporate membership

· Club facility in any other manner shall be taxable in respect of expenditure incurred by the employer in the hands of all employees.

Rule – 3(7)(vii)
Movable assets provided by the employer

Perquisite in respect of use of movable assets belonging to the employer or hired by him will be taxable as follows:
In case the assets are owned by the employer then 10% of actual cost per annum as reduced by any recovery.

In case the same are taken on hire by the employer actual hire charges as reduced by any recovery from the employee.  However, computers and laptops will be exempted.

Rule – 3(7)(viii)
Movable assets sold by the employer
Perquisite in respect of movable assets sold by the employer to the employee or any member of household at nominal price, will be calculated to be the actual cost of such asset as reduced by the cost of normal wear and tear calculated as per rates given below for each completed year of use by the employer.  The amount so calculated will further be reduced by the amount, if any, paid by the employee or such member of his household.

Rate of normal wear and tear 

Electronic items/computers
-
50% by reducing balance method

Motor Car


-
20% by reducing balance method

Other assets


-
10% of actual cost

Medical facility [ Proviso to section 17(2) ]

Medical facility to employee or his family member in India is exempt in the following cases:

(i) Medical facility in hospital ,clinic ,dispensary or nurshing home maintained by the employer
(ii) Medical facility in a Govern ment Hospital 
(iii) Medical facility in any hospital for treatment of prescribed diseases
(iv) Medical insurance premium of the employee paid by the employer
(v) Reimbursement of medical expenditure by the employer to employee up to Rs 15000 pa
(vi) Group medical facility ( Mediclaim ) obtained by the employer in respect of his employee

Medical facility outside India 

Exemption is also available for medical treatment outside India in respect of the following:

i. Medical expenditure on patient shall be exempted to the extent permitted by RBI 

ii. Cost of stay abroad of patient and one care taker for each patient shall be exempted to the extent permitted by RBI

iii. Cost of travel of patient and one care taker shall be exempted only if gross total income of   the employee excluding this perquisite is not more than Rs 2 Lakh p.a.

Considering the statutory provisions discussed above we can take the following steps in order to arrive at income under the head salary as prescribed in salary schedule of return form

	1
	Salary(excluding all exempt/ non-exempt allowances, perquisites and profit in lieu of salary as they are shown separately below
	1

	2
	Allowances exempt under section 10 (not to be included in 6 below)
	2

	3
	Allowances not exempt
	3

	4
	Value of perquisite
	4

	5
	Profits in lieu of salary
	5

	6
	Income chargeable under the head salary(1+3+4+5)
	6


B.  General features of salary return

The returns in salary wards/ circles can be classified into several types depending on their nature of income as below:

i. Most of the returns have only salary income of not very high amount. These returns earlier were accompanied by Form 16 and proof of other prepaid taxes, if any. Presently since returns are “enclosure free”, only the returns where details of prepaid taxes can be quoted are being submitted. In case of e-filed return the return is uploaded electronically and Assessing Officer will be having the electronic data as have been uploaded by the assessee.  In such majority number of cases there is salary income with no or little perquisites and profits in lieu of / in addition to salary. There is either no or little rental income. The interest income, if any, is meagre in comparison to salary income, i.e., seeing the interest/ dividend amount it does not seem to an investigator’s eye that the principal amount invested (on which interest/ dividend/ rent is earned) is too high to be possible to be accumulated in the hands of a person with the returned salary income considering his age, length of service rendered etc and other relevant factors. In these returns there is hardly any investigation to do except when information is received through TEP (Tax Evasion Petition) or AIR (Annual Information Return) etc sources.

ii. Some returns may have high returned income. Some of these high income returns contain a lot of perquisites and profits in lieu of / in addition to salary. In these cases AO’s job is mainly to see that all perquisites are taxed, all other receipts/ accruals – if not exempt – are taxed and that too correctly, whether disclosed interest/ dividend/ rent etc receipts are commensurate to the amount the assessee could possibly invest considering the years of service rendered, age and quantum of salary. 

iii. There may be some other salary returns where normal salary income is not very high but still assessee files a balance sheet or statement of assets with the return though provisions of Income Tax Act, 1961 does not require him to do so. This unusual behaviour indicates possibility that assessee is generating a lot of wealth and is making an attempt to keep these clean from vigilance, Income tax and other departments. Otherwise what else could be the motive? After all, preparation of a balance sheet or analogous statement costs quite an amount to the assessee. A common salaried assessee will not spend even Rs. 2000/- to get this if he learns that it is not required of him by law. 

iv. There are some other salary returns which are not accompanied by abovementioned balance sheet or statement of assets but nevertheless, it shows huge amounts of other income like rental income, interest/ dividend etc. This should raise suspicion that earning of the amounts invested for earning these incomes may not be possible with his legitimate source of income, i.e., salary income of past years. It is true that Income tax department has nothing to do with legitimacy of the incomes but the moot point is that AO has to see whether assessee paid tax on such illegitimate income in the years of receipt. In both these types of cases AO’s job is to investigate the source, amount and time of these investments and bring these to tax apart from assessing the income earned from such investments.

v. There may be another type of returns where none of the above features are present but there is information about investments received from different sources like TEP/ AIR/ CIB/ Central Bureau of Investigation/ Central Vigilance Commission etc. These people have accumulated a lot of assets but, unlike other people mentioned earlier, are nonchalant about setting papers right or actions that may come against him. In such cases, AO’s job is mainly to work around the information received from these sources. He has to ensure that all angles are examined and nothing is left unattended and ultimate logical conclusions drawn in the form of speaking assessment orders. 
vi. As for forms of returns, salary returns can be submitted in ITRs 1 to 4 depending upon what other heads of income the individual assessee will be having for the relevant assessment year. Although some progress has been made in the e-filing area in recent years, majority of individual returns are still furnished in paper form. The return processing work has however become completely computerised. Return data entry in AST module of departmental package will pose obvious problems when the manual returns are not logically filled in. For example an amount mentioned in a particular income field may not match with the corresponding entry in the relevant schedule.  Asking for checking of returns at receipt time is a tall order in these days of dwindling staff strength. Also such checking is impossible in peak days when hundreds if not thousands of returns may be filed on a single day.  Data entry work can, however, not be halted and it would be necessary to make logical data entry on the basis of submitted returns. To prevent audit objections, no pro assessee measure should be taken if there is mistake by the assessee in return. The assessee can always submit 154 petition to address his interest. Data entry being the backbone of all future proceeding including selection of a case for scrutiny, utmost care is to be taken at this stage.  Necessary training, discussion with persons in charge of data entry on significance of error and the system controlled audit trail maintenance methods are of utmost importance.

C.  Exemption Related Issues
As has been stated earlier, in big salary returns, claims of exempt incomes are ample. It is not very uncommon for even big private employers to encourage allowing exemptions without any verification. The assessing officer however, can do excellent assessment work by verification and checking allowability of these amounts. Following few cases shows some of the areas where lapses were detected-

A.
This happened in case of a group of assessees. The assessees were employees of an Indian Company. The company was very liberal in allowing the benefit of LTC to its employees. While processing the returns it was seen that almost all returns pertaining to this company are having this claim u/s 10(5). This claim of exemption did not result in refund claim as the claim was being allowed by the company itself and was considered in Form-16. After the A.O. noticed that the same thing was happening in all the returns he decided to have a look at the returns of earlier years. It was seen that all these employees were being given the benefit of exemption u/s 10(5) every year instead of allowing it once in every two years. Notices u/s 148 were issued in case of a few employees to start with and ultimately the TDS wing took charge resulting in reopening of a huge number of cases. 

B.
This is a case of employees of a large Public Sector Undertaking. While retiring as per the rules of the undertaking the employees are allowed the benefit of two types of leave encashment. The 1st one was for encashment of Earned Leave and the 2nd one for encashment of unavailed medical leave. The 1st one is exempt u/s 10 subject to some conditions but there is no exemption available u/s 10 for the amount received on account of encashment of unavailed medical leave. The undertaking also did not allow such exemption and made TDS on the payments so made on account of encashment of medical leave. The employees started making the claim for exemption in the return of income thereby resulting in refund claims. The issue was noticed during processing u/s 143(1)(a) and disallowance were made and additional tax u/s 143(1A) (provision available at relevant times) were imposed in many cases. No appeal was preferred and taxes paid immediately in all cases.
C.
In case of corporate sectors it is common for employees to sell earned leaves at the time of quitting services and claim exemption without observing statutory norms. Cases are there where such exemption has been claimed selling earned leave while still in service.  
D.
AO has to be extra cautious if he has cases of employees who have become members of Recognized Provident Fund in the present year while they were members of unrecognized provident fund earlier. In such case they must apply the provisions of Rules 6 and 11 of Part A of Schedule IV, otherwise there may be loss of revenue leading to audit objections etc.

E.
By recent amendment, for VRS compensation, relief u/s 89 and exemption u/s 10 (10C) cannot be allowed simultaneously. In some cases, VRS compensation is taken for first 5 lakh and on the balance, relief u/s 89 is claimed. Sometimes VRS compensation is paid in more than one yearly instalments and exemption is claimed in all these years which is not allowable. AO has to be alert on these issues.

F.
Claiming huge exemptions on HRA u/s 10(13A) should be checked physically as to whether the employee really stays in rented house or not. The landlord may be approached as to check if house property income is being offered by him in his return.

D.  Deduction Related Issues


Chapter VIA deduction is the most common feature of salary return. Each year assessees eagerly waits with anticipation of increase in 80C limits. On the other side fake claims of deductions are not uncommon in salary returns. While examining claims for Chapter VIA deductions, the following points are worth consideration_

1.
The first point of consideration is whether the assessee is having eligible amount of income to claim a particular deduction. Deduction cannot be given to incomes having special rates of tax like LTCG, Lottery winnings etc. Thus deduction would be restricted to amount of gross income except such incomes.

2.
In case of payment for LIC premiums, policies should be for eligible persons and amount allowable is restricted to 20% of sum assured.

3. 
In case of termination of LIC or ULIP policies taxability of income is to be examined.

4.
It is to be noted that VIA deductions is given from GTI which is arrived at after clubbing and setoff of losses. In the cases where assessees may have brought forward business loss, and current year profit, they may claim VIA deduction from current income and carry forward of loss ahead. This is not allowable. Brought forward loss is to be adjusted first and deduction given thereafter to the extent of available balance.

5. 
VIA claims provide a very good source of information about assets which becomes handy for demand collection. In all scrutiny cases all details of the relevant assets are to be procured at the very beginning.

6. 
In case of 80G donations approval of the concerned beneficiary is to be checked and query letter of verification is to be sent in case of renowned beneficiaries.

7. 
In case of 80D, DD, DDB deductions, policies/ expenditures are to be checked to verify  whether the expenditure is for eligible person or not.
 

8. 
80C deduction is allowed on payment basis, i.e. only if the deposits are actually made in the financial year.

E.  Income from Other Heads in Salary Cases

In many salary returns there would be incomes from other heads as well. Although it is out of the scope of the current publication to discuss all issues where one should be vigilant, the following points are mentioned as sample cases to give some idea in this regard.

1
When substantial amount of deduction is claimed by assessee on any head, the matter is to be looked into threadbare. It is very common in salary cases where loss under house property income is claimed due to huge interest on borrowed capital. Allowability of such amount is to be examined as to whether the principal amount was actually borrowed, whether borrowed amount spent for such purpose, how the interest payments are effected, whether the property self occupied or let out or kept idle etc.

2.  
In a case one assessee, a salaried employee of a large private sector company, was constructing a residential house property. The property was constructed over a period of 3 years from 1990-91 to 1992-93. Every year the assessee was selling shares making capital gains and investing the amount of such gains in the property under construction. In those times long term capital gains from sale of shares were taxable. Every year the assessee claimed exemption u/s 54F on the ground that he had invested the entire amount of capital gains in a residential house property within stipulated time. All the 3 years were assessed u/s 143(3) in which the claim of the assessee was accepted. No objection was raised either by the Range Commissioner during inspection or by revenue audit.


While disposing of an old refund claim the file came to the AO and while going through that he realised that a mistake has been committed by his predecessor. U/s 54F the assessee is required to invest the entire amount of sale proceed in a new residential house property and satisfy some other conditions to avail full exemption. In section 54 one needs to invest only the capital gain earned but that is not the case with section 54F. So the investment made did not make the assessee eligible for full exemption. The assessee only invested the capital gain part that is much less than the entire sale consideration. All the three years were reassessed and assessee accepted the order and initially did not prefer any appeal. He only appealed for grant of instalment for payment of the demand. At this juncture KVSS was introduced. The assessee took advantage of the scheme and filed an appeal and took the benefit of KVSS to reduce the tax liability and immunity from penalty.

3.
When interest incomes, dividend incomes etc. are offered and the cases are selected for scrutiny, details of the principal amounts and investments are to be invariably taken and attempt should be made to obtain and verify feasibility of corresponding accumulations.

F.  Computer Assisted Scrutiny Selection

For a considerable period of time there were no regular scrutiny cases in salary charges. Only those cases where there was some special compulsions, cases were picked up for scrutiny. With advent of computerised return entry and processing methods, system selected cases are now being scrutinised.  The principal features of CASS are 

· Selection of cases for scrutiny with the help of computer considering all cases where return entry has been done.
· Determination of important parameters and ratios applicable to different categories and apply results in selection process.
· Selection based on the data available on the system- AST,AIR,eTDS, etc.
· Avoiding bias in selection process.
· Printing of notices, passing orders from systems resulting in error free/speedy clerical work and hassle free record maintenance.
· Computerised records for better monitoring- like time barring monitoring.
However it has to be acknowledged that success of this system depends principally on correct data entry.  Due to mistakes of data entry insignificant cases may be picked up while  potential cases  may be left out. After AIR data and TDS data have been linked with AST data, CASS systems is generating potential cases for scrutiny which could not be visualised couple of years back. Frankly speaking, the tax dodging community has been caught a little bit unprepared  in this changed scenario and it is to be said that they are rapidly coming up with innovative ideas to cope up with this technological marvel.  

In the TDS database huge data is being uploaded by NSDL as received from different deductors. Such data is ledgerised on the basis of PAN of deductees and are populated as per the PAN jurisdiction. In ideal and error free situation the assessing officer can see TDS amounts and corresponding incomes. Whenever such amounts are not matching with assessee’s return data, explanations are being called from the assessees. 

In case of Annual Information Returns, returns are  collected from the  agencies like Banks, Registration authorities etc  for high value transactions and such  information are ledgerised on the basis of PANS of the transacting parties. Such  information is passed to assessing officers and selections for cass are made on the basis of these parameters. When the assessing officers get the list of CASS cases alongwith reason for selection, he can effectively take up scrutiny with focus on the relevant matter. In this way with minimal effort considerable result can be had.

G.  Scrutiny Selection with Prior Approval

Although CASS system has its unique advantage and potentiality,  the need of selecting potential cases for scrutiny assessment will always remain. Each year the scrutiny selection guideline has a residual clause stating procedure for selecting cases manually for scrutiny. The assessing officer states his reason for selection of number of cases for scrutiny which are approved by CCIT on examination of the case. 

In salary wards and circles there would be many cases where it would be necessary to select them for scrutiny so that the issue under question may be properly examined and true state of affairs can be established on verification. For example if it is seen that for a particular employer all employees are claiming some exemption which apparently appears to be not allowable, assessing officer cannot do much unless the case is picked up for scrutiny.  In some cases of Audit objections also  it may not be readily possible to reopen the case on the basis of the objection alone. It would be much easier to reopen the case if the case of subsequent year is picked up for scrutiny and the related issue is examined thereon. 

In all such cases, however, a good case is to be built up stating logical reason for proposing scrutiny.  Mechanical proposals are often turned down. Once such a case is selected for scrutiny, all the relevant information is to be collected so that in similar cases scrutiny can be completed without much effort.

Another pertinent issue applicable both for this type of selection and for CASS selection is that one has to be very careful to cover at least those grounds on which  a case is selected. It is not uncommon that approval proposal is sent from a common file and when approval is finally received, copies are not placed in respective folders.  This may lead to grave consequences. Immediate issue of 143(2) is most important.

Another important aspect is to do processing of respective returns beforehand and generate notices through the package only so that ultimate 143(3) order may be passed through system. This would ensure posting of scrutiny demand in the system. 

H.  Investigation Techniques – case studies

Investigation techniques in Salary cases

The most difficult part of assessment in salary case is income from undisclosed sources. The salaried assessees may have income from different undisclosed sources. But, in salary cases, unlike business cases, there are no books of accounts or other documents where receipts from different sources may be found as recorded. Therefore investigation from receipt angle may not be effective. It is for this reason that investigation from expenditure/ investment angle may be more advantageous. A man earns money either to spend or invest. Therefore every rupee earned is matched by expenditure or investment. Consequently if the Assessing Officer is unable to get evidence of undisclosed income, he may collect evidences of his investments and expenditure from all possible sources. Such sources may be as varied as a leave application because if the AO collects all leave applications from the assessee’s office, he may find that some leave was taken for trip to Puri / Goa etc, some leave might have been taken for medical treatment or some other spell of leave might have been taken for some family ceremony. Accordingly, there will be implication in assessment because these trips/ treatment/ ceremony mean expenditure and now AO can ask for source. Some other sources may be passport, telephone bill, mobile phone bill, credit card statement, bank documents, children’s educational institutes etc. He should also collect statement of net wealth as at the 1st and last day of the previous year u/s 142(1) (iii) of the Act. Obtaining this statement will help AO later in imposing penalty and launching prosecution. AO may not be able to find any direct evidence and in that case he may have to frame assessment order on the basis of circumstantial evidences and human probabilities. Support may be obtained from case laws like Sumati Dayal V. CIT, 214 ITR 801 (SC) and others.

Case Study on assessment - 1
In one case AO received TEP against a Materials Manager of a public sector undertaking plywood manufacturing concern alleging that he earned a lot of money as bribe from timber suppliers for accepting timber of inferior quality while passing bills at the rate applicable for superior quality of timber. The TEP contained some details of his assets but not sufficiently specific as required for a speaking assessment order. AO conducted enquiry through Inspector and by writing letter u/s 133 (6) after obtaining approval from competent authority. AO also invoked power u/s 131 to examine documents and also the assessee. In this way AO collected details of all comprehensible personal and family expenses and investments with attention to year wise break up. These included verification of passports (to take into account expenses involved in foreign trips of assessee and family members), leave applications (to take into account medical expenses, pleasure trips etc as learnt from “ground on which leave applied for” in leave applications), collecting education expenses of his children from their schools / colleges, telephone bill expenses, credit card expenses details, house building expenses, car and scooter expenses etc. After this AO made some rough calculations and came to the conclusion that there were substantial amount of income from undisclosed sources with which assessee met such expenses and made such investments. On this basis AO formed the “reason to believe” that income has escaped assessment and reopened cases u/s 147 for several years. Then AO also obtained statement of assets and liabilities u/s 142(1)(iii) of the Act from assessee. Finally AO passed assessment order bringing substantial amount of undisclosed income to tax. 

Case Study on assessment - 2
In another case, information was received from CIB wing of the department that an assessee, a police officer of the rank of OC of a police station in Kolkata, deposited Rs. 10 lakh in FDs with a bank on two consecutive dates in FY 1994-95. The case was reopened by the then AO after preliminary enquiry u/s 133 (6) and after finding that assessee never filed any Income tax return though he was required to do so even on the basis of his salary income which was above taxable limit. In course of reassessment proceedings it was found that the FDs were purchased by transfer of fund from joint savings a/c of the assessee and his wife. Assessee remained silent to letters of AO but his wife claimed that the money was received in 1970 in cash from her mother at the time of her marriage with assessee and further claimed that her mother received the money in 1950 in cash from her father (assessee’s father-in-law) who was claimed to be a jeweler and diamond merchant at Mumbai at that time and expired in 1950. In support of such claims no documentary proof or witness could be produced except own claims. After giving reasonable opportunity to the assessee, the claims were rejected on the following grounds:

i. There was no direct or circumstantial evidences in support of assessee’s claims that the relevant cash currency notes were the same received in 1950 by his mother-in-law from her husband

ii. There was no direct evidence to prove that assessee received the money from some undisclosed source

iii. Therefore the case has to be decided on the basis of circumstantial documentary and oral evidences (of witnesses and assessee)

iv. In considering such circumstantial evidences, human probability factor is important as per principles of law laid down by the Supreme Court in Sumati Dayal v. CIT, 214 ITR 801 (SC)

v. The amount was claimed to be kept in cash for 20 years by his mother-in-law and 24 years by his wife while keeping these in bank or post office would have earned about Rs. 60000/- per month to the assessee’s wife (as per NSC rate of interest prevailing at that time). Assessee’s mother-in-law might have been unaware of banking benefits but assessee and his wife cannot claim such ignorance. It is highly improbable that assessee chose to earn Rs. 6000/- per month by working a full month with Police department while he could have earned 10 times more just by keeping the money ate bank or post office

vi. In these 24 years assessee was posted in Indian embassy in Kathmandu and High Commission in Dhaka. It cannot be possible humanly that they left the money unattended at Kolkata home for such long time and it was also not possible that they travelled with this huge cash from India to a foreign country again and again

vii. It is improbable that the same currency notes remained fit to transacted after 44 years

viii. It cannot be humanly possible that assessee’s mother-in-law would give Rs. 10 lakh to one daughter and nothing to any other son or daughter and that too without any family dissension or grievance
For all these and a few other reasons assessee’s claim was rejected and it was assessed to be his own income from undisclosed source

I.  Recovery – Case Studies

Case Study on recovery in Salary case - 1
In the case of an employee of Air India Ltd posted at Kolkata there was 12 year old demand of Rs. 18000/-. Reminders issued by earlier AOs met with no collection. Then AO sent Inspector to his office and learnt that assessee was transferred long back to Mumbai. A letter was sent to Mumbai office which informed that he has retired but they failed to give his present address. The case came to almost a dead end. AO again took up the only document available with him, viz., return of one year and the Form 16. In the F. 16, there were amounts invested in PF, NSC, LIC Policy and House Building Loan repayment. AO felt that nothing can be recovered from PF, NSC and LIC because PF and LIC cannot be attached and NSC details were not available from F. 16. So AO wrote to the Mumbai office to inform the address of the house property for which HBL was taken by assessee from his employer. AO received the address as one in Chennai. AO felt that the assessee was a Tamil gentleman and the property was at Chennai. So assessee might have settled at that address. With this presumption in mind he wrote a strong letter to assessee for payment of the demand and made it a point to mention that the case might be referred to TRO who would be competent to attach and sell his property and also to arrest and detain him in prison. This rattled the assessee so much that within a month full amount along with interest was recovered.

Case Study on recovery in Salary case - 2
In the case of an employee of a public sector company, who was a former football player of Indian national team, demand of Rs. 87000/- was outstanding for 10 years. Reminders failed and his known bank a/c had no balance. Salary could have been attached but AO felt that it would make the case more sensitive and there may be attempts to influence further actions. Moreover, as per the limit prescribed in S. 60 of CPC, 1908, the amount that could be recovered by attachment of salary case was not significant and also, it would take a long time to liquidate the whole amount. Therefore AO chose another way. He wrote to DDO of that office to send photocopies of NSC, LIC etc which was filed by assessee with the DDO for claiming deduction u/s 80C in the last year. AO got the papers and from LIC receipts he found that a few premiums were paid by account payee cheques on a branch of Bank of Baroda. AO attached that a/c but could collect only Rs. 6000/- from it. Undaunted, he collected statement of the a/c u/s 131 and studied it to finds that a Fixed Deposit of Rs. 3 lakh was made 6 months back and the FD was on lien, i.e., assessee took loan from that FD. AO was informed that about Rs. 1 lakh was free of that lien. AO attached the free amount and recovered the entire amount. This case also shows that salary cases may be very sensitive because the assessees may be highly placed or influential people. But that reinforces the fact that effective handling of salary cases needs knowledge, skill and expert handling.
J.  Miscellaneous technical issues and case laws

Technical issues

The definition of salary in S. 17 is an inclusive one and not exhaustive one. In fact, the definition in S. 17(i) gives merely some illustrations of salary. But from different case laws we get the basic ingredients of salary as:
(i) A contract 

(ii) Rendering of service by the employee to or for the employer 

(iii) Employer - employee relationship

(iv) Receipt/ accrual of payment 
These are discussed below:

Contract

In Sec. 15, i.e., chargeability section of income from salaries, the word “due” appears. Later, in Sec.17 (3) also the two word, “due” appears. The Supreme Court, in CIT v. L. W. Russel (1964) 53 ITR 91 (SC) observed, “the word “due” denotes that there will be an obligation on the part of the employer to pay and a right on the part of the employee to receive the same. It cannot be said that a perquisite was allowed to an employee if an employee had no right to the same. It could not apply to contingent payments which the employee had no right till that contingency occurred. In short, the employee must have a vested right. However, “due” does not mean only outstanding or unpaid salary in respect of the accounting year; it indicates right or entitlement on the part of employee. In CIT v. A.R. Adaikappa Chettiar (1973) 91 ITR 90 (Madras) it was held that the words “benefit or perquisite ..... obtained”, as appearing in S.2(24)(iv), from a company take in only such benefit or perquisite which the company has agreed to provide and which the person concerned can claim as of right based on such agreement. The word “obtained” must be agreement-oriented and cannot merely mean ‘taken’. The words “benefits or perquisites” occurring in these provisions can only take in those authorized by the company and it is not possible to treat both authorized and unauthorized benefits alike. In that case, it was held that the unauthorized use of the company’s cars by the assessee did not attract these provisions as it did not constitute a benefit or perquisite obtained from the company. Before a person can be stated to have obtained a benefit or perquisite from a company, he should have some legal or equitable claim for such benefit or perquisite. In M.M. Mehta v. CIT (1979) 117 ITR 362 (Cal) also the assessee used company’s cars without paying any consideration even when there was no contractual obligation on the part of employer to provide the same. It was held that the advantage taken by the assessee did not stem from any claim or right of the employee or contractual obligation of the employer. So it may have to be repaid or returned to the employer company on discovery of such unauthorized taking should it seek to enforce restitution. Hence its value is not to be treated as assessee’s income. In the case of K.R. Kothandaraman v. CIT (1966) 62 ITR 348, 355 (Mad) also the same ratio emerged. The principle of law emanating from the above judgments of the apex Court and High Courts is that the monetary or other benefits must derive from verbal or written contracts. 

(i) In a different scenario, it is also possible that an employee may get gift from his master, without it being intended as additional remuneration to the employee, though it might be that what induced the gift was the loyal service of the employee. It cannot be said that, in such a case, what was given was remuneration for the service. But there may also be instances of receipt by an employee of customary presents attached to an employment. An employer may also remunerate the services of an employee by a voluntary gift either because there are no emoluments attached to the employment, or because he wants to give him something over and above his contractual remuneration. In all such cases the amounts received will be the income of the profession or vocation of the employee. It was held by Madras High Court in C. Lakshmi Rajyam v CIT (1960) 40 ITR 340, 344 (Mad) that where a payment is not gratuitous but made under a contract for remunerating the services, there would be no doubt about the nature of the receipt. But where the payment made to an employee was purely voluntary and gratuitous, the question would arise whether it was intended as an addition to his remuneration or whether it was as a mark of esteem of acknowledgment of his services. In the latter case the amount will not be liable to tax. 

(ii) In the English case of Moorhouse v. Dooland (1955) 28 ITR 86 (CA) it was said, “the test of liability to tax on a voluntary payment made to the holder of an office or employment is:-

a. Whether from the standpoint of the person who receives it, it accrues to him by   virtue of his office or employment, i.e. by way of remuneration for his services.
b. That, if the recipient’s contract of employment entitles him to receive the voluntary payment, whatever it may amount to (that is a strong ground for holding that from the standpoint of the recipient), it accrues to him by virtue of his employment, or by way of remuneration for his services. 
c. That the fact that the voluntary payment is of periodic or recurrent character affords a further, but less cogent, ground for the same conclusion. 
d. But, on the other hand, if a voluntary payment is made in circumstances which show that it is given by way of present or testimonial on grounds personal to the recipient, the proper conclusion is likely to be that the voluntary payment is not a profit accruing to the recipient by virtue of his office or employment but a gift to him as an individual, paid and received by reason of his personal needs or by reason of his personal qualities.

Thus, it is clear that even for voluntary payments, normally the existence of a contract is the determining factor; though, of course, recurrence of the payment even in absence of contract may be a factor to suggest that it was for office of employment. In the case of Lachhman Dass v. CIT (1980) 124 ITR 706 (Delhi), assessee was working with a sugar mill in what is now Pakistan. After partition he migrated to India and took employment in a sugar mill at Nawnshahr in India with the same employer. Employee represented for some gratuitous payment to mitigate the hardship caused by loss of residential property at Pakistan. After second representation the employer paid an amount to it. It was held by Delhi High Court that the amount was paid not for official service or employment but by reason of benevolence and satisfaction on the part of employer about the hardship of assessee’s family and so it was not taxable as salary. But in C. Lakshmi Rajyam v. CIT (1960) 40 ITR 340 (Madras), assessee, an actress, performed in a film produced by two partners. The film did good business and one of the producers paid 1/4th of his share of realization from the picture in consideration of wholehearted help, co-operation and valuable service rendered by her in respect of production & completion of the picture. It was held that the amount, though voluntary, the payment was taxable at her hands as the same accrued to her by virtue of her employment. So, the essence is that the amount must be received by employee in accordance with his right to receive it and such right can flow only from a contract. 

Rendering service by the employer for the benefit of employer        


The general ratio is that to tax an amount as “salary”, the employee should receive it against service rendered by him to the employer or to someone else for the benefit of the employer. As already discussed in earlier paragraphs, a payment paid by employer to employee purely gratuitous in nature for personal reasons, is not taxable as salary. But there may be some interesting exceptions too:- 


In the case of V.D. Talwar v. CIT (1963) 49 ITR 122 (SC) - the assessee was employed as the General Manager of a company for 5 (five) years. Service agreement said, inter alia, that the company could terminate his services giving either 12 months’ notice or salary for 12 months in lieu of notice. After about 15 months, his service was terminated by paying him 12 months’ salary. In this case though the salary for 12 months was received by assessee without rendering actual service, the apex court held that what the assessee got, was exactly as per his rights earned under the service agreement entered into with the employer. By no stretch of imagination it could be said that the sum paid to him was in consideration of surrender by the assessee if his rights in respect of the office. There were two clauses in assessee’s agreement, viz.:
· He would serve for 5 (five) years at monthly salary.


                               Or

· If the company so elected, for a shorter period upon the terms in clause - 21. 


Now, the company elected the second one. There was no deprivation of right as employee. So there was no loss of office. On that basis, though there was no actual service rendered, the apex court held that it was taxable as salary.    


By Sec. 17(3) (iii), introduced w.e.f. 1.4.2002 by Finance Act, 2001, a provision of far-reaching impact has been introduced. It says that any amount received by any mode by an assessee from any person (even before joining any employment with that person or after leaving employment with such person) shall be taxable as salary. It is a fact that there cannot be any rendering of actual service to an employer when employment itself has not commenced. So, in this situation, even without service, a receipt can be taxable as salary. An example of this may probably be the case of, say, a student from an institute, who - during campus interview (which takes place even when the students result is not out) was selected by a company and asked to join the job after result is out, i.e., about 3 months later. Now, to pre-empt or discourage the candidate from exploring jobs with others (so that it is not deprived of the candidate found suitable), a sum of Rs.1 lakh is paid. At the time of this receipt there was no service or employer - employee relationship. But this is happening in many cases with economic reforms and this clause has been inserted as enabling provision. Similar may be the case of a person who, say, was a top executive of a company and is paid some amount in cash or kind after his retirement as a tax-saving plan (because his income in the year of service was already very high). But as held in CIT vs. The Mills Store Co. (1941) 9 ITR 642 (Sindh) where a person undertakes to abstain from doing something and he receives some amount just for doing that act/(s) it is something outside contract for employment and so it cannot be taxable as salary. 

Employer - employee relationship
This aspect of taxation of salary is probably the most fascinating. This has also been the subject of interpretation before the courts of law time and again. S.15, in all three clauses, viz., (a), (b) and (c), contains the word "employer". This provides that any salary (or arrear thereof) paid/allowed/due from an employer (to an employee) is taxable as salary. It is from this provision that employer -employee relationship gains importance. 

i. In umpteen number of cases, both under the 1922 Act and 1961 Act, Courts of law including the Supreme Court have reiterated that before a payment etc. from one party to the other can be regarded as salary within the meaning of Ss.15 to 17 relationship of employer and employee or master and servant is essential e.g. Lakshminarayan Ramgopal & Son Ltd. v. The Government of Hyderabad (1954) 25 ITR 449 (SC)]. 

ii. The courts of law have interpreted consistently that the relationship between employer and employee is that of master and servant. It is distinguished from the relation of Principal and Agent. In Dharangadhra Chemical Works Ltd. v. State of Saurashtra, AIR 1957 SC 264, 267 the Supreme Court held "the principles according to which the relationship as between employer and employee or master and servant has got to be determined are well-settled. The test which is uniformly applied in order to determine the relationship is the existence of a right of control in respect of the manner in which the work is to be done. A distinction is also drawn between a contract for service and a contract of service".

iii. In Cassidy v. Ministry of Health (1951) 2 KB 343, 352 referred to by the Supreme Court in Piyarelal Adhiswarlal (1960) 40 ITR 17 (SC) it was held that in case of contract of service, "a man is employed as part of the business and his work is done as an integral part of the business whereas under a contract for service the contractor is not integrated into the business but is only accessory to it". In Short   V.  J&W Henderson Ltd. 62 TLR 427 it was held that indicia of a contract of service are - 

· master's power of selection of servant 

· payment of wages or other remunerations 

· master's right to control the method of doing the work

· master's right of suspension or dismissal
iv. Thus, in case of contract of service it denotes employer - employee relationship while in case of contract for service it is principal - agent (or Contractor-Contractee) relationship. In Chintaman Rao v. State of Madhya Pradesh, AIR 1958 SC 388, 392 the Supreme Court held, "a contractor is a person who, in the pursuit of an independent business, undertakes to do specific job of work for other persons, without submitting himself to their control in respect to the details of the work". 

v. In CIT v. VB Narania & Co. (2001) 252 ITR 884 (Guj) the Gujarat High Court, relying on Harish Ch. Bajpai vs. Triloki Singh, AIR 1957 SC 444 (wherein it was held that a contract of employment may be in respect of either piece-work or time-work and important thing to find out is whether the agreement is for personal labour of the person engaged and if it is so, then the contract is one of employment) held that job-workers are also employees for deductions like 80HH and 80J. 

vi. In Piyarelal Adhiswarlal v. CIT (1960) 40 ITR 17 (SC) the Supreme Court stated, "it is difficult to lay down one test to distinguish the relationship of master and servant from that of an employer and contractor. In many cases it is said that masters can direct only what is to be done and not now. But this test does not apply in all cases e.g. in case of master of a ship, chauffer or reporter of a newspaper. The effects of agreement are to be seen as a whole, not clauses individually. 

vii. Justice P. Jaganmohan Reddy, speaking for a 3-judge bench of the apex court in Ram Prashad v. CIT (1972) 86 ITR 122 (SC) held that for ascertaining whether a person is a servant or an agent, a rough and ready test is, whether, under the terms of the employment, the employee exercises a supervisory control in respect of the work entrusted to him. A servant acts under the direct control and supervision of his master. An agent, on the other hand, in the exercise of his work, is not subject to the direct control or supervision of the principal, though he is bound to exercise his authority in accordance with all lawful orders and instructions which may be given to him from time to time by his principal. But this test is not universal in its application and does not determine in every case, having regard to the nature of employment, that he is a servant. The right to issue directions and the right to determine and the source from which wages or salary are paid and a host of such circumstances may have to be considered to determine the existence of the relationship of master and servant. In each case it is a question of fact whether a person is a servant of the state or not".

viii. Justice O.Chinnappa Reddy, writing the judgment on behalf of 5-judge bench headed by the then Chief Justice Y.V. Chandrachud in the case of State of Gujarat & another v. Raman Lal Keshav Lal & others, AIR 1984 SC 161 said, "several factors may indicate the relationship of master and servant. None may be conclusive. On the other hand no single factor may be considered absolutely essential. The presence of all or some of the factors, such as, the right to select for appointment, the right to appoint, the right to terminate employment, the right to take other disciplinary action, the right to prescribe the conditions of service, the nature of the duties performed by the employee, the right to control the employee's manner and method of the work the right to issue directions and the right to determine and the source from which wages or salary are paid and a host of such circumstances may have to be considered to determine the existence of the relationship of master and servant. In each case, it is a question of fact whether a person is a servant of the state of not. 

ix. It was held by the Supreme Court in Dr. Baljit Singh v. State of Haryana (1997) 1SCC 754, 756 that only on acceptance by employer of resignation for voluntary retirement, their jural relationship cases ; not automatically by expiry of notice period also in Power Finance Corporation Ltd. v. Pramod Kr. Bhatia (1997) 4 SCC 280, 282].

x. In the case of Lakshminarayan Ramgopal & Son Ltd. v. Govt of Hyderabad (1954) 25 ITR 449 (SC) their lordships of the apex court found that one of the clauses in the agreement was that the assessee had "right to continue in employment as agents of the company for 30 years until assessee resigns". They held, inter alia, that here the assessee had the right to continue in employment even if he did not enjoy the pleasure of employer. In other words, employer did not have the power to dismiss employee in any circumstance. So their lordships held that the assessee was not an employee. 

xi. Salaries of members of Parliament are not taxable as salary as they are not employees of Government. 

xii. In Regional Director, Employees State Insurance Corporation v. Popular Automobiles (1997) SCC 665 it was held that employer-employee relationship continues even when the employee is suspended. (It is to be noted that even when under suspension, the employee receives payment in the form of subsistence allowance and he continues to be under different rules, regulations and restrictions of the employer).

xiii. The case of CIT v. Mrs. Durga Khote (1952) 21 ITR 22, 26 (Bombay) was very interesting. Mrs. Khote being film actress, entered into various contracts for serving with several film companies and the contracts were to the effect that her services were lent for the purposes of acting in different films at a certain remuneration fixed in the contracts, and she was completely free, after her contracts with the film companies were carried out, to lend her services to any other company she desired. The mere establishment of relationship of master and servant is not sufficient when one is dealing with a person who is practising a profession, because in the course of the practice of that profession it may become necessary for the person to get himself or herself engaged to a particular master temporarily. But even while he or she is so engaged, he or she is really practising his or her profession and the service is merely incidental to that profession. The position is different when a professional person permanently accepts an employment and exchanges his profession for service. Likewise, a music tutor may, along with exercising profession as a musician by holding concerts take up classes in a college/school/institution on monthly - remuneration basis or at a certain rate per class. Also, a lawyer may take a few classes at a college for fees under the terms of an agreement/ contract, along with exercising his profession of practicing lawyer. In these cases, taking of classes is merely incidental to the profession being practiced and the professional is completely free to offer services to others.

xiv. In CIT v. Govind Swaminathan (1998) 233 ITR 264 (Mad) it was held that though the Advocate General of Tamilnadu was getting monthly salary as well as fee for appearance on behalf of state in cases, his such receipts were not chargeable as salary but only as professional income as he was being paid said amounts only for services rendered as a professional advocate.
xv. While a manager is an employee, a managing agent is not. This is because:-

· Managing agent not only has whole of the affairs of the company but also he must be entitled to have the same i.e. it should be held by him as right. But a manager needs to have merely the management of the company, even without right flowing from any agreement or memorandum or articles of association. 

· Manager always work subject to the superintendence control and direction of the Board of directors whereas it is not so in the case of Managing agent. 

· Managing agent may be an individual or firm or body corporate but the manager can be only an individual - Inderchand Hari Ram v. CIT (1952) 22 ITR 108, 117 (All.)


xvi. Whether a director is an employee of a company -  A director may or may not be an employee of the company. Ordinarily he is not an employee but an agent of the company as the company cannot act in its own person but has only to act through directors. But that does not prevent him from entering into a contractual relationship with the company so that quite apart from his office of director he becomes entitled to remuneration as an employee of the company. This relationship may be created either by service agreement or articles of association. 

xvii. Whether a managing director is an employee of a company - A managing director may have a dual capacity. He may be a director as well as an employee. But that depends upon the nature of his work, terms of his employment and the articles of association of the company. Saying these, their Lordships of the 3-judge bench of the apex court said in Ram Prashad v. CIT (1972) 86 ITR 122 (SC) that in that case the assessee, as Managing Director, functioned also as a member of the board of directors whose collective decisions he has to carry out in terms of the articles of association and he can do nothing which he is not permitted to do. Under different articles, board of directors were to exercise control over assessee, he is to work for execution of decisions of board of directors, company could terminate his services by annual general meeting if he acted against the company. To make it employer - employee relationship, company was not required to tell what to do from day to day. Supervision does not imply that it should be continuous exercise of power to oversee or superintend the work to be done. Control & supervision were exercised by articles and A.G.M. His powers were subject to control and supervision of directors. These indicate that he was servant of the company. If he can be dismissed when his work is not satisfactory, it can hardly be said that he is not employee. So, whether Managing Director is employee or not - is to be decided on the facts of the case at hand. In K.R. Kothandaraman v. CIT (1966) 62 ITR 348 (Mad) the High Court held that though the assessee was called Managing Director, as per terms & conditions he was simply manager. Depending on the roles performed by employee, control & supervision on him and his activities, powers & functions, a Managing Director's salary may or may not be taxed as salary. If characteristic features of employer - employee relationship are there, then the receipts shall be taxed as salary. 

xviii. Bonus paid as employees like Development Officer in Insurance companies as incentives: In the case of H.M.Pareekh VS CIT reported in 257ITR790 this issue was brought up before Hon’ble High Court of Rajasthan and such receipt has been held as salary receipt. The Bombay High Court in the case of CIT v. Gopal Krishna Suri [2001] 248 ITR 819,the Bombay High Court took the following view: 
We have discussed the scheme of payment of incentive bonus hereinabove which shows that the incentive bonus forms part of salary. The said payment is includible in the computation of income under the head 'Salary'. Once a receipt forms part of income under the head 'Salary', then section 16 squarely applies. Under section 16, a standard deduction is prescribed. We, therefore, do not see any reason for coming to the conclusion that net incentive bonus alone was includible in the computation of income under the head 'Salary'. The word 'salary' under section 17(1)(iv) is very wide. The word 'salary' under section 17(1) is an inclusive definition. It includes any fees, commissions, perquisites or profits in lieu of salary or profits in addition to any salary or wages. Under the circumstances, we do not find any merit in the contention advanced on behalf of the assessee that only net incentive bonus was includible in the computation of income under the head 'Salary'. There is no provision to that effect in section 16 of the Income-tax Act. Once we hold that the incentive bonus is includible in the computation of income under the head 'Salary' and once we hold that the word 'salary' includes fees, commissions, perquisites or profits in lieu of or in addition to salary then the intent of the Legislature is very clear, viz., to tax the entire incentive bonus as income under the head 'Salary'."

Practical issue 
Nowadays many people are recruited on contract basis. An AO may get case of, say, a doctor, who is appointed on contract basis for a consolidated remuneration of Rs. 50000/- per month. The doctor claims that as he was engaged on contract basis, he is a “contractor” and so he prepared a P & L Account and filed a loss return (or below taxable income) and claimed refund out of the TDS made u/s 194J of the Act. In such case, the usual course of action will be to accept assessee’s claim. But the above case laws give scope to the AO to examine whether the relationship is of contractor-contractee (agent – principal) or of employee – employer. AO may compare the terms of service as applicable to this doctor on “contract” and other doctors and examine these in the light of the above case laws. If the contract is “of service” and not “for service” in essence, AO may reject assessee’s claim and assess the income as salary. It is insignificant how the employer has shown this sum in his books of account and made TDS under 192 or 194C or 194J because the Supreme Court has held in Tuticorin Alkali Chemicals and Fertilizers Ltd. v.Commissioner of Income-tax [1997] 227 ITR 172 (SC) that “the argument based on accountancy practice has little merit, if such practice cannot be justified by any provision of the statute or is contrary to it”.
Foregoing salary 
In CIT v. P. Nataraja Sastri (1976) 104 ITR 245 (Madras) salary/commission accrued to assessee as on date of close of accounting year. After that the assessee waived it. The amount is taxable at the hands of assessee as salary. (Following Morvi Industries Ltd. v. CIT (1971) 82 ITR 835 (SC). The waiver in such a case is only application of income.
Voluntary surrender of salary
As per S-2 of "The Voluntary surrender of salaries (Exemption from Taxation) Act, 1961", if salary due to an employee is surrendered in favor of, and paid to, the Central Government then the amount is not taxable in the hands of the employee.
Tax-free salary
If salary is paid tax-free by the employer then employer pays tax and so the tax paid has to be included into the taxable income. 


