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Editorial

-  

The presentation of the Finance Bill 2015, by the 
Hon’ble Finance Minister, Mr. Arun Jaitely, has elicited 
a guardedly positive response from the public at large; 
guarded for the reason that the primary concern is 
on the execution. With the post election euphoria 
gradually subsiding, there seems to be a growing 
perception that while various announcements made 
by the Modi government have been for improving 
the economy are truly encouraging, the execution 
of these plans and bringing it to fruition within a 
reasonable time frame could be the real challenge. 
While there is no denying that there is going to be 
a gestation period for many of the projects before 
they can be seen to be bearing fruit, the entire cross 
section of the country is eager to pluck the low 
hanging fruits, which they are presently unable to 
sight.

Coming to Mr. Jaitely’s budget, it has elicited a positive 
response from those who hold no bias against the 
Government. The budget, apart from the customary 
proposals in the area of taxation, has significant 
proposals covering education, infrastructure and 
welfare schemes. The Government’s continuing 
resolve to introduce GST from April 2016, is being 

eagerly awaited with bated breath. Also, the decision 
to defer GAAR by two years and to remove tax 
terrorism, by way of retrospective tax amendments, 
would certainly go a long way in restoring investor 
confidence, particularly foreign investors. Seen in 
the light of Mr. Modi’s ‘Make in India’ initiative, such 
measures had to be a pre-requisite.

 Some of the noteworthy proposals in the budget are 
abolition of wealth and substituting with a higher tax 
rate for the super rich, allocating Rs.70,000 crores 
on infrastructure, setting up of 5 ultra mega power 
projects of 40,000 MW, reducing corporate tax rate 
to 25% over a four year period, 100% deduction 
for contribution of Swachch Bharat, Housing for all 
by 2020, upgradation of 80,000 secondary schools, 
among others. The speed with which the Government 
is able to get the Land Acquisition Bill passed in both 
houses of Parliament, particularly in the Rajya Sabha 
where it does not enjoy a majority, will go a long way 
in putting many of the significant budget proposals 
on track. 

All one can do at present is wait and watch and hope 
for the best.  
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UNION BUDGET 2015 
Direct Tax Proposals

- Vinay D. Balse
E-mail: vinaybalse@rediffmail.com

Highlights

1. Taxes & Tax Rates

1.1    Corporate tax rate reduction from 30% to 25% together with phasing out tax incentives and exemptions 
over the next 4 years, i.e. 1.5% reduction in F.Y. 2016-2017, 1.5% reduction in F.Y. 2017-2018 and 2% 
reduction in F.Y. 2018-2019. 

1.2    The Finance Bill proposes to abolish the levy of wealth tax under the Wealth-tax Act, 1957 with effect 
from the AY 2016-17 and replace it with a 2% surcharge on all taxable incomes in excess of Rs. 1 crore.

1.3    There are no changes in the tax rates for individuals for AY 2016-17. 

1.4   The existing surcharge is proposed to be increased by 2% in case of non-corporate assesses, i.e. from 
10% to 12%, only if the total income exceeds Rs. 1 crore.

1.5    Surcharge on Corporates:

Company Existing Proposed
Total Income > 1cr 

but not > 10 cr
Total Income > 10 cr Total Income > 1cr 

but not > 10 cr
Total Income > 10 cr

Domestic 5% 10% 7% 12%
Foreign 2% 5% 2% 5%

Further, surcharge is proposed to be increased to 12% from the present 10% on tax payable by companies on 
distribution of dividends and buyback of shares, or by mutual funds and securitisation trusts on distribution 
of income.

1.6 Tax Rates for non-residents (including foreign companies)

1.6.1 Incomes of non-residents from royalty or fees for technical services are proposed to be taxed at a 
lower rate of 10%, down from the present rate of 25%. This, however, will not impact the tax rate applicable 
under the relevant DTAA.

1.7  Minimum Alternate Tax 
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1.7.1     The income of a company arising on account 
of its share in an Association of Persons (AOP) or 
Body of Individuals (BOI) on which no income tax is 
payable u/s 86 of the Income Tax Act (as the same 
has already been paid by the AOP/BOI) together with 
the expenditure relatable to that income is proposed 
to be excluded from the computation of MAT under 
section 115JB of the Act.

1.7.2   Incomes of FIIs from transactions in securities 
(other than Short Term Capital Gains on which STT is 
not chargeable) is proposed to be excluded from the 
ambit of MAT, wherein both, the income as well as 
the related expenditure would be excluded from the 
computation of MAT.  

2 GAAR

2.1 Finance Bill defers the implementation of 
GAAR to April 1, 2017, and makes  it  prospective.  
cites  BEPS  as  one  of  the considerations. 

3 Deductions under Chapter VIA

3.1 Section 80C - Deduction for investment 
made in “Sukanya Samriddhi Account Scheme” for 
any amount deposited in the name of a girl child 
by an individual who is either a parent or a legal 
guardian - this is proposed to be made available with 
retrospective effect from 1st April, 2015.

3.2 Section 80CCC - The deduction in respect of 
contribution to certain pension funds is proposed to 
be increased from Rs. 1 Lakh to Rs. 1.5 lakhs.

3.3 Section 80CCD - The limit of Rs. 1 lakh 
presently prescribed under sub-section (1A) towards 
deduction under section 80CCD for contribution to 
pension scheme of Central Government is proposed 
to be removed. Further, it is proposed to insert a 
new sub-section (1B) to provide for an additional 
deduction in respect of any amount paid, upto Rs 
50,000, for contributions made by any individual 
assessees under the National Pension Scheme; which 
will be available with effect from 1st April, 2016.

3.4 Section 80D – (a) The deduction for individuals 
and HUF in respect of medical premium is proposed 
to be increased from Rs. 15,000 to Rs. 25,000.  

(b) Further, the deduction for senior citizens is 
proposed to be increased from Rs. 20,000 to Rs. 
30,000.

(c) Deduction of upto Rs. 30,000/- in respect of 
payment made on account of medical expenditure 
in respect of a “very senior citizen” (individual 
resident in India having age of 80 years or more), 
not being towards health insurance premium;  
w.e.f. 1st April, 2016.

3.5 Section 80DD - Deduction in respect of 
maintenance including medical treatment of a 
dependant who is a person with disability, is proposed 
to be increased from Rs. 50,000/- to Rs. 75,000/- if 
the dependant is suffering from disability, and from 
Rs. 1,00,000/- Rs. 1,25,000/- if the dependant is 
suffering from severe disability.

3.6 Section 80DDB – Under this section a 
deduction of upto Rs. 80,000/- is proposed to be 
made available towards treatment of a “very senior 
citizen”, i.e. an individual who is of the age of 80 
years or more and who is resident in India, provided 
that the assessee would be required to obtain a 
prescription from a specialist doctor, not necessarily 
from a Government hospital.
 
3.7 Section 80G – It is proposed to extend the 
100% deduction for donations made to the following 
institutions: 

• National Fund for Control of Drug Abuse, 

• “Swachh Bharat Kosh” and 

• “Clean Ganga Fund” (resident donor only)

Any amounts spent/donated by the assessee in 
respect of the aforestated projects in pursuance of 
Corporate Social Responsibility under section 135(5) 
of the Companies Act, 2013, will not fall under the 
purview of this section and hence not be entitled to 
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any deduction under this section.

The deduction for donation to Swachh Bharat 
Kosh and Clean Ganga Fund shall be available 
retrospectively, i.e. with effect from 1st April, 2015.

3.8 Section 80U : - Deduction in case of person with 
disability 

3.8.1  Deduction shall be Rs.75,000 as against 
50,000/-  if the person is suffering from disability and 
Rs.1,25,000 as against Rs. 1,00,000/- if the person is 
suffering from severe disability.

3.8.2   Surcharge @ 12% shall be levied instead of 
existing 10% on the tax payable by companies on 
distribution of dividends and buyback of shares, or by 
mutual funds and securitisation trusts on distribution 
of income.

3.9 Deduction in respect of employment new 
workmen – Section 80JJAA

3.9.1   Presently, an Indian company engaged in 
the manufacture of goods in a factory, is allowed 
deduction of 30% of additional wages paid to new 
regular workmen for 3 years.

3.9.2    The above deduction, which is currently only 
for corporate assessees, shall be now extended 
to all the non-corporate assesses as well, having 
manufacturing units, and, hence, the words “being 
an Indian company” shall be omitted.

3.9.3  The requirement of employing 100 new 
regular workmen shall be reduced to 50 new regular 
workmen.  -  (w.e.f. 1st April, 2016)

4.  Income of Charitable Trust and 
Institution

4.1 Definition of ‘Charitable purpose’ - Section 2(15)

4.1.1    It is proposed to amend the definition of 
‘Charitable purpose’ to include ‘Yoga’ as a specific 
category.

4.1.2   The ceiling on receipts from activities in 
the nature of trade, commerce or business shall 
be modified to 20% of the total receipts, from the 
existing ceiling of Rs.25 lakhs, provided that such 
activity is undertaken in the course of actual carrying 
out of such advancement of any other object of 
general public utility. - (w.e.f AY 2016-17)

4.1.3    Medical relief and providing yoga training 
through well-structured yoga shivir / camps can 
be covered in “imparting education”. - Divya Yog 
Mandir Trust [TS-459-ITAT-2013(DEL)].

4.1.4    85% of the income accumulated can be 
carried forward for a period of 5 years subject to the 
furnishing of Form 10 to the AO. No time limit for 
furnishing of the said form was provided. - Section 
11(2). It is proposed that:

(a)  Form 10 shall be filed before the due date of 
filing return of income specified under section 
139(1) of the Act.

(b)  If Form 10 is not submitted before this date, or 
the return of income is not furnished before the 
due date of filing return of income, then the benefit 
of accumulation would not be available and such 
income would be taxable at the applicable rate. - 
(w.e.f AY 2016-17)

 
4.1.5 Section 11(1)(a) permits automatic 
accumulation of income.

4.1.6     For exercising the option, in writing, it is not 
necessary to file any prescribed form; it could be in 
the form of an application or by passing accounting 
entries in the books of account, financial statements 
and other documents filed along with the return of 
income.

4.1.7     The filing of Form 10 u/s 11(2) and exercising 
the option, in writing, before the expiry of the time 
allowed u/s 139(1) for furnishing the return of 
income, are different requirements.
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5.   Measures to curb Black Money

5.1 Section 269SS and 269T provide for non 
acceptance and non repayment of loans or deposit 
of Rs 20,000 or more otherwise than by account 
payee cheque or bank draft or online transfer.

5.2    It is proposed that if the amount involved is Rs. 
20,000/- or more, acceptance and repayment of loan 
or deposit or any sum of money, whether in advance 
or otherwise, in relation to transfer of an immovable 
property, irrespective of whether transfer takes 
place or not, is not permitted otherwise than by an 
account payee cheque, or an account payee bank 
draft or ECS.

5.3    Consequential amendments have been instituted 
for penalty provisions under 271D and 271E, for non-
compliance with 269SS and 269T respectively.

5.4    Amounts received by an assessee (builder) 
from prospective buyers (for booking of flat/shop)  
has been held to be advance money and not a loan/ 
deposit as per section 269T. - Madhav Enterprises 
Pvt Ltd [TS-842-HC-2014(GUJ)]

6.  Specified Domestic Transaction (SDT)

The provisions of SDT have been made applicable 
to domestic companies, where the aggregate of all 
the transactions covered within the ambit of SDT in 
the previous year, exceeds Rs.20 crores (up from the 
existing amount of Rs.5 crores. - (w.e.f  AY 2016-17)

7.   Settlement of Cases – Section 245A

7.1 In case of reassessment proceedings, 
an assessee becomes eligible to approach the 
Settlement Commission only for the assessment 
year for which notice under section 148 has been 
issued. For all other assessment years, where there 
is escapement, the assessee becomes eligible only 
after notice under section 148 has been issued for all 
such assessment years.

7.2 It is now proposed that even if notice for 
reassessment has been issued under section 148 for 
any assessment year, the assessee may approach the 
Settlement Commission for other assessment years, 
as well, even if no notice has been issued under 
section 148 for such other years. (w.e.f. 1st June, 
2015).

7.3 Assessment proceedings to be eligible for 
application to settlement commission is deemed to 
have commenced from the 1st day of the assessment 
year and concluded on the date on which the 
assessment is made.

7.4 It is proposed that the assessment proceedings 
will be deemed to have commenced from the date on 
which a return of income is furnished and concluded 
on the date on which the assessment is made or 
on the expiry of two years from the end of relevant 
assessment year, in a case where no assessment is 
made. (w.e.f. 1st June, 2015)

8.  Rectification of mistake – Section 245D 
(6B)

8.1 Presently, the Settlement Commission can 
amend the order passed by it to rectify any mistake, 
apparent from the record, within a period of six 
months from the date of the order. It is proposed that 
it may amend the order passed by it to rectify any 
mistake, apparent from the record, within a period 
of six months from the end of month in which the 
order was passed or within the period of six months 
from the end of the month in which an application 
for rectification has been made by the commissioner 
or principal commissioner.  (w.e.f. 1st June, 2015)

9.  Power of Settlement Commission to 
grant immunity from prosecution and 
penalty – Section 245H 

It is proposed that the Settlement Commission will 
have to record reasons, in writing, while granting 
immunity to any person from prosecution under 
section 245H(1). (w.e.f. 1st June, 2015)
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10.  Abatement of proceeding before Settlement Commission - Section 245HA

In addition to existing conditions for abatement of proceedings, a new condition is proposed to be inserted 
which specifies that where an order has been passed by the  Settlement Commission under section 245D(4) 
without providing the terms of settlement, the proceedings before the Commission shall abate on the day 
on which such order was passed. (w.e.f. 1st June, 2015)

11.  Bar on subsequent application for settlement – Section 245K

11.1 Presently, the opportunity for approaching Settlement Commission is available only once to any person. 
But the same person again can approach the Settlement Commission through a controlled entity.

11.2 It is proposed that any person related to the person, who has already approached the Settlement 
Commission once, cannot approach the Settlement Commission subsequently. (w.e.f. 1st June, 2015)

The related person with respect to a person means-
Individual • Any company in which he holds more than 50% of the shares or voting power at any 

time
• Firm / AOP / BOI in which he is entitled to more than 50% of the profits at any time
• HUF in which he is a Karta

Company • Any individual who held more than 50% of the shares or voting power in such company 
at any time before the date of application before the Settlement Commission by him

Firm / AOP / BOI • Any individual who was entitled to more than 50% of the profits in such firm / AOP 
/ BOI, at any time before the date of application before the Settlement Commission 
by him

HUF • The Karta of that HUF

12.  Investors

12.1 Taxation of AIF – Chapter XII - FB

As per the existing provisions pass through status is available to 

• Venture Capital Fund (VCF) or Venture Capital Company (VCC) registered under SEBI(VCF) Regulations, 
1996; and 

• Category – I Alternative Investment Fund (AIF) as regulated by SEBI (AIF) Regulations, 2012.

12.2 Under pass through status, income derived from the investments made in Venture Capital Undertaking 
(VCU) by VCF or VCC is taxable in the hands of investors and not in the hands of VCF or VCC. 

12.3 It is proposed to extend such pass through status for all income (other than business income) to all sub 
categories of Category – I AIF and Category – II AIF (investors funds).
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12.4  Existing pass through status was available only to trust and companies. It is proposed to extend the 
benefit of pass through status to the Investment Funds set up as LLP or body corporate.

12.5   As per the proposed section to be inserted – section 10(23FBA), business income shall be taxable in the 
hands of Investment Funds at the applicable rates and would be exempt in the hands of investors. 

12.6   If there are any losses at the investment fund level, the same shall not be allowed to be passed to the 
investors. It shall be carried forward and set-off (as per the existing provisions of set off and carry forward) 
against the future income of the Investment Fund. 

12.7  Further, every Investment fund shall be required to file its return of income as per the provisions of 
section 139 of the Act.

12.8   Investment Fund shall not be required to pay any tax while distributing dividend (Chapter XII-D) or 
while distributing income (Chapter XII-E) to its investors. – (w.e.f.  AY 2016-17)

12.9 Any income received by the Investment Fund would be exempt from TDS. The required change would 
be made by issuing a notification under section 197A (1F).

12.10   Investment Funds will be required to deduct tax @ of 10% on all income, other than income earned 
from business and profession, paid to its investors.

12.11   It is proposed that the existing pass through status shall be continued to apply to existing VCF or VCC 
registered under SEBI (VCF) Regulations, 1996. Remaining VCF under the Category – I AIF shall be subject to 
new pass through regime. - (w.e.f. AY 2016-17)

Income Investment Fund Investors Withholding 
of Tax

Business Income Taxable – S. 10(23FBA) Exempt – S. 10(23FBB) N.A.
Losses Carried forward & set off against 

future income of Fund
Not passed to the investors N.A.

Capital Gains & Income 
from Other Sources

Exempt – S. 10(23FBA) Taxable 10%

13. Taxation of REIT / INVT

13.1  As per the current provisions, at the time of transfer of shares in S.P.V to the business trust by the 
sponsors, such transfers would not attract Capital Gains Tax. 

13.2   However, sponsors were subject to tax on sale of such units and no benefits of capital gains tax regime 
was available to the sponsors in respect of such units of business trust.

13.3   It is thus proposed that, sponsors would get the same treatment at the time of sale of units of business 
trust i.e. Long Term Capital Gains (units held for more than 36 months) would be exempt (subject to STT 
paid) and Short Term Capital Gains would be taxable @ 15%. - (w.e.f.  AY 2016-17)
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13.4  It is also proposed to levy STT on sale of units 
of business trust acquired in exchange of shares of 
S.P.V at the time of listing of units of business trust 
under an initial offer.

14.  Rental Income Earned by REIT

14.1  As per the existing provisions, the benefits of 
pass through status is available only in respect of  
interest income received by business trust from its 
S.PV. and such income is taxable in the hands of unit 
holders of REIT’s.

14.2  It is proposed that any income earned from 
renting or leasing of real estate assets shall also be 
passed through to the unit holders of REIT and such 
income would be taxable in the hands of unit holders.  
-  (w.e.f.  AY 2016-17)

14.3   A new sub-section (3) under section 194LBA is 
proposed to be inserted to provide that at the time of 
distributing rental income to unit holders of business 
trust, business trust shall withhold:

10% TDS on payment to resident unit holders;
Rate in force in case of payment to Non-resident unit 
holders

14.4   Further, no tax is required to be withheld under 
section 194 I when any income is earned by REIT by 
way of rent. - (w.e.f.  1 June, 2015)

15. Tax neutrality on merger of similar 
schemes of Mutual Funds

15.1 Insertion of Section 47(xviii) & Section 
49(2AD)

15.1.1  Presently, exchange of units in a merger of 
mutual fund schemes is treated as transfer and 
capital gains tax is payable by the unit holders. 

15.1.2  It is proposed to provide tax neutrality in 
the hands of the unit holders upon consolidation of 
mutual fund schemes provided that the consolidation 

is either of two or more schemes of equity oriented 
fund or two or more schemes of non-equity oriented 
fund.

15.1.3  Consequential amendment is also proposed 
in Section 49 to provide that the cost of acquisition 
shall be deemed to be the cost of acquisition to him 
of the unit or units in the consolidating scheme of 
the mutual fund.

15.1.4  Similarly, the period of holding of units of 
consolidated scheme shall include the period for 
which the units in consolidating scheme were held 
by the unitholders. - (w.e.f AY 2016-17)

15.2 Incentives – Additional Depreciation

15.2.1   Currently, where assets are used for less 
than 180 days in the year of acquisition, additional 
depreciation available to an assessee engaged in 
manufacturing was restricted to 50% of the additional 
depreciation (10%).

15.2.2    There were no provisions permitting 
deduction for the balance 50% additional depreciation 
in the subsequent year. It is now proposed that such 
balance additional depreciation shall be allowed in 
the immediately succeeding previous year.

15.2.3    Sec 32(1)(iia) prescribed no restrictions 
about the year in which additional depreciation 
was to be allowed. Hence, the balance 10% of the 
additional depreciation on new assets acquired post 
September would be available in the subsequent 
year. - Apollo Tyres Ltd [TS-646-ITAT-2013(COCH)] - 
(w.e.f AY 2016-17).

15.3 Incentives – Andhra Pradesh and Telangana

Additional Depreciation

15.3.1   Presently on investment in new plant and 
machinery, additional depreciation of 20% is allowed 
if it is acquired and installed for manufacture of any 
new article or thing.

15.3.2     As an incentive, higher additional depreciation 
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will be allowed on acquisition and installation of 
plant and machinery for setting up manufacturing 
units in notified backward areas of Andhra Pradesh 
or Telangana : 

• the company sets up an undertaking or enterprise 
for manufacture or production of any article or 
thing in abovementioned states on or after 1st 
April 2015.

• Higher additional depreciation at the rate of 35% 
is proposed to be allowed on actual cost of new 
plant and machinery acquired and installed.

• The eligible period which would be from 1 April 
2015 to 31 March 2020. - (w.e.f AY 2016-17)

15.4 Additional Investment Allowance

15.4.1   Presently Investment allowance under Sec 
32AC is allowed at the rate of 15%.

15.4.2   It is proposed to introduce Section 32AD to 
provide that:

• Period of deduction would be 1 April 2015 to 
31 March 2020;

• Investment in new plant and machinery should 
be acquired and installed during the eligible 
period i.e. 1 April 2015 to 31 March 2020;

• Deduction will be allowed at 15% of the 
amount of investment in the new asset in the 
year in which the asset is installed.

• The new asset acquired an installed cannot 
be transferred within a period of 5years from 
the date of installation except in specific 
circumstances. 

• The deduction will be treated as income in the 
year in which the asset is sold or transferred.

This deduction would be in addition to the normal 
depreciation allowed on the asset.

16. International Taxation

16.1 Residence in India – Section 6

Determination of residential status in respect of 
Individual - Insertion of Explanation to the Section 
6(1)
 
16.1.1   It is proposed to provide that in the case of 
an Individual, being a citizen of India and a member 
of the crew of a foreign bound ship leaving India, 
the period or periods of stay in India shall, in respect 
of such voyage, be determined in the manner and 
subject to such conditions as may be prescribed. - 
(r.w.e.f. AY 2015-16)

16.1.2    It has been proposed to widen the criteria 
for foreign company to be regarded as “resident” 
in India by replacing the criteria “control and 
management of affairs wholly situated in India” with 
“place of effective management in India”

16.1.3   Therefore, if key management and 
commercial decisions necessary for the conduct of 
business of the foreign company are made in India, 
such foreign company will be regarded as resident in 
India and consequently it’s entire global income will 
be subject to tax in India - (w.e.f.  AY 2016-17)

16.2 Cases Clarified

16.2.1 The expression “control and management” 
means central control and management and not 
carrying on of day-to-day business. The fact that one 
of the directors who holds 99 per cent shares of the 
company is resident in India or that the company 
has invested its entire funds in India is not decisive.- 
Radharani Holdings Pvt Ltd vs. Addl. CIT (110 TTJ 
920) (Del ITAT)

16.2.2   Even if a slightest control and management 
of a foreign company, is exercised from outside 
India it would not fall within the ambit of Section 
6(3)(ii) and the company would be treated as a non-
resident. - Narottam & Pereira Ltd. vs. CIT [TS-10-
HC-1953(BOM)]
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17. Indirect Transfers

17.1     The Finance Act, 2012 had inserted  Explanation 
5 to section  9(1)(i) which provided that shares or 
interest in an entity outside India will be deemed 
to be situated in India if the said shares or interest 
derive directly or indirectly their value substantially 
from assets located in India.

17.2 Taking into consideration the 
recommendations of the Expert Committee under 
the chairmanship of Dr. Parthasarathi Shome a new 
Explanation 6 is proposed to be added to section 
9(1)(i) to clarify that shares or interest of the foreign 
entity will be deemd to derive its value subtantially 
from assets located in India, if on the  specified date 
the value of Indian assets :

• Exceed Rs 10 crores (100 million); and

• Represents atleast 50% of the value of all 
assets owned by the company - (w.e.f AY 
2016-17)

17.3 Delhi HC decision confirmed

17.3.1   Delhi HC had set a 50% assets threshold in 
the case of Copal Research Limited [TS-509-HC-
2014(DEL)].

17.3.2   It was held that gains arising from sale of 
a share of a company incorporated overseas, which 
derives less than 50% of its value from assets situated 
in India would certainly not be taxable under section 
9(1)(i) of the Act read with Explanation 5.

17.3.3   It is proposed that value of an asset would 
mean the FMV of such asset without reduction of 
liabilities.

17.3.4    Rules to be notified for determination of 
FMV of Indian assets vis-à-vis global assets.

17.3.5   Specified date of valuation will be the date 
on which the accounting period of the company ends 
preceding the date of transfer.

17.3.6   Where the book value of the assets on the 
date of transfer is more than 15% of the book value 
as on the last balance sheet date the value as on the 
date of transfer to be considered.

17.3.7    Taxation with respect to indirect transfers 
will be done on proportionate basis i.e. only in 
respect of value of Indian assets. 

17.3.8 The method for computing proportionate 
income will be provided in the Income-tax Rules. - 
(w.e.f AY 2016-17)

17.3.9  It is proposed that there would be no 
tax implications for the foreign transferor if the 
transferor along with its AE:

17.3.10 Neither holds the right of control or 
management  in relation to foreign entity;

17.3.11 Nor holds shares carrying voting power 
exceeding 5% of the total voting power or more than 
5% of share capital.

17.4 Exemption in case of amalgamation:

17.4.1 Indirect transfer of shares of an Indian 
company pursuant to an amalgamation or demerger 
of foreign companies to be exempt from capital gains 
if the conditions laid down in section 47 are satisfied. 
- (w.e.f. AY 2016-17)

Reporting Obligations

17.4.2  It is proposed to introduce section 285A 
which requires Indian entities to submit prescribed 
information and documents relating to indirect 
transfer of their shares.

17.4.3  A new section 271GA is proposed to be 
introduced to provide for penalties for non reporting. 
The penalty amount is fixed at:

a) 2% of the value of the transaction in respect of 
which there has been a failure to report, if such 
transaction had the effect of directly or indirectly 
transferring the right of management or control 
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in relation to the Indian concern;

b) Rs. 500,000 in any other case - (w.e.f AY 2016-17)

18. Tax on income from GDR purchased 
in foreign currency or capital gains arising 
from such transfer – Section 115ACA

18.1 The current taxation scheme of income arising 
in respect of Depository Receipts under section 
115ACA was meant to be aligned with the erstwhile 
Foreign currency convertible bonds (FCCB) scheme.

18.2 Since the tax benefit was intended to be 
provided in respect of Depository Receipts/FCCBs 
of listed companies only, the definition of the term 
“Global Depository Receipts” shall be amended as:

 “Any instrument in the form of a Depository Receipt 
or certificate (by whatever name called) created 
by the Overseas Depository Bank outside India and 
issued to investors against the issue of –

i. Ordinary shares of issuing company, being a 
company listed on a recognised stock exchange in 
India; or

ii. Foreign currency convertible bonds of issuing 
company.”  -  (w.e.f AY 2016-17)

19. Royalty and Fees for Technical Services 
(FTS) – Section 115A

19.1   Royalty and Fees for Technical Services 
received by a non-resident from the Government or 
an Indian concern which is not effectively connected 
with a permanent establishment of the non-resident 
in India, are taxed at the rate of 25% on a gross basis 
since 2013.

19.2   It is proposed to amend the Act to reduce the 
rate of tax provided under section 115A on royalty 
and FTS payments made to non-residents to 10%.

19.3  This will however, not impact the tax rate 

applicable under the relevant DTAA. - (w.e.f  AY 
2016-17)

20. Payments to Non-Residents – Section 
195

20.1    Under the existing provision of section 195(6), 
any person responsible for paying to a non-resident 
any sum chargeable to tax under the provisions of 
the Act shall furnish information relating to the 
payment of such sums.

20.2  The aforesaid provision is proposed to be 
amended to provide that the person responsible for 
payment of any sum to a non-resident whether or not 
chargeable under the Act shall furnish information in 
such form and manner as may be prescribed.

20.3    Penalty of Rs.1,00,000 under section 271I has 
been prescribed for inadequate or non-furnishing of 
requisite information.  -  (w.e.f.  1 June, 2015)

21. Source Rule in respect of Interest 
received by Non-resident Banking 
Companies

21.1  Section 9(1)(v) of the Act covers income by 
way of interest that is payable by a non-resident in 
respect of debt incurred or moneys borrowed and 
used for the purpose of business carried on in India.

21.2  An explanation is proposed to be included 
under section 9(1)(v) that any interest payable by 
a Permanent Establishment (PE) in India of foreign 
bank to its head office or any other overseas branches 
outside India shall deemed to accrue or arise in India 
and shall be chargeable to tax, in addition to any 
income attributable to that PE in India.

21.3  Also, the PE in India shall be deemed to be 
a person separate and independent of the non-
resident person of which it is a PE and the provisions 
of the Act relating to computation of total income, 
determination of tax and collection and recovery 
would apply accordingly. -  (w.e.f. AY 2016-17)
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22. Cases overruled

22.1     The income received by the HO not liable to 
tax in India under the domestic law. The branch and 
HO were same legal entities and thus the interest 
paid by branch to HO is also not deductible under the 
Act. TDS provisions u/s 195 are also not applicable on 
the interest payments. - Sumitomo Mitsui Banking 
Corporation [TS-187-ITAT-2012(Mum)] 

22.2    The interest paid by a branch of a foreign bank 
to HO was deductible in computing taxable profits 
of PE in India. HO was not liable to pay any tax on 
interest earned from branch under the Act and that 
there was no obligation on branch to deduct tax 
while making remittance of interest to HO or other 
branches. - ABN AMRO BANK, N.V. [TS-95-HC-
2011(CAL)]

23. Tax Deducted at Source

23.1 Section 192 – TDS on Salary:

Sub section (2D) shall be inserted to provide that the 
person responsible for making the payment under 
Section 192(1) shall for the purpose of estimating 
income of the assesse or computing tax deductible 
obtain from the assessee the evidence or proof or 
particulars of prescribed claims (including claim 
for set off of loss) under the provisions of the Act. 
-  (w.e.f. 1st June, 2015)

24. Payment of accumulated balance due to 
an employee - Section 192A (newly added)

24.1   It is proposed that w.e.f 1 June 2015 that 
when any employee withdraws any amount out 
of accumulated balance from Employee Provident 
Fund by violating the provisions of Rule 8 of Part A of 
Fourth Schedule i.e. premature withdrawal, rate of 
10% shall be deducted by the trustees of such EPFS 
or any authorised person.

24.2    The threshold limit is Rs 30,000/-

24.3    Further, employee can give declaration under 
Form 15G/15H under section 197A of the Act to which 
no deduction shall be made on amount withdrawn 
prematurely.

24.4  On non furnishing of PAN, tax would be 
deducted at the MMR.

25. Tax Deducted at Source (TDS)

25.1 Section 194A – TDS on interest other than 
interest on securities:

25.1.1    Exemption provided from TDS from 
payment of interest to members by a co-operative 
society under section 194A(3)(v) shall not apply to 
the payment of interest on time deposits by the co-
operative banks to its members.

25.1.2   Recurring deposits shall also be included 
in the definition of the term ‘time deposits’ for the 
purpose of TDS under section 194A.

25.1.3  TDS under section 194A on payment of 
interest on the compensation amount awarded by 
the Motor Accident Claim Tribunal shall be deducted 
only at the time of payment, if the amount of such 
payment or aggregate amount of such payments 
during a financial year exceeds Rs.50,000/-.

25.2 Overruled:

25.2.1   A co-operative society engaged in banking 
business is not liable to deduct tax at source on 
interest payment on member deposits (both on 
time deposits and other than time deposits), despite 
payment exceeding Rs. 10,000, by virtue of exemption 
granted u/s 194A)3)(v). - Bagalkot District Central 
Co-operative Bank [TS-392-ITAT-2014(Bang)] 

25.3 Clarified:

25.3.1   Co-operative society (u/s 194A(3)(v)) was to 
be interpreted as co-operative society other than 
co-operative society carrying on banking business. 
- Bhagani Nivedita Sahakari Bank Ltd [87 ITD 569 
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(Pune)] 

25.3.2 The terms of clause (v) which is general in 
nature will not apply to a co-operative bank. -The 
Daivadnya Sahakara Bank Niyamit [ITA No. 327/
PNJ/2013]

25.4 TDS on payment to contractors – Section 
194C(6):

25.4.1  The existing provisions provide for non- 
deduction of tax from payments made to the 
contractor during the course of plying, hiring and 
leasing goods carriage if the contractor furnishes his 
PAN to the payer.

25.4.2   It is proposed that non-deduction of tax 
shall only be applicable to the payment in the nature 
of transport charges made to a contractor who is 
engaged in the business of transport i.e. plying, 
hiring or leasing goods carriage and who is eligible to 
compute income as per the provisions of section 44AE 
of the Act (i.e a person who is not owning more than 
10 goods carriage at any time during the previous 
year) and who has also furnished a declaration to this 
effect along with his PAN.  -  (w.e.f. 1st June, 2015)

25.5 TDS on Rent – Section 194I
 
25.5.1   In order to provide pass through to the rental 
income arising to REIT from real estate property 
directly held by it, it is proposed to provide that no 
deduction shall be made under section 194-I of the 
Act where the income by way of rent is credited or 
paid to a business trust, being a real estate investment 
trust, in respect of any real estate asset held directly 
by such REIT.  -  (w.e.f. 1st June, 2015)

25.6 Income in respect of units of investment 
fund – Section 194LBB
 
25.6.1  Where any income, other than that 
proportion of income which is of the same nature 
as income referred to in section 10(23FBB)(newly 
added in respect of income received by a unit holder 
of investment fund read with 115UB), is payable to a 

unit holder in respect of units of an investment fund 
specified in Explanation 1 to section 115UB(a), the 
person responsible for making the payment shall, at 
the time of credit or at the time of payment thereof in 
cash/cheque/draft or by any other mode, whichever 
is earlier, deduct income-tax thereon at the rate of 
10%.

25.7 Income by way of interest on certain bonds 
and government securities – Section 194LD

25.7.1    concessional rate of tax under section 194LD 
which provides  for withholding tax at the rate of 5% 
in case of interest payable at any time on or after 
the 1st day of June, 2013 but before the 1st day of 
June, 2015 to FIIs and QFIs on their investments in 
Government securities and rupee denominated 
corporate bonds provided that the rate of interest 
does not exceed the rate notified by the CG in this 
regard. 

25.7.2   Limitation date of the eligibility period for 
benefit of reduced rate of tax available under section 
194LC in respect of ECBs has been extended from 1st 
June, 2015 to 30th June, 2017.

25.8 No deduction of tax – Section 197A

25.8.1  The existing provisions of section 197A of 
the Act provide that tax shall not be deducted, if 
the recipient of the certain payment on which tax is 
deductible furnishes to the payer a self-declaration 
in prescribed Form No.15G/15H declaring that the 
tax on his estimated total income of the relevant 
previous year would be NIL.

25.8.2   It is proposed to amend the provisions of 
section 197A for making the recipients of payments 
referred to in section 194DA (relating to payment in 
respect of life insurance premium) also eligible for 
filing self-declaration in Form No.15G/15H for non-
deduction of tax at source in accordance with the 
provisions of section 197A.  -  (W.e.f. 1st June 2015)
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26.  Tax deduction and collection account 
number - Section 203A

26.1  Currently, for reporting of tax deducted 
from payment over a specified threshold made for 
acquisition of immovable property (other than rural 
agricultural land) from a resident transferor under 
section 194-IA of the Act, the deductor is not required 
to obtain and quote TAN and he is allowed to report 
the tax deducted by quoting his PAN.

26.2  To reduce the compliance burden of these 
types of deductors, it is proposed to provide that the 
requirement of obtaining and quoting of TAN under 
section 203A of the Act shall not apply to the notified 
deductors or collectors.  -  (W.e.f. 1st June 2015)

27. Appearance by authorized 
representative – Section 288

27.1  It is proposed to amend section 288 of the 
Act to provide that an auditor who is not eligible 
to be appointed as auditor of a company as per the 
provisions of section 141(3) of the Companies Act, 
2013, will not be eligible for carrying out any audit 
or furnishing of any report/certificate under any 
provisions of the Act in respect of that company and 
non-company.  

27.2     Also, the ineligibility for carrying out any audit 
or furnishing of any report/certificate in respect of an 
assessee will not make an accountant ineligible for 
attending income-tax proceeding referred to in sub-
section (1) of section 288 of the Act as authorised 
representative on behalf of that assessee.

27.3   The person convicted by a court of an offence 
involving fraud will not be eligible to act as authorised 
representative for a period of 10 years from the date 
of such conviction.

27.4    The definition of ‘accountant’ is also proposed 
to be revised in Explanation to section 288(2) of the 
Act on the lines of definition of ‘chartered accountant’ 
in the Companies Act, 2013.  -  (w.e.f. 1st June, 2015)

28. Assessment Procedures

28.1 Sanction for issue of Notice

28.1.1  Before issuance of reassessment notice, 
sanctions from certain authorities are required to 
be obtained by AO based on various criteria as per 
Section 151.

28.1.2 To simplify the procedure, section 151 is 
proposed to be substituted which provides that 

Time period Approval required
Up to 4 years from the 
end of relevant AY

Joint Commissioner

Beyond 4 years from the 
end of relevant AY

Principal Chief 
Commissioner / Chief 
Commissioner / 
Principal Commissioner 
/ Commissioner

The notice under section 148 can be issued only when 
the above officers are satisfied with the reasons 
recorded by AO.   -  (w.e.f  1st June, 2015)

28.2 Assessment of Income of any other person – 
Section 153C

28.2.1 Presently, in case of search or seizure of a 
person, if  any books of account or documents seized 
or requisitioned ‘belong to’ any other person, it is 
handed over to the AO having jurisdiction over such 
other person and that AO shall proceed against each 
such other person.

28.2.2  There were difference of opinions as to 
interpretation of the word ‘belong to’ in respect 
of books of account or documents. E.g. document 
seized is a copy of original document.

28.2.3 Thus, It is proposed to amend section 153C to 
provide that if any books of account or documents 
seized or requisitioned pertains or pertain to, or 
any information contained therein, relates to any 
person, other than the person referred to in section 
153A, then it shall be handed over to the AO having 
jurisdiction over such other person and that AO shall 
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proceed against each such other person.  -  (w.e.f  
1st June, 2015)

28.2.4 Overruled:

• AO must record satisfaction that seized 
material, found during other person’s search, 
“belonged” to assessee. - Global Estate [TS-
862-ITAT-2012(AGR)] 

• In absence of satisfaction recorded by 
searched person’s AO that incriminating 
material found during search belonged to 
assessee, block assessment proceedings u/s 
153C was quashed, being void ab initio. - Tanvir 
Collections Pvt Ltd [TS-8-ITAT-2015(DEL)]

28.2.5 Clarified:

• Section 153C only requires AO’s satisfaction 
that such documents etc “belongs to” such 
person other than searched. - SSP Aviation 
Ltd [TS-211-HC-2012(DEL)]

• Satisfaction note itself must display reasons 
or basis for conclusion of AO’s satisfaction 
that seized documents belong to person other 
than searched person. - Pepsi Foods Private 
Limited [TS-495-HC-2014(DEL)]

29. Procedure when in an appeal by 
revenue an identical question of law is 
pending before SC - Section 158AA – Newly 
Inserted

29.1 Section 158A provides that when any 
proceedings of the relevant AY is identical with the 
proceedings of the earlier AY already pending with 
Supreme Court or High Court in his own case, assesse 
can claim before the AO to apply the final decision of 
that earlier AY in the proceedings of the relevant AY.

29.2   Presently, no similar provision is available for 
Revenue. In other words, Revenue can file an appeal 
for subsequent years even where the Department is 
in appeal on the same question of law for an earlier 

year. 

29.3   As a result, appeals are filed by the revenue 
year after year on the same question of law until 
it is finally decided by the Supreme Court thus, 
multiplying litigation. 

29.4   It is proposed to insert new section 158AA to 
provide that where any question of law arising in the 
case of an assessee for any AY and is identical with a 
question of law arising in his case for earlier AY and 
which is pending before:

• the Supreme Court, in an appeal or

• in a special leave petition under Article 136 of 
the Constitution filed by the revenue, against the 
order of the HC in favour of the assessee

the Commissioner or Principal Commissioner may, 
direct the AO to make an application to the Appellate 
Tribunal in the prescribed form within 60 days from 
the date of receipt of order of the Commissioner 
(Appeals) stating that the appeal may be filed when 
the decision on the question of law becomes final.  
-  (w.e.f  1st June, 2015)

30. Appeals to the Appellate Tribunal– 
Section 253

30.1   Section 253(1) of the Act specifies the orders 
which are appealable before the ITAT. 

30.2   Any order passed by the prescribed authorities 
denying the approval to university or other 
educational institution or hospital or other institution 
under Section 10(23C)(vi) and 10(23C)(via) is not 
appealable before the ITAT.

30.3  It is proposed that such orders shall also be 
appealable before the ITAT.  -  (w.e.f  1st June, 2015)

31. Single member bench of ITAT

31.1   As per the existing provision of  255(3) of the 
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Act, the single member bench shall pass order where 
the total income of the assessee as computed by the 
AO does not exceed five lakh rupees.

31.2 It is proposed to increase the above limits from 
five lakh rupees to fifteen lakh rupees.  –  (w.e.f. 1st 
June, 2015)

32. Section 263 - Revision of orders

32.1 Under the exiting provision of section 263 of 
the Act, the expression “erroneous in so far as it is 
prejudicial to the interests of the revenue” is not 
explained for the purpose of revision of order.

32.2 It is proposed to insert an explanation to the said 
term. It explains that an order passed by the AO shall 
be deemed to be erroneous in so far as it is prejudicial 
to the interests of the revenue, if in the opinion of 
the Principal Commissioner or Commissioner:

The order passed – 

-- without making inquiries or verification;

-- allowing any relief without inquiring into the 
claim;

-- is not in accordance with any order, direction 
or instruction issued by the Board; or

-- is not in accordance with any decision, 
prejudicial to the assessee, rendered by the 
jurisdictional High Court or Supreme Court in 
the case of the assessee or any other person.  
-  (w.e.f. 1st June, 2015)

32.3 Cases Clarified

32.3.1    CIT’s order u/s 263 was upheld due to 
absence of requisite/proper enquiry and application 
of mind to facts of case by AO. - Star Griha Private 
Limited, [TS-514-ITAT-2014(Kol)]

32.3.2  CIT’s revision order u/s 263 was upheld 
in absence of inquiry by AO regarding assessee’s 

section 10B eligibility claim. - Sesa Goa Limited [TS-
458-ITAT-2014(PAN)]

32.3.3   Kolkata ITAT upholds CIT’s order u/s 263 
and expresses astonishment at ‘bald’ assessment 
order and ‘hurry’ of AO in completing re-assessment 
proceedings when he had substantial time at his 
disposal. - Bisakha Sales Pvt. Ltd. [TS-590-ITAT-
2014(Kol)]

33. Penalty

33.1 Section 271(1) - Penalties

33.1.1    Presently, in certain cases where income has 
been assessed as per MAT provisions, penalty will 
not be levied in regular assessment income as there 
is no tax sought to be evaded.

33.1.2     Now, penalty will be levied on concealment 
of income under above situation also and accordingly, 
it is proposed to amend Explanation 4 to section 
271(1) explaining the term “amount of tax sought to 
be evaded”.

Cases overruled:

• CIT vs Aleo Manali Hydro Power (P.) Ltd. [2013] 
38 taxmann.com 288 (Allahabad)

• DCIT vs Ushdev International Ltd [2011] 129 
ITD 167 (Mum.)

• CIT vs Citi Tiles Ltd [2014] 46 taxmann.com 344 
(Gujarat)

• CIT vs Jindal Polyester & Steel Ltd. [2014] 365 
ITR 225 (Allahabad)

• Unison Hotels Ltd. Vs DCIT [2013] 40 taxmann.
com 237 (Delhi)

• CIT v. Nalwa Sons Investments Ltd. [2010] 194 
TAXMAN 387 (DELHI)

• Matrix Laboratories Ltd. [TS-841-ITAT-
2014(HYD)]

Cases confirmed

• DCIT v. Jubliant Enpro (P.) Ltd. [2014] 46 
taxmann.com 345 (Delhi - Trib.) 
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34. Penalty for failure to furnish statement 
or information or document by an eligible 
Investment Fund – Section 271 FAB

34.1    Section 9A – Newly Inserted: Eligible 
Investment Funds shall furnish a statement regarding 
fulfilment of prescribed conditions within 90days of 
the end of the financial year and also the information 
or any other prescribed document.

34.2   Failure to file such statement shall attract a  
penalty of Rs 5,00,000/-.  -  (w.e.f.  AY 2016-17)

35. Miscellaneous Provisions

35.1 Incomes not included in Total Income – 
Section 10

35.1.1  Section 10(23EE) – Newly Inserted:

• Exemption shall be granted to the income of 
Core Settlement Guarantee Fund (established 
by Clearing Corporations as per mandate of 
SEBI) arising from contribution received from 
specified persons and investment made by the 
fund and from the penalties imposed by the 
Clearing Corporation and credited to the Core 
Settlement Guarantee Fund.

• Where any amount standing to the credit of 
the Fund and not charged to income-tax during 
any PY is shared with the specified person, 
the whole of the amount so shared shall be 
deemed to be the income of the PY in which 
such amount is so shared and shall, accordingly, 
be chargeable to income-tax.  -  (w.e.f. 1st April, 
2016)

36. Expenditure on scientific research

36.1  The existing proviso to section 35(2AA), 
inter alia, provides that the prescribed authority 
shall submit its report to Principal DG or DG. It is 
proposed to insert the reference of Principal Chief 
Commissioner or Chief Commissioner in the said 

proviso so as to enable the prescribed authority to 
submit its report to the Principal Chief Commissioner 
or Chief Commissioner or Principal DG or DG. -  (w.e.f. 
AY 2016-17)

36.2  The existing provisions contained in Section 
35(2AB)(4) provides that the prescribed authority 
shall submit its report in relation to the approval of 
the research and development facility to the Principal 
DG or DG. It is proposed to insert the reference of 
Principal Chief Commissioner or Chief Commissioner 
in the said clause so as to enable the prescribed 
authority to submit its report to the Principal Chief 
Commissioner or Chief Commissioner or Principal DG 
or DG.  -  (w.e.f. AY 2016-17)

36.3   It is proposed to provide in Section 35(2AB)(4) 
that a company shall be required to fulfil prescribed 
conditions with regard to maintenance of accounts 
and audit thereof and furnishing of reports in the 
prescribed manner by entering into an agreement 
with the prescribed authority instead of only co-
operation in research and development facility and 
for audit of the accounts maintained for that facility.  
-  (w.e.f. AY 2016-17)

37. Cost of acquisition of a capital asset in 
the hands of resulting company

37.1 Section 47 (vib), 49(1)(iii)(e)

37.1.1  As per the existing provisions, any capital 
asset transferred by the demerged company to the 
resulting company in a scheme of demerger is not 
regarded as transfer if the resulting company is an 
Indian company. In such cases, there is no express 
provision to determine the cost of acquisition or the 
period of holding of the asset in the hands of the 
resulting company.

37.1.2  Accordingly, it is proposed to expressly 
introduce a provision clarifying that the cost of 
acquisition of a capital asset acquired by a resulting 
company shall be the cost for which the demerged 
company acquired the capital asset as increased by 
the cost of improvement of the demerged company.
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37.1.3  There are no provision in the Act which 
expressly provides the cost of acquisition of the 
demerged co. can be treated as cost of acquisition in 

the hands of the resulting co., in cases of demerger. - 
M/s Amritsar Hotel Ltd [TS-834-ITAT-2011(CHANDI)] 
(overruled)
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Internal Controls

- Bharat Parulekar
E-mail: 

Introduction

The recent incident that occurred in Delhi, where a 
cab driver allegedly molested a female passenger, 
highlighted the gaps in the private cab service 
provider’s governance procedures. Investigation 
made by the police authorities, identified 
discrepancies in the existing processes relating 
to verifying the driver’s background, compliance 
management and monitoring of vehicles. The 
investigation revealed that the commercial vehicle 
badge which every commercial driver providing 
services in Delhi is required to have was missing 
in the current case. The cab driver had provided a 
fake character certificate and was not residing at 
the address provided by the Company authorities.  
All these revelations exposed the lack of internal 
controls in the existing procedures and operations 
of the company in ensuring safety and security 
of passengers. This has severely impacted the 
reputation of the company and its operations have 
been banned in the NCR region of Delhi. Further, it 
has also impacted the livelihood of other cab drivers 
hired through them. This tragic incident has brought 
forth the importance of having sound and effective 
internal controls in the operations and business 
practices of companies to prevent/ mitigate inherent 
risk.

Internal controls means a set of checks performed in 
any activity to mitigate/minimize the element of risk.  
To have a better understanding of internal controls, 
let us look at some of the examples of which are 
followed by us in our daily life.

• Installating security systems in the form of CCTV 

camera, access controlled doors in order to 
prevent any unauthorized entry in the building 
premises;

• Posting of security guards in the building premises 
24x7;

• Capturing of visitor details in some building 
complexes for monitoring and recording their 
entry/exit;

• Installing intercom facilities installed in the 
security area as an additional safety measure;

• Installation of safety doors/burglar alarms by 
some house owners as a preventive measure to 
avoid any intrusion;

• Installation of fire extinguishers in some building 
premises;

• Seat belts/airbags are available in motor vehicles 
to minimize the impact of a car accident;

• Use of helmets by motorcycle drivers; 

• Additional tyres & ancillary equipments are 
maintained inside the vehicle to take steps during 
break down;

• Maintaining cecessary papers such as Pollution 
under Control (PUC) certificate, Car registration 
document, insurance, Driver license inside the 
vehicle to avoid violation of laws and payment of 
penalty/fines;
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• Undergoing periodic health checks, vaccinations 
as a preventive measure against illness.

The above examples demonstrate the controls 
which we implement in our everyday life to protect 
us from the risk of physical injury/financial loss/
violation of laws. Likewise, companies put in place 
internal controls in their operations/processes to 
minimize/prevent risk of not achieving their goals or 
objectives. Internal controls can be categorised into 
multiple types:
• Preventive Controls
• Detective Controls
• Compensating Controls

Preventive Controls 
These types of controls prevent a negative event from 
happening. These are proactive measures taken by a 
company to ensure that their processes have inbuilt 
checks and balances to prevent any loss. Let us look 
at some examples to have a better understanding of 
preventive controls:
• All financial transactions are checked by a 

supervisor before they are posed in the financial 
system. The activity of the checker is a preventive 
control included in the process to prevent any 
error or irregularity from happening, resulting in 
a loss to the organisation.

• Access controlled doors are installed in most 
of the company premises and employees are 
provided with an access card which is to be swiped 
at the point of entry/exit. Biometric  devices have 
further enhanced access controls, as these are 
person specific and cannot be used by ‘proxy’, 
unlike access cards. This is a type of preventive 
control to ensure that only authorised employees 
are granted access to company premises.

• All expenses paid by the Finance department 
of the company are validated and approved by 
the approving authority before the payment is 
processed. 

• Background verification of new employees 
is conducted by companies to validate their 
credentials and ensure that they do-not have any 

criminal background. This is a preventive control 
to ensure safety and security of company assets 
and employees.

• Computer systems and servers are protected 
through Antivirus software/Firewalls to prevent 
damage to company data. 

• Companies enter into Annual Maintenance 
Contracts with service providers to ensure that 
planned preventive maintenance is conducted in 
respect of mission critical equipments. This is a 
preventive control to ensure smooth functioning 
of equipments and mitigate the risk of system 
downtime.

• Fire dills are conducted by many companies, 
within their premises, to make the employees 
aware of the steps to be taken during an 
emergency. This is a preventive control to ensure 
that the employees are aware of the dos and 
don’ts during an emergency situation.

• Companies conduct mandatory compliance 
trainings on topics such as ethical behaviour, 
information security requirements, prevention of 
fraudulent activities. This is a type of preventive 
control to make employees aware about their 
company’s policies and procedures.

• Many IT/ ITES companies having 24/7 operations 
have a Business Continuity plan (BCP) to ensure 
business continuity during an emergency. Mock 
BCP testing is conducted to check the operational 
efficiency and effectiveness of the plan.

• The security guard at airport entry gate checks 
the ticket along with personal identification 
document of the passengers before allowing 
access inside the airport premises.

Detective Controls
These controls are included in a process for detecting 
errors and preventing their recurrence. They support 
the company management in identification of 
gaps/control weaknesses in the process and take 
corrective action. Let us look at some of the examples 
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of detective controls.

• Many companies have an internal audit 
department or engage an independent audit firm 
to conduct internal audit of their processes. This 
activity is a detective control to identify gaps, 
errors and possible frauds in a process. Internal 
audit process validates the control design and its 
operational effectiveness.

• Finance departments of companies conduct a 
monthly reconciliation of various accounts to 
check for any errors. General ledger checks are 
conducted to identify any in correct posting 
of transactions. Bank account reconciliation is 
conducted to identify deviations in company 
records vis-a-vis bank statements. These are 
detective controls within a company to validate 
the accuracy, completeness of financial records.

• Physical verification of fixed assets and inventories 
are conducted by companies on a periodic basis. 
This is a detective control to ensure the physical 
availability of assets, inventory recorded in the 
books of accounts.

• Management information reports, both financial 
and non-financial, are prepared on a monthly basis 
by companies to verify the actual performance 
against the targets. Many companies prepare a 
monthly scorecard of important metrics such as 
sales turnover, profitability, employee attritions, 
operating costs, return on equity etc. The 
monitoring of performance of companies through 
metrics is a detective control of identifying areas 
of concerns in a function/ process.

• Payroll reconciliations are conducted on a monthly 
basis to identify errors in the salary processing. 
Current month’s salary file is compared with the 
previous month to identify processing errors.

Detective controls help the management in 
identifying gaps in the existing processes and 
providing the necessary inputs to facilitate the taking 
of corrective actions. The operating effectiveness of 
in-built controls in the process is validated through 

reconciliations, maker-checker controls and physical 
verifications.

Compensating Controls
Many a times there are situations where segregation 
of duties might not be possible due to size of 
operations, nature of transactions. Implementation 
of a compensating control mitigates the risk of 
human errors, misuse of authority.

Review of transactions within a process having no 
segregation of duties due to resource constraints 
would provide the management with information of 
any misuse of authority for personnel gain or of any 
human errors.

Trend analysis is an important activity to identify 
deviations in a standard process. Validation of a 
data over a period provides information on the 
performance of an activity against an established 
target. This is a compensating control in identification 
of unusual deviations in an existing process. 
Therefore, lack of segregation of duties within a 
process is not a major concern for the management, 
if there are adequate compensating controls such as 
supervisory reviews to mitigate the risk of errors or 
circumvention of controls.

Automated Vs. Manual Controls

Traditionally, most of the activities in the business 
organisations were carried out manually and there 
was limited automation. However, with the advent 
of technology in business operations, automation of 
process has been undertaken in a big way. This has 
resulted in most of the operations being conducted 
through computer systems. Controls which were 
hitherto majorly managed manually by employees 
of the company, have gradually been taken over 
by computers. The replacement of human efforts 
by technology has not only increased the speed of 
work but also resulted in higher focus on automated 
controls for preventing errors or process failures.

Designing of a good automated control system is very 
important in mitigating the risk of a negative event 
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happening and resulting in a loss for the organisation. 
Most of the automated controls are preventive in 
nature and ensure that activities are performed as 
per established standards in the system.

Limitation of Internal Controls

Implementation of internal controls in the processes/
operations provides the management with only 
reasonable assurance that the set objectives will be 
achieved. There cannot be absolute assurance of 
meeting all business objectives due to an element of 
uncertainty. There is always a possibility of certain 
controls not operating as per their design, due to 
multiple factors, such as human errors, external 
factors, circumvention of controls by employees for 
personnel gains, poorly designed controls and errors 
in judgement by management, resulting in non-
achievement of company objectives.

Conclusion

Business environments are changing rapidly, 

there are multiple external as well as internal 
factors affecting the company on a regular basis. 
Implementation of adequate internal controls within 
a function / process would ensure that the company 
is prepared to face these changing environments. 
The senior management of the company should 
ensure that all the functions/processes have in-
built checks and balances in the form of preventive, 
detective and compensating controls, to ensure that 
the inherent risks in the process are mitigated and 
company objectives are met.

There should be a periodic assessment of the existing 
controls of the company to assess their ability to 
manage the changes in the business environment. 
The assessment should focus on the control design 
and its operating effectiveness over a period a time 
to mitigate the risks. These assessments should 
be ideally conducted by a third party, not directly 
involved in the management of the operations, 
and deviations identified should be directly 
reported to senior management, to ensure timely 
implementation of the action plan.
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Guidance Note On Accounting For Real 
Estate Transactions (Revised  - 2012)

- Anup Parashar
E-mail: 

Effective Date – April 1, 2012
The Real Estate sector has, over time, become one 
of the important sectors in the Indian economy, as is 
evident from the growth in this sector in the recent 
past. The real estate sector helps the Government to 
bring about a socio-economic balance in the Indian 
population through various schemes such as Slum 
Rehabilitation Authority (SRA) projects by MMRDA 
and MHADA, which results in providing houses to 
slum dwellers and the lower middle class segment 
of the population.  It is also a medium for the 
government for achieving socio-economic growth.

In the recent past, the Government has been initiating 
various SRA projects so that on the one hand slum 
dwellers get proper houses for their dwelling, and 
better hygienic conditions that are conducive to 
better health, comfort and stability, while on the 
other hand the land vacated by the resettlement of 
slum dwellers  is used for constructing flats for selling 
to general public.

The real estate sector is also looked upon as one that 
yields a high rate of return on investment.

The Institute of Chartered Accountants of India (ICAI), 
taking due note of the growth of the real estate sector 
and the potential in the sector, issued a  Guidance 
Note (GN) on Recognition of Revenue by Real Estate 
Developers (Old). However, due to rapid growth 
in real estate transactions, both in terms of value 
and volume, different accounting practices came 
to be followed by various real estate developers for 
recognizing revenue, which created difficulties for 
peer group comparison. This prompted ICAI to revise 
the existing guidance note (2006) to harmonize the 

accounting practices.

Objective

The primary objective of this Guidance Note is 
to recommend accounting treatment for entities 
dealing in real estate either as sellers or developers. 
Real estate refers to land as well as buildings & rights 
in relation thereto. Generally, these entities are 
referred as ‘Real Estate Developers’, ‘Builders’ or 
‘Property Developers’.

Scope

This guidance note covers all forms of transactions in 
real estate, namely: 

1. Sale of plots of land with or without 
development.

2. Sale of residential & commercial units, row 
houses, independent houses, with or without an 
undivided share in land.

3. Acquisition, utilization and transfer of 
development rights.

4. Redevelopment of existing buildings and 
structures.

5. Joint development agreements (Rrvenue 
sharing or profit sharing) for any of the above 
activities.

The Guidance Note primarily provides the guidance 
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on application of ‘Percentage of Completion’ (POC) 
method, which is the main crux of this guidance 
note. The note clearly guides on how the POC should 
be arrived with the inclusions and exclusions before 
arriving at POC.  The POC methodology mentioned 
is derived based on the principles laid down in 
AS- 7 (Construction Contracts) & AS – 9 (Revenue 
Recognition)

This GN is applicable for all projects commencing on 
or after 1st April, 2012. The new GN of 2012 overrides 
the earlier GN of 2006. The scope of this GN excludes 
real estate transactions of the nature covered in AS-
10, AS-12, AS–9 and AS–26.

Definitions
Project
A Project is defined in the GN as the smallest group 
of units/plots/saleable spaces,  which are linked with 
a common set of amenities in such a manner that, 
unless the common amenities are made available 
and are functional, these units/plots/saleable spaces 
cannot be put to their intended effective use.

The definition means if a collection of units/plots/ 
saleable spaces should be able to be identified and 
proved to be an independent project, different from 
others, or the entire project.  In some cases, when 
the development is spread over 25 -30 acres then 
each tower or cluster of towers are identified as 
independent projects. Generally big development 
projects, such as townships, go on for 5-6 years or 
more; however these developments are mostly in 
phases and each phase can be a separate project or 
each tower in each phase may be considered as a 
separate project.

Project Costs
It generally comprises of –

a) Cost of land & cost of development rights
All costs related to acquisition of land & developments 
rights and incidental expenses to the acquisition. This 
includes the brokerage paid on the purchase. 

b) Borrowing Costs 

It relates to any borrowings directly related to the 
project as per AS – 16. Indirect or general borrowing 
cost is excluded here; however, it is included in the 
general costs that can be apportioned to the project.

c) Construction & development costs
It means the costs which are directly related to the 
subject project and costs that may be attributable 
to the project activity in general and which can be 
allocated to the project, and includes –

(a) Land conversion costs, betterment charges, 
municipal sanction fee and other charges for 
obtaining building permissions; land conversion 
costs include costs for demolition of existing 
structures on the land (mainly in case of 
redevelopment or where there is any existing 
structure on the land ), clearing of any hard rock 
on the land, etc.;

(b) Site labour costs, including site supervision. 
This includes the salary of project/site team, 
along with the daily wages paid to the labourer;

(c) Cost of raw materials used in construction or 
development of property, i.e. cost of cement, 
bricks, sand, etc. used for construction;

(d) Depreciation on plant and equipment used 
for the project, such as DG set, cranes, etc.;

(e) Cost of moving plant, equipment and 
materials to and from the project site;

(f) Cost of hiring plant and equipment such as 
DG set, cranes, etc., when not owned.

(g) Cost of design and technical assistance that 
is directly related to the project, i.e. architect’s 
fees, structural designing cost, MEP cost and 
other technical services;

h) Estimated cost of rectification and guarantee 
work, including expected warranty costs for 
leakages and others;

(i) Claims from third parties; and
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(j) Various other professional fees and liaisoning 
costs.

The following costs should NOT be considered as a 
part of construction costs and development costs 
even if they are of material amount: 
(a) General administration costs; being primarily 
office expenses and not directly related to the project, 
such as printing & stationery, food & refreshment 
expenses, travelling, etc.

(b) Selling costs, comprising of expenses on sales, 
marketing and advertisement, as

(c) Research and development costs which are mainly 
not related to the project;

(d) Depreciation on idle plant and equipment;

(e) Cost of unconsumed or uninstalled material 
delivered at site, since they are not used in the 
project as of now; and

(f) Advance payments made to sub-contractors for 
work to be performed.  

Costs that may be attributable to project activity, 
in general, and can be allocated to specific projects 
include: 
(a) insurance – Generally developers take insurance 
for all sites under development and not for each 
project and hence the total insurance cost may be 
allocated to each of the projects on a reasonable 
basis (Project Cost or any other basis);

(b) cost of design and technical assistance that is not 
directly related to a specific project, for example, 
cost of designing and technical assistance for the 
entire township and various projects in one site;

(c) construction or development overheads not 
pertaining to a single project but related to all 
projects; and

(d) borrowing costs, which are not specifically related 
to any single project but a number of projects, which 
have been funded from the proceeds of the amount 

borrowed. 

Such costs are common costs and are allocated by 
using methods that are systematic and rational and 
are applied consistently to all costs having similar 
characteristics. The allocation is based on the normal 
level of project activity. Construction overheads 
include costs, such as the preparation and processing 
of construction personnel payroll.

Project revenues

Project revenues include revenue from sale of 
plots, undivided share in land, sale of finished 
and semi-finished structures, consideration for 
construction, consideration for amenities and 
interiors, consideration for parking spaces and sale 
of development rights. 

Project revenues are measured as the consideration 
received or receivable. The measurement of project 
revenues is affected by a variety of uncertainties 
that depend on the outcome of future events. The 
estimates often need revision as events occur and 
uncertainties are resolved. Therefore, the amount 
of project revenue may increase or decrease from 
one reporting period to the next due to increase in 
estimated cost or cancellations of booking of flats.

Accounting for Real Estate Transactions

1. Real estate activities and transactions assume 
diverse forms. While some are for sale of land 
(developed or undeveloped), others are for 
construction, development or sale of units that are 
not complete at the time of entering into agreements 
for construction, development or sale. 

2. The typical features of most construction/
development of commercial and residential units 
have all features of a construction contract – land 
development, structural engineering, architectural 
design and construction. The nature of these 
activities are such that often the date when the 
activity is commenced and the date when the activity 
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is completed usually fall into different accounting 
periods. Usually, such activities tend to spread over 
two or more accounting periods. 

3.  For recognition of revenue in case of real estate 
sales, it is necessary that all the conditions specified 
in paragraphs 10 and 11 of Accounting Standard 
(AS) 9, Revenue Recognition, are satisfied. As stated 
above, real estate sales take place in a variety of 
ways and may be subject to different terms and 
conditions, as may be specified in the Agreement 
for Sale. Accordingly, the point of time at which all 
significant risks and rewards of ownership can be 
considered as having been transferred, are required 
to be determined on the basis of the terms and 
conditions laid down in the Agreement for Sale. In 
the case of real estate sales, the seller usually enters 
into an Agreement for Sale with the buyer in the 
initial stages of construction. This Agreement for Sale 
is also considered to have the effect of transferring 
all significant risks and rewards of ownership to the 
buyer, provided the agreement is legally enforceable 
and subject to the satisfaction of conditions which 
signify transferring of significant risks and rewards 
even though the legal title is not transferred or the 
possession of the real estate is not given to the buyer. 
Once the seller has transferred all the significant 
risks and rewards to the buyer, any acts on the real 
estate performed by the seller are, in substance, 
performed on behalf of the buyer in the manner 
similar to a contractor. Accordingly, revenue in such 
cases is recognised by applying the percentage of 
completion method on the basis of the methodology 
explained in AS 7, Construction Contracts.

This Guidance Note, thus, provides guidance in the 
application of: 

Principles of AS 9 in respect of sale of goods 
for recognizing revenue, costs and profits from 
transactions of real estate which are in substance 
similar to delivery of goods where the revenues, 
costs and profits are recognized when the revenue 
recognition process is completed; and 

Percentage completion method for recognizing 
revenue, costs and profits from transactions and 

activities of real estate which have the same 
economic substance as construction contracts. 

The completion of the revenue recognition process 
is usually identified when all the following conditions 
are satisfied: 

(a) The seller has transferred to the buyer all 
significant risks and rewards of ownership and the 
seller retains no effective control of the real estate 
to a degree usually associated with ownership;

(b) The seller has effectively handed over 
possession of the real estate unit to the buyer 
forming part of the transaction;

(c) No significant uncertainty exists regarding the 
amount of consideration that will be derived from 
the real estate sales; and

(d) It is not unreasonable to expect ultimate 
collection of revenue from buyers.

The objective of the above mentioned conditions 
is to ensure that revenue is recognized only after 
seller has fulfilled all his obligations & there is no 
uncertainty in collection of consideration.

Where transfer of legal title is a condition precedent 
to the buyer taking on the significant risks and 
rewards of ownership and accepting significant 
completion of the seller’s obligation, revenue should 
not be recognised till such time legal title is validly 
transferred to the buyer.

Application of Percentage Completion 
Method 

The percentage completion method should be applied 
in the accounting of all real estate transactions/
activities in the situations where the economic 
substance is similar to construction contracts. Some 
further indicators of such transactions/activities are: 
(a) The duration of such projects is beyond 12 
months and the project commencement date and 
project completion date fall into different accounting 
periods. 
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(b) Most features of the project are common to 
construction contracts, viz., land development, 
structural engineering, architectural design, 
construction, etc.

(c) While individual units of the project are contracted 
to be delivered to different buyers these are 
interdependent upon or interrelated to completion 
of a number of common activities and/or provision 
of common amenities.

(d) The construction or development activities form 
a significant proportion of the project activity.

This method is applied when the outcome of a real 
estate project can be estimated reliably and when all 
the following conditions are satisfied:

(a) Total project revenues can be estimated reliably; 

(b) It is probable that the economic benefits associated 
with the project will flow to the enterprise;

(c) The project costs to complete the project and the 
stage of project completion at the reporting date can 
be measured reliably and

(d)The project costs attributable to the project can 
be clearly identified and measured reliably so that 
actual project costs incurred can be compared with 
prior estimates.

Thus, the costs & revenue should be estimated & 
measurable reliably.

When the outcome of a project can be estimated 
reliably, project revenues and project costs 
associated with the project should be recognised 
as revenue and expenses respectively applying the 
percentage of completion method in the manner 
detailed in paragraphs below.

Further to the conditions in paragraph above  there 
is a rebuttable presumption that the outcome of a 
real estate project can be estimated reliably and that 
revenue should be recognised under the percentage 
completion method only when all the events in (a) to 

(d) below are completed.

(a) All critical approvals necessary for commencement 
of the project have been obtained. These include, 
wherever applicable: 

(i) Environmental and other clearances. 
(ii)Approval of plans, designs, etc. 
(iii)Title to land or other rights to development/ 
construction. 
(iv)Change in land use. 

(b) When the stage of completion of the project 
reaches a reasonable level of development. A 
reasonable level of development is not achieved 
if the expenditure incurred on Construction 
and Development costs is less than 25 % of the 
construction and development costs as defined in 
the Guidance Note.

(c) Atleast 25% of the saleable project area is secured 
by contracts or agreements with buyers.

(d) Atleast 10% of the total revenue as per the 
agreements of sale or any other legally enforceable 
documents are realised at the reporting date in 
respect of each of the contracts and it is reasonable 
to expect that the parties to such contracts will 
comply with the payment terms as defined in the 
contracts.

To illustrate - If there are 50 Agreements of sale 
and 10% of gross amount is realised in case of 40 
agreements, revenue can be recognised with respect 
to these 40 agreements only and not 50.

When the outcome of a real estate project can be 
estimated reliably and the conditions stipulated in 
paragraphs above are satisfied, project revenue and 
project costs associated with the real estate project 
should be recognised as revenue and expenses by 
reference to the stage of completion of the project 
activity at the reporting date. For computation 
of revenue, the stage of completion is arrived at 
with reference to the entire project costs incurred 
including land costs, borrowing costs and construction 
and development costs, as defined in the above 
paragraph. Whilst the method of determination of 
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stage of completion with reference to project costs 
incurred is the preferred method, this Guidance Note 
does not prohibit other methods of determination 
of stage of completion, e.g., surveys of work done, 
technical estimation, etc. However, computation 
of revenue with reference to other methods of 
determination of stage of completion should not, 
in any case, exceed the revenue computed with 
reference to the ‘project costs incurred’ method.

The project costs which are recognised in the 
statement of profit and loss by reference to the stage 
of completion of the project activity are matched 
with the revenues recognised, resulting in the 
reporting of revenue, expenses and profit which can 
be attributed to the proportion of work completed. 
Costs incurred that relate to future activity on the 
project and payments made to subcontractors in 
advance of work performed under the sub-contract 
are excluded and matched with revenues when the 
activity or work is performed. This method provides 
useful information to the extent of contract activity 
and performance during a period.

The recognition of project revenue by reference 
to the stage of completion of the project activity 
should not at any point exceed the estimated total 
revenues from ‘eligible contracts’/other legally 
enforceable agreements for sale. ‘Eligible contracts’ 
means contracts/ agreements specified in the above 
paragraph, where at least 10% of the contracted 
amounts have been realised and there are no 
outstanding defaults of the payment terms in such 
contracts.

When it is probable that total project costs will 
exceed total eligible project revenues, the expected 
loss should be recognised as an expense immediately. 
The amount of such a loss is determined irrespective 
of: 

(a) commencement of project work; or

(b) the stage of completion of project activity.

The percentage of completion method is applied 
on a cumulative basis in each reporting period 
to the current estimates of project revenues and 

project costs. Therefore, the effect of a change 
in the estimate of project costs, or the effect of a 
change in the estimate of the outcome of a project, 
is accounted for as a change in accounting estimate. 
The changed estimates are used in determination of 
the amount of revenue and expenses recognised in 
the statement of profit and loss in the period in which 
the change is made and in subsequent periods.

The changes to estimates referred to in the paragraph 
above also include changes arising out of cancellation 
of contracts and cases where the property, or part 
thereof, is subsequently earmarked for own use or 
for rental purposes. In such cases, any revenues, 
attributable to such contracts previously recognised, 
should be reversed and the costs in relation thereto 
should be carried forward and accounted in 
accordance with AS 10, Accounting for Fixed Assets.

Transferable Development Rights 

Transferable Development Rights (TDRs) are 
generally acquired in different ways as mentioned 
hereunder: 

(a) Direct purchase.
(b) Development and construction of built-up 
area. 
c) Giving up of rights over existing structures or 
open land.

When development rights are acquired by way of 
direct purchase or on development or construction 
of built- up area, cost of acquisition would be the 
cost of purchases or amount spent on development 
or construction of built-up area, respectively. Where 
development rights are acquired by way of giving 
up of rights over existing structures or open land, 
the development rights should be recorded either 
at fair market value or at the net book value of the 
portion of the asset given up, whichever is less. For 
this purpose, fair market value may be determined 
by reference, either to the asset or portion thereof 
given up, or to the fair market value of the rights 
acquired, whichever is more clearly evident. 

When development rights are utilised in a real estate 
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project by an enterprise, the cost of acquisition should be added to the project costs. When development 
rights are sold or transferred, revenue should be recognised when both the following conditions are fulfilled: 

(a) Title to the development rights is transferred to the buyer; and 
(b) It is not unreasonable to expect ultimate realisation of revenue.

Transactions with Multiple Elements
1. An enterprise may contract with a buyer to deliver goods or services in addition to the construction/
development of real estate [e.g. property management services, sale of decorative fittings (excluding fittings 
which are an integral part of the unit to be delivered), rental in lieu of unoccupied premises, etc.]. In such 
cases, the contract consideration should be split into separately identifiable components including one for 
the construction and delivery of real estate units.

2. The consideration received or receivable for the contract should be allocated to each component on the 
basis of the fair market value of each component. 

3. The accounting of each of the components should be in accordance with AS – 9.

Disclosure

An enterprise should disclose: 
(a) The amount of project revenue recognised as revenue in the reporting period; 
(b) The methods used to determine the project revenue recognised in the reporting period; and 
(c) The method used to determine the stage of completion of the project. 

An enterprise should also disclose each of the following for projects in progress at the end of the reporting 
period: 
(a) The aggregate amount of costs incurred and profits recognised (reduced by recognised losses) to date; 
and 
(b) The amount of advances received; 
(c)The amount of work in progress and the value of inventories; 
(d) Excess of revenue recognised over actual bills raised (unbilled revenue).

Below are the general terms used in the Real Estate industry

Progress Bills Raised (PBR)

Bills raised on customers based on the achievement of milestone, irrespective of revenue recognition, as per 
the guidance note. This term is very common in Real Estate Industry. The milestones are generally approvals, 
slab construction, etc.

Accounting entry for PBR

Debtors A/c                                       Dr.
         To Progress Bills Raised A/c         Cr.
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Unbilled Revenue

It is the excess of revenue recognized over the progress bills raised for each project.

E.g. If the revenue to be recognized as per the GN is Rs 100 crs. and PBR is Rs. 80 crs. for that project, then 
the Unbilled Revenue amount  is Rs 20 crs. ( 100crs. – 80 crs. ).

Illustration on Percentage of Completion Method

Let’s take an example of a site which has four towers and each tower is a separate project. All the four 
towers are identical w.r.t area, no. of flats and cost.

Revenue Recognition as on 31stMarch 15
Particulars  Tower 1  Tower 2  Tower 3 Tower 4
(A) Saleable Area
Area available for sale 50,000 50,000 50,000 50,000
Flats Sold (Gross) - Till Date
Area Sold 20,000 20,000 20,000 20,000
Sale Value of Flats (Rs.) 300,000,000 300,000,000 300,000,000 300,000,000
(Less)
Flats Sold - Till Date (Where Less than 
10% Collection is done)
Area Sold 2,000 2,000 20,000 2,000
Sale Value of Units ( Rs. ) 30,000,000 30,000,000 300,000,000 30,000,000

Flats Sold (Net) - Till Date
Area Sold 18,000 18,000 - 18,000
Sale Value of Units ( Rs. ) 270,000,000 270,000,000 - 270,000,000

(B) Estimated Cost
Construction & Development Costs 400,000,000 400,000,000 400,000,000 400,000,000
Add: Land cost 80,000,000 80,000,000 80,000,000 80,000,000
Add: Borrowing Cost 20,000,000 20,000,000 20,000,000 20,000,000
Estimated Total Project Cost 500,000,000 500,000,000 500,000,000 500,000,000
Estimated Total Cost (Without Land & 
Borrowing)

400,000,000 400,000,000 400,000,000 400,000,000

Cumulative  Cost Incurred as on date
Construction & Development Costs 40,000,000 105,000,000 105,000,000 105,000,000
Land Cost 80,000,000 80,000,000 80,000,000 80,000,000
Borrowing Cost 10,000,000 10,000,000 10,000,000 10,000,000
Total Cost till date 130,000,000 195,000,000 195,000,000 195,000,000
Total Cost till date ( Excl Land & Borrowing 
Cost )

40,000,000 105,000,000 105,000,000 105,000,000
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POC %
Total cost/ Estimated Project Cost (excl 
land & borrowing cost) i.e Total Cost 
/ Construction & Development Costs - 
Trigger Point

10.00% 26.25% 26.25% 26.25%

POC %
Total cost/ Estimated Project Cost (incldg 
land & Borrowing cost)

26% 39% 39% 39%

Sales % PTD
Total Net area sold till date / Area available 
for sale36%

36% 36% 0% 36%

(C ) Revenue Recognition
Cumulative Revenue recognised (INR CR) 
Actual Net Sales value of unit *POC %

- 105,300,000 - 105,300,000

Cumulative Cost recognised (INR CR) 
Actual Cost incurred*Sales %

- 70,200,000 - 70,200,000

Cumulative Profit (INR CR) - 35,100,000 - 35,100,000
Last Financial Year
Cumulative Revenue recognised - - - 50,000,000
Cumulative Cost recognised - - - 35,000,000
Cumulative Profit - - - 15,000,000

To be Recognised in Current Year F.Y.
Revenue - 105,300,000 - 55,300,000
Cost - 70,200,000 - 35,200,000
Profit - 35,100,000 - 20,100,000

Let’s first revise those four conditions before recognizing revenue and analyze for each of the four towers, 
based on those conditions –
(a) All critical approvals necessary for commencement of the project have been obtained.
(b) 25 % of the construction and development costs is incurred.
(c) Atleast 25% of the saleable project area is secured by contracts or agreements with buyers. 
(d) Atleast 10% of the total revenue as per the agreements of sale or any other legally enforceable documents 
are realised at the reporting date in respect of each of the contracts.

Let’s assume that all critical approvals are received for all towers. We will discuss on the other 3 conditions 
for all the towers.

Tower 1
The total cost incurred (including Land & borrowing cost) is 26% of the total estimated cost, however the 
cost incurred for construction & development is only 10% of the estimated total construction & development 
costs, which is less than the required 25%. Area sold is 36%, which is greater than the required 25%.  Also, 
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flats, where 10% of the agreement value is not 
collected, are not taken into consideration. But, since 
the cost incurred for construction & development is 
less than 25%, revenue cannot be recognized, as all 
the 4 conditions are to be fulfilled simultaneously.

Tower 2
In the case of Tower 2, all the conditions are satisfied 
for revenue recognition. The area sold (Net) is 36% 
which is greater than the required 25%, the cost 
incurred on construction & development cost is 
26.25%, which is also greater than the required 
25%. Once the trigger point of 25% of construction 
& development cost is crossed, then for revenue 
recognition the POC (including Land & Borrowing 
Cost) of 39% is to be applied on the agreement 
value (Net). Thus, revenue of Rs. 10.53 crs. is to be 
recognized in the current financial year. 

Tower 3
In the case of Tower 3, the cost incurred on 
construction & development cost is 26.25%, which 
is greater than required 25%. Total Sales is 40%, 
however when the flats where less than 10% of the 
agreement value is received are removed, the sales 
comes to 0% which is less than the required 25%. 
Hence, no revenue will be recognized for Tower 3 
since the condition of required sales percentage is 
not satisfied.

Tower 4
In the case of Tower 4, all the conditions for revenue 
recognition are satisfied.The area sold (Net) is 36%, 
which is greater than the required 25%, the cost 
incurred on construction & development cost is 
26.25%, which is also greater than the required 
25%. Once the trigger point of 25% of construction 
& development cost is crossed, then for revenue 
recognition the POC ( including Land & borrowing 
Cost ) of 39% is to be applied on the agreement 
value (Net). Thus, revenue to be recognized comes 
to Rs. 10.53 crs., but since in the last financial year, 
revenue of Rs.5 crs. was already recognized in the 
books, hence revenue of Rs. 5.53 crs.  only will be 
recognized in the current financial year.

The main reason for keeping the condition of 25% 
POC for Construction & Development costs before 
recognizing revenue is because in most of the cases, 
land & borrowing cost form the major portion of 
the total project cost. And if land & borrowing costs 
is taken for calculation the 25% POC criteria for 
triggering revenue recognition, then, in many cases, 
developers will be able to recognize revenue, even 
if there has been no actual physical construction 
& development resulting into aggressive revenue 
recognition and manipulations.
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Auditor’s Reporting on Adequacy of 
Internal Financial Controls System

- Leena M. Gadkari
E-mail: leenagad65@yahoo.co.in

Introduction

Internal control frameworks enable businesses 
to effectively and efficiently develop systems of 
internal control that adapt to changing business and 
operating environments. They help the businesses 
to mitigate risks to acceptable levels, and support 
sound decision making and governance of the 
organisation. An effective system of internal control 
demands more than mere adherence to policies and 
procedures. 

The Companies Act, 2013 has brought in the 
requirements for the board of directors to implement 
internal financial controls and also to ensure that 
such controls are adequate and operate effectively. 
The directors are required to specifically comment 
upon it in their board report. 

Similarly, auditors are also required to report on the 
adequacy of the company’s internal financial controls 
system including the operating effectiveness of such 
controls.

However the implementation of these requirements 
will be effective only if there are precise guidelines in 
this regard.

Meaning of Internal Financial Controls

Internal financial controls are designed to provide 
reasonable assurance that a company’s financial 
statements are reliable and prepared in accordance 
with the law. 

The Companies Act 2013 defines the term “internal 
financial controls” as ‘the policies and procedures 
adopted by the company for ensuring the orderly 
and efficient conduct of its business, including 
adherence to company’s policies, the safeguarding 
of its assets, the prevention and detection of frauds 
and errors, the accuracy and completeness of the 
accounting records, and the timely preparation of 
reliable financial information’.

Emerging Significance of Internal Financial 
Controls

The focus on internal financial controls became 
significant after the Sarbanes-Oxley Act of 2002 added 
this requirement for many public companies in the 
US. Under the Sarbanes Oxley Act, the management 
is required to issue a report on internal controls as 
part of its annual report. This report must affirm “the 
responsibility of management for establishing and 
maintaining an adequate internal control structure 
and procedures for financial reporting.” This report 
also needs to specifically identify the framework used 
by the management to evaluate the effectiveness 
of the company’s internal financial control over 
financial reporting.  The external auditor is also 
required to report on the adequacy of the same in 
case of the company. The Sarbanes Oxley Act of 2002 
prescribes that the registered public accounting firm 
(auditor) of the specified class of issuers (companies) 
shall, in addition to the attestation of the financial 
statements, also attest the internal controls over 
financial reporting.  

The Securities and Exchange Commission (SEC) 
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requires the use of a recognised control framework 
established by a body or group which has followed 
due process procedures, including the broad 
distribution of the framework for public comments. 
It states that the ‘COSO framework’ issued by the 
Committee of Sponsoring Organisations of the 
Treadway Commission in 1992, (which underwent 
change in 2013) is a suitable framework. Turnbull 
(issued by the Institute of Chartered Accountants in 
England and Wales) and CoCo (Criteria on Control by 
the Canadian Institute of Chartered Accountants) are 
some of the commonly accepted frameworks with 
regard to internal control.

In India, internal financial controls gained 
importance mainly after 2009 when some of the 
accounting scandals came into limelight. So far, 
reporting on the internal controls by auditors was 
applicable to a few select areas as directed under 
the Companies (Auditor’s Report) Order, 2003 (as 
amended). However, the new Companies Act, 2013, 
significantly expanded this requirement which is now 
not restricted to the reporting by auditors of listed 
companies only, but applies to all companies.

Provisions of Companies Act 2013 
regarding director’s responsibility in 
respect of Internal Financial Controls

The Companies Act 2013 has significantly expanded 
the scope of internal controls to be considered by 
the management of companies to cover all aspects 
of the operations of the company.
 
Clause (e) of Sub-section 5 of Section 134 to the 
Act requires the directors’ responsibility statement 
to state that the directors, in the case of a listed 
company, had laid down internal financial controls to 
be followed by the company and that such internal 
financial controls are adequate and were operating 
effectively. For this purpose, “internal financial 
controls” include both financial reporting controls 
and business controls. In addition, rule 8(5) under 
the Accounts Rules requires that the board report 
should contain details for adequacy of financial 
reporting controls. 

Rule 8(5)(viii) of the Companies (Accounts) Rules, 
2014 requires the Board of Directors’ report of all the 
companies to state the details in respect of adequacy 
of internal financial controls with reference to the 
“financial statements” only.

Provisions of Companies Act 2013 in 
respect of auditors reporting of Internal 
Financial Controls System

The Companies Act 2013 contains many new 
reporting requirements for the statutory auditors 
of companies. One of these requirements relate 
to ‘Reporting on Internal Financial Controls’ under 
Section 143(3) (i) of the Companies Act, 2013. This 
section requires the auditor to state in his report 
whether the company has adequate internal financial 
controls system in place. It also requires the auditor 
to comment on the operating effectiveness of such 
controls. Although section 134(5) (e) is applicable 
to listed companies, section 143(3)(i) requires the 
auditor to state “whether the company has an 
adequate internal financial controls system in place 
and the operating effectiveness of such controls.” 
This section does not distinguish between listed 
companies and others. Hence, every company will 
have to implement such internal financial controls 
that are adequate and operating effectively so that 
the auditors’ can comply with the requirements of 
section 143(3) (i).

Thus requirement is applicable to all companies, 
including non-listed public and private companies. 
The Ministry of Corporate Affairs, Government of 
India has in its notification dated 14th October, 2014 
stated that in the Companies (Audit and Auditors) 
Rules, 2014, after rule 10, rule 10 A shall be inserted 
which states that for the purposes of clause (i) of 
sub-section (3) of section 143 for the financial years 
commencing on or after 1st April 2015, the report of 
the auditor shall state about existence of adequate 
internal financial controls system and its operating 
effectiveness provided that auditor of a company 
may voluntarily include the statement referred to 
in this rule for the financial year commencing on 
or after 1st April, 2014 and ending on or before 31st 
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March, 2015.

Thus the Ministry of Corporate Affairs postponed 
the mandatory reporting of companies’ ‘internal 
financial controls’ by auditors, from the financial 
year 2014-15 to the next one. This is considered as a 
significant step. However this amendment does not 
absolve the director’s from their duties to ensure the 
implementation and operating effectiveness of such 
controls.

Need for guidance

The companies’ managements require benchmarks 
and guidance to evaluate and implement effective 
internal controls over financial reporting. However, 
at present, there are no specific instructions or 
guidelines governing the evaluation of internal 
controls. The MCA has not provided a framework for 
a company’s management to follow.

The Companies Act, 2013 makes it mandatory for 
auditors of a company to report that internal financial 
controls system is in place. Besides, auditors must also 
explicitly state the operating effectiveness of such 
controls. As per some expert opinions, an auditor’s 
responsibility is limited to financial statements, but 
this new provision stretches it to operations as well. 
Also a clarification is need as to whether the reporting 
extends to overseas subsidiaries and consolidated 
financial statements as well. Detailed guidelines are 
needed to sort out these issues.

The Institute of Chartered Accountants of India 
(ICAI), on its part, had issued a ‘guidance note’ on 
audit of internal financial controls over financial 
reporting in November 2014. This guidance note 
applies to auditors and is largely based on COSO 2013 
principles and AS 5 issued by the Public Company 
Accounting Oversight Board (PCAOB). The AS 5 
issued by PACOB establishes the requirements and 
guides auditors engaged in performing the audit of 
the management’s assessment of the effectiveness 
of internal control over financial reporting (audit of 
internal control over financial reporting) which is 
integrated with an audit of the financial statements.  

The guidance note also refers to the guide to ICFR 
which was issued by the Committee of Internal 
Audit in 2007. It provided guidance to the statutory 
auditors for their reporting on adequacy of internal 
financial controls and operating effectiveness of 
such controls and also restricts such reporting by an 
auditor to internal control over financial reporting.  
However, this was withdrawn later. 

Conclusion
 
In the current global scenario, minimization of risk 
has become a concern for all the organizations. On 
the evolving global financial map, internal financial 
controls play a crucial role in ensuring the corporate 
governance and in keeping the risk at an acceptable 
level. They also effectively support sound decision 
making. Hence, adherence to appropriate internal 
financial controls has become a need of an hour. 

Considering the importance of the internal financial 
controls, the directors and auditors are required to 
fulfill their responsibility in an effective manner. Their 
efficiency will go a long way in delivering a greater 
value to all the stakeholders. However, appropriate 
guidance is required by the company managements 
to design and implement effective internal controls 
over financial reporting by selecting a suitable 
framework. A clear-cut guidance is also needed by the 
auditors to carry out their duty efficiently. A precise 
guidance from the policy makers will go a long way in 
increasing the effectiveness in this regard.
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