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MODULE INTRODUCTION 

                    Course has five Modules. Under this theme 

                         we have covered the following topics:                         

  Module 1 Basic concepts & Bases of charge                                

 Module 2 Income from Salaries 

 Module 3 Income from House Property                                

 Module 4 Profit and Gains of Business and Profession                                

 Module 5 Capital gain & Income from other Sources 

 

 These themes are dealt with through the introduction of students to the Income tax law & 

Practice -I.  

The structure of the MODULES includes these skills, along with practical questions and 

MCQs.  

The MCQs are designed to help you think about the topic of the MODULE. 

 We suggest that you complete all the activities in the modules, even those that you find 

relatively easy 

 This will reinforce your earlier learning 

We hope you enjoy the MODULE.  

If you have any problems or queries, please contact us: School of Business Studies, MATS 

University Aarang – Kharora, Highway, Arang, Chhattisgarh 493441 
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MODULE I BASIC CONCEPTS & BASES OF CHARGE 

 

 Structure 

 Unit 1 Income tax Introduction 

Unit 2 Agriculture Income 

Unit 3 Residence & Tax Liability (Basis of 

Charge) 

Unit 4 Tax avoidance, Tax Planning 

 

 

OBJECTIVES 

● Familiarize yourself with basics of Income Tax 

● Total income range according to residence status 

● From tax planning, tax avoidance, & tax evasion  

 Unit 1 Income tax Introduction 
                      DEFINING "INCOME" 

The definition of income is at the heart of income tax. This would essentially 

imply that all income would be liable to taxation under Income Tax Act, a 

comprehensive law that encompasses a broad range of profits & receipts under 

the income category. Income is simply any cash or profit that a person receives 

during a specific time period. It is not limited to what one receives in cash but 

instead what one receives in benefits, in whatever form, be it cash or otherwise. 

definition of income is intentionally expansive so it includes a wide variety of 

dispute forms of economic gain & provides a means of eliminating opportunities 

for taxpayers to avoid tax liability by structuring their receipts in unusual ways. 

Income Tax Act specifies various income categories, like wages, income from 

real estate, company or professional earnings & gains, capital gains, & income 
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from various sources, but it does not provide a comprehensive definition. By 

interpreting definition of income in a more dynamic manner as economic 

realities shift, courts have assisted in striking a balance between demands of 

times. Periodicity, source of income, & fact that income is a revenue receipt 

rather than a capital reception are its main characteristics. A royalty revenue is 

recurring or frequent in receipt, whereas a capital receipt 
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may be in a one-off or non-recurring receipt. For taxation purposes, only 

revenue receipts are generally counted as income. For example, salary paid 

every month is a revenue receipt, whereas when you sell a personal asset, it is 

generally a capital receipt. Significance of the concept: Most transactions can 

be classified as either revenue or capital receipts for purpose of taxation. 
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UNIT 2 INCOME FROM AGRICULTURE & INCOME 

FROM NON-AGRICULTURAL SOURCES 

There is a fundamental distinction between agricultural & non-agricultural 

income under income tax law. This distinction has significant tax ramifications 

because, in India, agricultural income is merged with other non-agricultural 

income for rate purposes & is generally free from income tax, except to a few 

restrictions. According to the Income Tax Act, agricultural income encompasses 

any income from agricultural activities on land owned by farmer or rent-in-kind 

recipient, as well as any rent or revenue obtained from land in India & utilized 

for agricultural purposes. This includes income attributable to a farm house 

under specific conditions, as well as sale of agricultural products that have been 

grown or processed by cultivator or rent-in-kind recipient in a way that makes 

them marketable. But Non-agricultural based income means all income other 

than income from agriculture. One argument for exempting agricultural income 

is that: it is essential to give support to agricultural sector, which is crucial for 

Indian economy. farm exemption is not a free pass, & designed so it cannot be 

abused & only those who are doing real farming work will get it.  

Whether one is engaged in an agricultural activity or a non-agricultural activity 

depends on type of land, its usage & activities performed on it. land is for 

agricultural purpose, & it should be located in India, generally meaning tilling, 

sowing, planting, & nurturing crops. Sole agricultural income is therefore 

exempt from taxation, with exception of commercial income from enterprises 

that are merely incidental to agriculture, like dairy or poultry farming on non-

agricultural land. Non-agricultural income also includes income from land used 

for purposes other than agriculture (e.g., industrial or commercial purposes). 

This integration is applied when taxpayer has agriculture income 
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and agriculture income above a certain limit. Nonagricultural income is added 

to agi income to compute applicable tax slab & tax is calculated on total. Then  

agricultural income has the tax attributed to it. This mechanism also avoids 

taxpayers with significant agricultural income escaping progressive tax rates that 

apply to higher income brackets. 

CASUAL INCOME & TAX IMPLICATIONS 
Any revenue that is irregular or incidental & does not supplement a business's or 

profession's normal trading receipts. This covers winnings from crossword 

puzzles, lotteries, card games, horse races, & other kinds of races. Winnings 

from gambling & all forms of betting are also included. Regardless of taxpayer's 

income slab, income classified as casual income under Section 115BB of Income 

Tax Act is typically taxed at a flat rate of 30% (plus relevant surcharge & cess). 

This suggests that a separate flat tax rate will apply to casual income, which will 

not be added to other sources of income to determine taxpayer's proper tax 

bracket. This unique method is justified by fact that casual income is usually 

unexpected & unconnected to taxpayers' normal economic activity. Casual 

income is easy to assess for tax reasons because it is not exempt from or 

deductible under Income Tax Act. This implies that all money received through 

casual sources is subject to taxes & that there are no deductions for costs made 

in order to generate this sum. Let say a person who won a lottery of ₹10,00,000; 

amount shall be taxed at 30% i.e., ₹ 3,00,000 (excludes any surcharge & cess). 

If casual income is received in kind, i.e., any car or house, then fair market value 

is income for taxation purposes. For casual income above a specified threshold, 

Tax Deducted at Source (TDS) is applied. This scheme enables tax authorities 

to track & collect applicable tax on periodic income, which can otherwise remain 

hidden and untraceable. Casual Income & Tax Implications 

Understanding Casual Income in the Context of Taxation 

Casual income represents a distinct category of earnings that falls outside the 

scope of regular, recurring income flows such as salaries, business profits, or 

professional fees. taxpayers navigating these complex rules, several practical 

considerations warrant attention: the importance of contemporaneous

Basic 

Concepts & 

Bases of 

Charge 

MATS Centre for Distance and Online Education, MATS University



6 
 

 documentation of casual transactions, awareness of jurisdiction-specific 

reporting thresholds that may trigger filing obligations, understanding of 

available exclusions and their specific requirements, recognition that 

characterization matters significantly in determining tax consequences, 

appreciation for the distinctive tax treatment that may apply to different asset 

categories, and awareness of third-party reporting mechanisms that may bring 

transactions to tax authorities' attention regardless of taxpayer self-reporting. 

The digital transformation of economic activity continues to generate novel 

forms of casual income that challenge existing categorizations and enforcement 

mechanisms, from social media monetization to virtual property transactions, 

blockchain-based distributions, and platform-mediated personal services. These 

innovations will likely drive further evolution in casual income taxation as tax 

authorities adapt to changing economic realities. The enduring theoretical 

question—whether truly unexpected, non-recurring windfalls should be treated 

differently from expected, systematic income for tax purposes—continues to 

receive different answers across jurisdictions, reflecting divergent perspectives 

on the fundamental nature and purpose of income taxation itself. As tax systems 

continue to evolve, the treatment of casual income will remain an important 

indicator of how comprehensively a jurisdiction seeks to capture economic 

capacity within its tax base, balanced against the practical limitations of tax 

administration in an increasingly complex and digital global economy. 

 ACCOUNTING YEAR & PREVIOUS YEAR 

Assessment year & previous year are two important concepts that define time 

period for calculating & complying with income tax. In India, previous year 

starts on April 1st & finishes on March 31st, since revenue is earned during 

financial year, also known as preceding year. assessment year is one in which 

Income Tax 

Law and 

practice 
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you will pay taxes on income from prior year. Once more, we are using period 

from April 1st to March 31st, & this runs immediately after prior year. For 

example, FY 2024-25 would be assessment year for FY 2023-24 (the prior year). 

In assessment year 2024–2025, earnings from previous year 2023–2024 will be 

assessed & subject to taxes. previous year & assessment year must be 

distinguished in order to calculate amount of tax owed & to file income tax 

returns. For every assessment year, taxpayers must submit returns detailing their 

income from fiscal year before to assessment year. For same reason, income tax 

was applied to both assessment year & previous year. One of uncommon 

exceptions to rule is when a new business or profession is established; in this 

situation, prior year may not be for a full year. However, in addition to previous 

year, assessment year will also cover next 12 months. However, understanding 

concepts of Previous Year & Assessment Year is essential for accurately 

planning & filing income taxes. 

Understanding Accounting Year and Previous Year 

An accounting year, also known as a fiscal year, is a specified 12-month period 

chosen by a business or organization to report its financial information. This 

fundamental concept provides structure to financial reporting, taxation, and 

business planning. Meanwhile, the term "previous year" in accounting refers to 

the fiscal period that immediately precedes the current accounting year. 

Together, these concepts form the temporal framework within which financial 

activities are recorded, analyzed, and compared. 

The accounting year serves as the cornerstone for preparing financial statements, 

filing tax returns, and conducting comparative analyses. While many 

organizations align their accounting year with the calendar year (January 1 to 

December 31), others choose different periods based on their operational cycles, 

industry norms, or regulatory requirements. For instance, retailers might prefer 

an accounting year ending on January 31, allowing them to capture the complete 

holiday shopping season within a single fiscal period. 

Previous year data holds immense significance in accounting practice as it 

provides a baseline for measuring financial progress, identifying trends, and 
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assessing performance. When financial statements present both current and 

previous year figures side by side, stakeholders can easily evaluate the 

organization's financial trajectory, growth patterns, and operational efficiency. 

This comparative approach helps in spotting anomalies, understanding cyclical 

variations, and making informed strategic decisions. 

The establishment of an accounting year reflects a balance between internal 

operational requirements and external reporting obligations. Organizations must 

consider several factors when determining their fiscal period, including business 

seasonality, industry practices, parent company requirements (for subsidiaries), 

and tax planning considerations. Once established, changing an accounting year 

typically requires regulatory approval and careful planning to manage the 

transition period, which could be shorter or longer than 12 months. 

Different jurisdictions have varying rules regarding accounting years. In the 

United States, for instance, businesses generally have flexibility in selecting their 

fiscal year, though certain entities like partnerships and S corporations face 

restrictions. The Internal Revenue Service (IRS) typically requires advance 

notification through Form 1128 for businesses wishing to change their tax year. 

Similarly, in the United Kingdom, companies must declare their accounting 

reference date to Companies House, with changes requiring formal approval. 

The concept of an accounting year extends beyond mere calendar demarcation; 

it fundamentally influences how financial information is organized, reported, 

and analyzed. Financial statements—including the income statement, balance 

sheet, and cash flow statement—are prepared at the end of each accounting year 

to provide a comprehensive overview of an organization's financial health. These 

statements capture revenue, expenses, assets, liabilities, and cash flows, offering 

a snapshot of financial performance and position during the specified period. 

Previous year comparisons serve as critical tools for financial analysis and 

decision-making. By examining year-over-year changes in key metrics such as 

revenue growth, profit margins, expense ratios, and return on investment, 

Income Tax 

Law and 

practice 

MATS Centre for Distance and Online Education, MATS University



9 
 

stakeholders can gauge organizational performance, identify areas for 

improvement, and develop strategic initiatives. This comparative analysis helps 

in distinguishing between normal business fluctuations and significant trends 

that may require attention or intervention. 

The accounting cycle—a systematic process for recording, classifying, and 

summarizing financial transactions—aligns with the accounting year. This cycle 

typically begins with the recording of transactions and culminates in the 

preparation of financial statements and closing entries at the end of the fiscal 

period. The closing process involves transferring temporary account balances 

(revenues, expenses, dividends) to the retained earnings account, effectively 

resetting these accounts for the new accounting year while preserving the 

cumulative financial history in permanent accounts. 

Annual financial reporting requirements vary by jurisdiction, entity type, and 

regulatory framework. Public companies face more stringent reporting 

obligations, including the submission of audited financial statements to 

securities regulators and stock exchanges. Private companies generally have 

more flexibility but must still comply with tax filing requirements and, 

depending on their size and structure, may need to provide financial reports to 

banks, investors, or other stakeholders. Non-profit organizations and 

government entities also follow specific financial reporting guidelines aligned 

with their fiscal years. 

The comparative analysis between current and previous years forms the 

backbone of financial trend analysis. This comparison helps in identifying 

patterns, assessing financial stability, and projecting future performance. For 

instance, a consistent increase in revenue over several accounting years might 

indicate market expansion or successful business strategies, while declining 

profit margins despite growing sales could signal cost management issues or 

pricing challenges. Such insights prove invaluable for strategic planning, 

budgeting, and resource allocation. 

Accounting standards, such as Generally Accepted Accounting Principles 

(GAAP) in the United States or International Financial Reporting Standards 
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 (IFRS) globally, require organizations to present comparative financial 

information. These standards mandate the inclusion of previous year figures 

alongside current year data in financial statements, enhancing transparency and 

facilitating meaningful comparisons. They also establish guidelines for 

accounting consistency, ensuring that financial information remains comparable 

across accounting periods. 

The previous year serves as more than just a reference point; it provides context 

for understanding current financial outcomes. For example, a 10% increase in 

expenses might seem concerning in isolation, but could appear reasonable when 

viewed against a 15% revenue growth from the previous year. Similarly, a 

decline in profitability might be attributed to one-time investments or market 

conditions when analyzed in the context of previous year performance. This 

contextual understanding helps stakeholders make more nuanced and informed 

evaluations. 

Tax regulations closely relate to the accounting year concept, though tax years 

and accounting years need not always align. In many jurisdictions, businesses 

can maintain different periods for financial reporting and tax purposes, though 

doing so requires additional record-keeping and reconciliation. Previous year tax 

data plays a crucial role in tax planning, estimating quarterly payments, and 

identifying potential deductions or credits. Tax authorities often use prior year 

information as a reference point for compliance reviews and audits. 

Budgeting and forecasting processes rely heavily on accounting year structures 

and previous year data. Annual budgets typically align with the organization's 

fiscal year, while previous year figures provide a foundation for projected 

revenues, expenses, and cash flows. By analyzing historical patterns and 

adjusting for expected changes, organizations can develop more accurate 

budgets and realistic financial forecasts. This approach helps in setting 

achievable targets, allocating resources efficiently, and anticipating potential 

financial challenges. 

The relationship between accounting years creates a continuous financial 

narrative for organizations. Each year builds upon the previous one, with 

Income Tax 
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closing balances becoming opening balances for the new period. This continuity 

ensures that financial records accurately reflect the cumulative impact of 

business decisions and economic conditions over time. It also facilitates long-

term financial analysis, enabling organizations to track performance across 

multiple years and economic cycles. 

Auditors place significant emphasis on comparing current and previous year 

financial data during their examination. Unexpected variations or 

inconsistencies between years often warrant further investigation to ensure they 

reflect genuine business developments rather than errors or irregularities. The 

comparison of detailed account balances, transaction patterns, and financial 

ratios across accounting years helps auditors identify potential risks and focus 

their testing procedures accordingly. 

Industries experience different cyclical patterns, influencing their choice of 

accounting year and approach to previous year comparisons. Agricultural 

businesses might prefer an accounting year that aligns with harvest seasons, 

while educational institutions often follow the academic calendar. 

Understanding these industry-specific cycles is essential for meaningful 

financial analysis and comparison. Previous year data becomes particularly 

valuable when interpreted within the context of these cyclical patterns, allowing 

for more accurate performance assessment and forecasting. 

Technology has transformed how organizations manage accounting years and 

previous year data. Modern accounting software automatically maintains 

historical information, facilitates year-end processes, and generates comparative 

reports. These systems can easily produce multi-year analyses, showing trends 

across several accounting periods. As data analytics capabilities advance, 

organizations can now perform more sophisticated comparative analyses, 

identifying subtle patterns and correlations that might not be apparent from 

simple year-to-year comparisons. 

Financial analysts and investors rely heavily on year-over-year comparisons 

when evaluating company performance. Metrics such as annual growth rates, 

year-over-year margin changes, and comparative ratios provide insights into 

Basic 

Concepts & 

Bases of 

Charge 

MATS Centre for Distance and Online Education, MATS University



12 
 

business momentum, operational efficiency, and competitive positioning. These 

comparative analyses often influence investment decisions, stock valuations, and 

market perceptions. Companies frequently highlight favorable year-over-year 

improvements in their investor communications while explaining negative 

comparisons in the context of strategic investments or market challenges. 

The concept of the previous year extends beyond financial statements to include 

operational metrics, market share data, and industry benchmarks. 

Comprehensive annual reports typically present multi-year trends for key 

performance indicators, allowing stakeholders to track progress against strategic 

objectives. This holistic approach to year-over-year comparison provides a more 

complete picture of organizational health and competitive standing than 

financial metrics alone. 

Economic conditions significantly impact year-over-year financial comparisons. 

Periods of economic expansion or contraction affect most organizations, though 

the magnitude varies by industry and business model. When analyzing financial 

results across accounting years, it's important to consider the prevailing 

economic context. A modest growth rate might represent strong performance 

during an economic downturn, while even substantial growth could lag industry 

peers during robust economic periods. Previous year comparisons thus require 

interpretation within the broader economic environment. 

Accounting rules for specialized transactions often span multiple accounting 

years, requiring careful tracking and disclosure. Long-term contracts, 

installment sales, leases, and pension obligations involve financial impacts that 

extend across several fiscal periods. Accounting standards provide specific 

guidance for recognizing revenue, expenses, assets, and liabilities associated 

with these multi-year arrangements. Previous year information becomes 

particularly important for understanding the progression of these complex 

transactions and their evolving financial implications.

Income Tax 
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Mergers, acquisitions, and divestitures create challenges for year-over-year 

financial comparisons. When an organization's structure changes significantly 

between accounting years, simple comparative analysis may yield misleading 

conclusions. In such cases, companies often provide pro forma or "as if" 

financial information, recasting previous year results to reflect the current 

organizational structure. This approach helps stakeholders understand 

underlying business performance separate from the impact of corporate 

transactions. 

Regulatory changes and accounting standard updates can affect how financial 

information is reported across accounting years. When significant changes 

occur, organizations may need to restate previous year figures to maintain 

comparability with current year reporting. Financial statement notes typically 

explain these restatements and their impact on comparative analysis. 

Stakeholders must remain aware of such changes to avoid misinterpreting year-

over-year variations that stem from methodological adjustments rather than 

business performance. 

The importance of previous year comparisons has led to specific disclosure 

requirements in financial reporting. Many accounting frameworks mandate the 

presentation of comparative financial statements, with at least one previous year 

shown alongside current results. Some organizations voluntarily provide 

multiple years of historical data, especially for key metrics. The management 

discussion and analysis (MD&A) section of annual reports typically includes 

detailed explanations of significant variations between current and previous 

years, highlighting both positive developments and challenges. 

Internal management reporting often focuses heavily on comparing actual results 

to both budgets and previous year performance. This dual comparison helps 

managers understand whether current performance represents improvement over 

historical results while also assessing adherence to planned targets. Variance 

analysis—the systematic examination of differences between 
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these figures—enables organizations to identify areas requiring attention, 

allocate resources effectively, and adjust strategies as needed. 

The relationship between accounting years becomes particularly important 

during economic transitions or business transformations. During such periods, 

organizations might experience significant year-over-year changes that reflect 

broader shifts rather than isolated factors. For example, a company 

implementing a major digital transformation might see increased technology 

expenses relative to the previous year, with benefits potentially materializing in 

subsequent periods. Understanding these transitional dynamics requires looking 

beyond simple year-to-year comparisons to consider longer-term strategic 

contexts. 

Financial ratio analysis gains meaning through comparison, with previous year 

figures providing essential context. Metrics such as return on assets, debt-to-

equity ratio, inventory turnover, and operating margins reveal more when 

tracked across multiple accounting years. These comparative analyses help in 

identifying underlying trends, assessing financial stability, and evaluating 

management effectiveness. Organizations often establish target ranges for key 

ratios based on historical performance and industry benchmarks. 

The concept of seasonality adds complexity to accounting year analysis. Many 

businesses experience predictable fluctuations within their fiscal year, with 

certain quarters or months consistently showing higher or lower activity levels. 

When comparing to previous years, it's important to consider these seasonal 

patterns and ensure like periods are being compared. Some financial analyses 

use techniques such as trailing twelve months (TTM) calculations or seasonal 

adjustments to minimize these distortions and focus on underlying performance 

trends. 

For multinational organizations, accounting year concepts involve additional 

considerations related to currency translation and international reporting 

requirements. Exchange rate fluctuations between accounting years can 

significantly impact comparative financial analysis, sometimes obscuring 

underlying business performance. Companies typically provide constant 
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currency comparisons that isolate the effects of exchange rate movements from 

actual operational changes. Different accounting years across subsidiaries may 

also require consolidation adjustments to present unified financial statements. 

Accounting years and previous year comparisons also influence executive 

compensation and performance evaluation. Many organizations tie bonuses, 

incentives, and other rewards to year-over-year improvements in financial 

metrics or strategic objectives. This approach aligns management interests with 

long-term organizational success while providing clear performance 

benchmarks. However, it can also create pressures that sometimes lead to short-

term decision-making or, in extreme cases, inappropriate financial manipulation 

to achieve targets relative to previous year results. 

The closing of an accounting year involves specific procedures designed to 

ensure accuracy and completeness of financial records. These include 

reconciling accounts, recording year-end adjustments, recognizing accruals and 

deferrals, and preparing final financial statements. The closing process creates a 

definitive record of the organization's financial performance and position, 

establishing the previous year baseline for subsequent comparisons. Well-

documented year-end procedures facilitate audit processes and enhance the 

reliability of comparative financial information. 

Financial forecasting models typically incorporate multiple years of historical 

data to identify trends and relationships that inform projections. By analyzing 

patterns across several accounting periods, organizations can develop more 

sophisticated models that account for seasonality, business cycles, and growth 

trajectories. These multi-year analyses help in distinguishing between anomalies 

and sustainable trends, resulting in more accurate forecasts. Previous year data 

serves as the foundation for these predictive models, with each additional 

historical period potentially enhancing forecast precision. 

The concept of accounting years extends to non-financial reporting areas such 

as sustainability, corporate social responsibility, and human resources metrics. 

Organizations increasingly track and report year-over-year changes in 

environmental impact, diversity statistics, employee turnover, and other non-
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financial indicators. These comparative analyses help stakeholders assess 

progress toward social and environmental goals while complementing traditional 

financial measures to provide a more comprehensive view of organizational 

performance. 

Accounting year policies and previous year comparisons feature prominently in 

corporate governance discussions. Boards of directors regularly review year-

over-year financial results to evaluate organizational performance and 

management effectiveness. Audit committees pay particular attention to 

significant variations between accounting years, often requesting explanations 

for unusual fluctuations or trends. This governance oversight helps ensure that 

financial reporting accurately reflects business realities and that comparative 

analyses provide meaningful insights for decision-making. 

The period between accounting years—often called the year-end closing 

window—requires careful management to ensure timely and accurate financial 

reporting. Organizations typically establish detailed calendars specifying when 

various closing activities must occur, from subsidiary reporting to consolidation 

processes to external audit procedures. This structured approach helps in 

managing the complexity of year-end activities while meeting regulatory filing 

deadlines and stakeholder expectations for prompt financial information. 

Accounting years and previous year comparisons hold particular significance for 

startups and growing businesses. These organizations often experience rapid 

changes between fiscal periods as they scale operations, enter new markets, or 

introduce products. While dramatic year-over-year growth might be expected 

during early stages, investors and managers typically look for stabilizing patterns 

and improving efficiency metrics as businesses mature. The evolution of 

financial ratios across accounting years provides insights into business model 

viability and operational sustainability. 

Different stakeholders approach accounting year comparisons with varying 

perspectives and priorities. Investors might focus on revenue growth and 

profitability trends, creditors on liquidity and solvency metrics, suppliers on 
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payment patterns, employees on profitability-sharing opportunities, and 

regulators on compliance indicators. These diverse viewpoints highlight the 

multifaceted nature of year-over-year financial analysis and the importance of 

comprehensive reporting that addresses various stakeholder interests. 

The relationship between tax years and accounting years varies across 

jurisdictions and entity types. In some cases, organizations must use calendar 

years for tax purposes regardless of their financial reporting cycle. Others can 

align their tax and financial years for administrative simplicity. This relationship 

affects tax planning strategies, provisional payment calculations, and 

compliance processes. Previous year tax information informs current year tax 

management, helping organizations optimize their position while maintaining 

regulatory compliance. 

The concept of materiality plays an important role in accounting year 

comparisons. Not all changes between fiscal periods warrant detailed analysis or 

disclosure—only those significant enough to influence stakeholder decisions. 

Auditors and financial managers apply materiality thresholds when evaluating 

year-over-year variations, focusing attention on substantial changes that could 

signal important business developments or reporting issues. This principles-

based approach helps in distinguishing between normal fluctuations and 

significant trends requiring investigation or explanation. The integration of 

accounting years into strategic planning creates alignment between short-term 

actions and long-term objectives. Organizations typically develop annual 

operating plans within the framework of multi-year strategic plans, using 

previous year performance as a starting point for target-setting and resource 

allocation. This nested approach ensures that each accounting year contributes 

to broader strategic goals while providing concrete milestones for performance 

evaluation. Year-over-year progress assessment helps organizations adjust their 

strategies in response to changing conditions while maintaining focus on long-

term directions. Accounting software and enterprise resource planning (ERP) 

systems have transformed how organizations manage accounting years and 

previous year 
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data. These technologies automate period-end processes, maintain historical 

information, and generate comparative reports with minimal manual 

intervention. Modern systems can easily produce multi-year analyses, showing 

trends across several accounting periods. As data analytics capabilities advance, 

organizations can now perform more sophisticated comparative analyses, 

identifying subtle patterns and correlations that might not be apparent from 

simple year-to-year comparisons. 

The concept of the accounting year intersects with broader economic and 

business cycles. Economic expansions and contractions, industry disruptions, 

technological changes, and regulatory shifts create context for interpreting year-

over-year financial changes. Organizations experiencing similar external 

conditions often show comparable patterns across accounting years, though 

individual business strategies and operational effectiveness create 

differentiation. Understanding these broader cycles helps stakeholders develop 

more nuanced interpretations of comparative financial results. 

Previous year comparisons provide particular value during periods of significant 

change or uncertainty. When organizations undergo major transitions—such as 

leadership changes, business model pivots, or market expansions—comparative 

analysis helps in tracking the impact of these strategic shifts. Similarly, during 

economic disruptions or industry transformations, previous year data offers a 

reference point for assessing resilience and adaptation. These comparative 

insights help stakeholders distinguish between transitional challenges and 

fundamental performance issues. The preparation of an annual budget typically 

begins with an analysis of previous year results, adjusted for anticipated changes 

in the upcoming fiscal period. This backward-looking step establishes a realistic 

foundation for forward-looking projections. By understanding historical patterns 

of revenue generation, cost behavior, and cash flow, organizations can develop 

more accurate forecasts while identifying opportunities for improvement. The 

previous year effectively serves as both a template and a benchmark for budget 

development.
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Accounting years and previous year comparisons align closely with performance 

management systems. Many organizations establish annual objectives for 

departments, teams, and individuals, with performance evaluations occurring at 

the end of each fiscal period. These evaluations often include assessments of 

results relative to both current year targets and previous year achievements. This 

dual comparison helps in recognizing both absolute performance and 

improvement trajectories, providing a more balanced view of individual and 

team contributions to organizational success. 

The concept of continuous improvement relies heavily on year-over-year 

comparative analysis. By systematically identifying areas where performance 

has strengthened or weakened compared to previous periods, organizations can 

target their improvement efforts more effectively. This approach helps in 

prioritizing initiatives, allocating resources, and measuring progress. The 

previous year serves as a natural baseline for improvement metrics, creating a 

continuous chain of incremental advances across successive accounting periods. 

Accounting years create natural milestones for reassessing business strategies 

and operational approaches. The completion of each fiscal period provides an 

opportunity to evaluate which initiatives delivered intended results and which 

require adjustment. By comparing outcomes to expectations and previous year 

performance, organizations can make evidence-based decisions about 

continuing, modifying, or abandoning various strategic directions. This 

disciplined approach to strategy review helps organizations remain responsive 

to changing conditions while maintaining focus on long-term objectives. 

The relationship between accounting years becomes particularly important 

during major economic shifts or industry disruptions. During such periods, 

organizations may experience significant year-over-year changes that reflect 

broader transitions rather than isolated factors. For example, companies 

navigating digital transformation might see increased technology expenses 

relative to previous years, with benefits potentially materializing in subsequent 

periods. Understanding these transitional dynamics requires looking beyond 

simple year-to-year comparisons to consider longer-term strategic contexts.
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The comparative power of previous year analysis extends to operational metrics 

beyond financial statements. Organizations track year-over-year changes in 

indicators such as customer acquisition costs, employee productivity, 

manufacturing efficiency, service quality, and supply chain performance. These 

operational comparisons help in identifying improvement opportunities, 

assessing process changes, and evaluating management effectiveness. When 

combined with financial comparisons, they provide a more comprehensive view 

of organizational health and progress. 

International business activities add complexity to accounting year management 

and previous year comparisons. Organizations operating across multiple 

countries must navigate different fiscal calendars, reporting requirements, and 

business practices. Consolidated financial statements require adjustments to 

align subsidiary reporting periods with the parent company's accounting year. 

Exchange rate fluctuations between periods can significantly impact year-over-

year comparisons, necessitating constant currency analyses to isolate underlying 

business performance from translation effects. 

The intersection of accounting years with product lifecycles creates important 

contexts for financial analysis. Products at different stages—introduction, 

growth, maturity, decline—typically show distinct year-over-year patterns in 

metrics such as revenue growth, profit margins, and marketing efficiency. 

Understanding these lifecycle dynamics helps in interpreting comparative 

financial results and making appropriate strategic decisions. Previous year 

comparisons gain meaning when viewed through the lens of where products and 

services stand in their evolutionary trajectories. 

Risk management processes incorporate analysis of year-over-year changes to 

identify emerging threats and opportunities. Unusual fluctuations between 

accounting periods might signal shifting market conditions, competitive 

dynamics, or operational vulnerabilities. By systematically examining these 

variations, organizations can detect early warning signs and implement 

preventive measures. Previous year data provides the comparative baseline for 
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these risk identification processes, helping organizations distinguish between 

normal volatility and meaningful shifts requiring attention. 

The evolution of financial reporting has expanded the scope and detail of 

previous year comparisons. Modern annual reports and regulatory filings include 

extensive comparative data, often presented through tables, charts, and trend 

analyses. Management discussions provide narrative context for significant 

year-over-year changes, explaining both positive developments and challenges. 

These enhanced disclosures help stakeholders develop more nuanced 

understandings of organizational performance while highlighting management's 

interpretation of comparative results. 

Accounting years and previous year comparisons hold particular significance 

during economic downturns or financial crises. During such periods, 

stakeholders closely examine year-over-year changes to assess organizational 

resilience, financial stability, and management effectiveness. Metrics such as 

cash flow sustainability, debt service capacity, and operational efficiency gain 

heightened importance. Previous year comparisons provide context for 

understanding how organizations weather challenging conditions and position 

themselves for recovery. 

The relationship between accounting years creates continuity in financial 

storytelling. Each fiscal period builds upon previous ones, with financial 

statements representing chapters in an ongoing narrative of organizational 

development. This continuity helps stakeholders track progress toward long-

term objectives while understanding how current decisions relate to historical 

patterns. The previous year serves as both prologue and reference point for 

interpreting current results within the broader context of organizational 

evolution. 

The closing of an accounting year provides a natural opportunity for financial 

system maintenance and improvement. Organizations often use the year-end 

period to review accounting policies, update chart of accounts structures, refine 

reporting formats, and enhance analytical capabilities. These improvements help 

in generating more meaningful comparative information for future periods 
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while addressing limitations identified during current reporting cycles. The focus 

on continual enhancement ensures that year-over-year financial analysis 

becomes increasingly valuable for decision-making and performance 

assessment. 

 TAXABLE AND GROSS TOTAL INCOME 

Gross Total Income (GTI) & Taxable Income are two main factors in 

determining amount of income tax owed. Gross total income was sum of all 

income under five categories of income—capital gains, income from other 

sources, profits & gains from business or profession, income from house 

property, & salaried income—prior to implementation of provisions for clubbing 

of income & set-off of losses. Clubbing of income occurs when a taxpayer's 

income is coupled with that of specific other individuals, like a spouse or a young 

child. One such clause that allows a taxpayer to offset losses from one source of 

income against income from another is set-off of losses provision. Gross total 

income is sum of taxpayer's earnings before any deductions are made. Taxable 

income is amount of money that is really subject to taxes. It is computed by 

subtracting eligible deductions specified in Chapter VI-A of Income Tax Act 

from gross total income. Contributions to several funds, payments for particular 

expenses, & investments in specific instruments are all eligible for these 

deductions. For instance, by investing in National Savings Certificates (NSC), 

Public Provident Funds (PPF), Equity Linked Savings Schemes (ELSS), & other 

similar products, taxpayers can lower their 
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taxable income under section 80CGross Total Income (GTI) & Taxable Income 

are two main factors in determining amount of income tax owed. Gross total  

income was sum of all income under five categories of income—capital gains, 

income from other sources, profits & gains from business or profession, income 

from house property, & salaried income—prior to implementation of provisions 

for clubbing of income & set-off of losses. Clubbing of income occurs when a 

taxpayer's income is coupled with that of specific other individuals, like a spouse 

or a young child. One such clause that allows a taxpayer to offset losses from 

one source of income against income from another is set-off of losses provision. 

Gross total income is sum of taxpayer's earnings before any deductions are made. 

Taxable income is amount of money that is really subject to taxes. It is computed 

by subtracting eligible deductions specified in Chapter VI-A of Income Tax Act 

from gross total income. Contributions to several funds, payments for particular 

expenses, & investments in specific instruments are all eligible for these 

deductions.  

For instance, by investing in National Savings Certificates (NSC), Public 

Provident Funds (PPF), Equity Linked Savings Schemes (ELSS), & other similar 

products, taxpayers can lower their taxable income under section 80C. Similarly, 

taxpayers can reduce their taxable income by paying health insurance premiums 

through Section 80D deductions. Income under five heads is added up, clubbing 

& set-off provisions are applied, & any deductions that are allowed are 

subtracted to determine taxable income. This is taxable amount for that year. 

applicable tax rates are then used to calculate income tax due. For appropriate 

income tax planning & tax compliance, it is essential to comprehend distinction 

between gross total income & taxable income. Taxpayers must take a closer look 

at eligible deductions with aim of minimizing their taxable income & thus tax 

liability. Understanding Taxable Income and Gross Total Income 

Taxable income and gross total income are fundamental concepts in taxation 

systems worldwide. These terms represent different stages in the process of 

determining how much tax an individual or entity must pay. While they may 
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seem similar, they have distinct meanings and implications for tax planning and 

compliance. 

Gross Total Income 

Gross total income, sometimes referred to as gross income or total income, 

represents the sum of all income received from various sources before any 

deductions or exemptions are applied. This comprehensive figure includes 

earnings from employment, business activities, investments, property, and other 

sources recognized by tax authorities. 

In most tax systems, income is categorized into specific "heads" or categories, 

each with its own rules for calculation and permitted deductions. For individuals, 

common income heads include salary income, business or professional income, 

capital gains, income from house property, and income from other sources such 

as interest, dividends, and royalties. The aggregation of income from all these 

sources, after applying specific deductions available under each head, constitutes 

the gross total income. 

For example, when calculating income from salary, certain allowances may be 

exempt from tax under specific conditions. Similarly, when computing business 

income, various business expenses are deductible before adding this income to 

other sources. The process involves calculating net income under each head 

independently by applying head-specific deductions, and then combining these 

figures to arrive at the gross total income. 

Taxable Income 

Taxable income, on the other hand, represents the amount on which tax is 

actually calculated after all permissible deductions, exemptions, and tax breaks 

have been subtracted from the gross total income. These deductions vary widely 

across different tax jurisdictions and may include items such as retirement 

contributions, healthcare expenses, educational expenses, charitable donations, 

and various other deductions designed to reduce tax liability based on 

government policy objectives.
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The relationship between these concepts follows a clear progression: first, 

income from all sources is aggregated to determine gross total income; then, 

additional deductions and exemptions are applied to arrive at taxable income; 

finally, the appropriate tax rates are applied to this taxable income to calculate 

the actual tax liability. 

The Process of Calculating Tax Liability 

The journey from income earned to tax paid typically follows these steps: 

1. Each source of income is calculated according to the rules specific to that 

category 

2. Category-specific deductions are applied to determine net income under 

each head 

3. These net incomes are combined to form the gross total income 

4. Additional deductions and exemptions available under tax laws are 

subtracted from gross total income 

5. The resulting figure is the taxable income 

6. Tax rates are applied to taxable income to determine tax liability 

7. Available tax credits are applied to reduce the final tax payment 

This progressive narrowing from gross receipts to taxable income reflects the tax 

policy objectives of governments, which often use the tax code to encourage 

certain behaviors (like charitable giving or retirement saving) while ensuring that 

the tax burden is distributed according to ability to pay. 

Income Categories and Their Treatment 

Different types of income may receive different tax treatments, reflecting various 

policy objectives. For instance: 

Earned income from employment or self-employment typically forms the bulk 

of taxable income for most individuals. This income is generally taxed at 
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progressive rates, meaning that higher income levels are subject to higher 

percentage rates of tax. Investment income, such as dividends, interest, and 

capital gains, may be taxed at different rates than earned income. In many 

jurisdictions, long-term capital gains receive preferential tax treatment to 

encourage investment. Passive income from rental properties or business 

activities in which the taxpayer does not materially participate often has specific 

rules for calculation and may be subject to additional taxes in some jurisdictions. 

Foreign income may be treated differently depending on whether the tax system 

operates on a worldwide or territorial basis, with various mechanisms like 

foreign tax credits designed to prevent double taxation. These varying treatments 

add complexity to tax systems but allow for more nuanced approaches to 

taxation based on the nature and source of income. 

Deductions and Their Impact 

Deductions play a crucial role in transforming gross total income into taxable 

income. They generally fall into two categories: 

Above-the-line deductions (or adjustments to income) are subtracted from gross 

income to calculate adjusted gross income. These deductions are available 

regardless of whether a taxpayer itemizes deductions or takes the standard 

deduction. Examples include certain retirement contributions, health insurance 

premiums for self-employed individuals, and student loan interest. 

Below-the-line deductions are subtracted from adjusted gross income to arrive 

at taxable income. Taxpayers typically must choose between itemizing these 

deductions (listing them individually) or taking a standard deduction amount. 

Itemized deductions often include mortgage interest, state and local taxes, 

charitable contributions, and medical expenses exceeding a certain percentage 

of income.
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The availability and limits on these deductions significantly impact the 

difference between gross total income and taxable income, and consequently, 

the effective tax rate paid by taxpayers. 

Tax Planning Considerations 

Understanding the relationship between gross total income and taxable income 

is essential for effective tax planning. Strategic decision-making can legitimately 

reduce the gap between these figures and minimize tax liability. 

Timing of income recognition can be an important factor, especially for those 

with variable income or discretion over when to realize certain gains. 

Accelerating or deferring income between tax years can help optimize tax 

positions. 

Maximizing available deductions through careful record-keeping and 

understanding of tax law provisions can significantly reduce taxable income. 

This might involve bunching deductible expenses into a single tax year to exceed 

thresholds for deductibility. 

Tax-advantaged accounts for retirement, education, or healthcare expenses offer 

ways to shield certain income or expenses from immediate taxation, affecting 

the calculation of both gross and taxable income. 

For business owners and self-employed individuals, the choice of business entity 

and compensation structures can have profound effects on how income is 

categorized and taxed. 

Tax Systems Around the World 

While the concepts of gross total income and taxable income are nearly 

universal, their specific definitions and the mechanisms for moving from one to 

the other vary considerably across different tax jurisdictions.
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In the United States, the Internal Revenue Code provides detailed rules for 

income recognition, permitted deductions, and calculation of tax liability. The 

system includes progressive tax brackets for ordinary income, preferential rates 

for qualified dividends and long-term capital gains, and various credits and 

deductions that can significantly reduce tax liability. The United Kingdom 

operates a somewhat similar system but with different rates, bands, and 

allowances. The UK distinguishes between savings income, non-savings 

income, and dividend income, each with its own set of rules and rates. Germany 

employs a comprehensive income tax system that aggregates income from 

various sources but applies special rules to certain types of income. The system 

includes a basic personal allowance and various deductions for special expenses. 

In Australia, the tax system includes a tax-free threshold, above which 

progressive rates apply. The Australian system includes various offsets (similar 

to tax credits) and deductions that reduce taxable income. 

Japan's income tax system categorizes income into ten different types, each with 

specific rules for calculation. The system includes both a national income tax 

with progressive rates and a local inhabitant tax. 

These variations reflect different social policies, economic objectives, and 

historical developments in each country's approach to taxation. 

The Role of Exemptions 

Tax exemptions differ from deductions in that they exclude certain income from 

taxation altogether, rather than reducing the amount of income subject to tax. 

Exemptions directly impact the calculation of gross total income by removing 

qualifying income from consideration.
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Common exemptions might include: 

1. Income received from certain government benefits or welfare programs 

2. Life insurance proceeds received due to the death of the insured 

3. Gifts and inheritances (though these may be subject to different taxes) 

4. Municipal bond interest (in some jurisdictions) 

5. Foreign earned income (up to certain limits in some countries) 

These exemptions often reflect policy decisions about what types of income 

should be shielded from taxation, either for social welfare reasons or to 

encourage certain behaviors. 

Progressive Taxation and Tax Brackets 

Most advanced economies employ progressive taxation systems, where higher 

levels of income are taxed at higher percentage rates. This is implemented 

through tax brackets, which specify the rate applicable to each portion of taxable 

income. 

It's important to note that tax brackets apply marginally, meaning that when 

income crosses into a higher bracket, only the portion within that bracket is taxed 

at the higher rate. This is sometimes misunderstood by taxpayers who fear that 

earning additional income might result in a lower after-tax amount due to 

moving into a higher bracket. 

The progressive nature of tax systems means that the effective tax rate (the ratio 

of total tax paid to total income) is generally lower than the marginal tax rate 

(the rate applied to the last dollar earned). The gap between gross total income 

and taxable income further reduces the effective tax rate, as tax is only calculated 

on the taxable portion.

Basic 

Concepts & 

Bases of 

Charge 

MATS Centre for Distance and Online Education, MATS University



30 
 

Tax Credits vs. Deductions 

While deductions reduce taxable income, tax credits directly reduce tax liability. 

A $1,000 deduction reduces taxable income by $1,000, saving a taxpayer in the 

25% bracket $250. In contrast, a $1,000 tax credit reduces the actual tax bill by 

$1,000, regardless of tax bracket. Credits may be refundable (potentially 

resulting in a payment to the taxpayer if the credit exceeds tax liability) or non-

refundable (limited to reducing tax liability to zero). Examples include credits 

for dependent children, education expenses, adoption expenses, and energy-

efficient home improvements. The availability of both deductions (which affect 

the calculation of taxable income) and credits (which affect the calculation of 

tax liability) provides governments with flexible tools to implement tax policy 

objectives while maintaining the basic structure of the income tax system. 

Special Considerations for Business Income 

For business entities and self-employed individuals, the calculation of income 

for tax purposes involves additional complexities. Business income generally 

starts with gross revenue or receipts and is reduced by allowable business 

expenses to arrive at net business income, which then becomes part of gross total 

income. Allowable business expenses typically include costs directly related to 

the operation of the business, such as: 

● Cost of goods sold 

● Employee wages and benefits 

● Rent and utilities 

● Marketing and advertising 

● Professional services
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Depreciation of business assets 

The determination of which expenses are legitimate business deductions can be 

complex and often leads to disputes with tax authorities. Generally, expenses 

must be ordinary, necessary, and directly related to the business to be 

deductible. For businesses operated as pass-through entities (such as sole 

proprietorships, partnerships, and S corporations in the U.S.), business income 

flows through to the owners' personal tax returns, becoming part of their gross 

total income. In contrast, C corporations are taxed separately as entities, with 

dividends paid to shareholders potentially subject to a second layer of taxation. 

International Taxation and Double Taxation 

In our globally connected economy, income earned across international borders 

raises additional complexities in determining gross total income and taxable 

income. Countries approach the taxation of foreign income differently: 

● Worldwide taxation systems tax residents on their global income, regardless of 

where it is earned 

● Territorial taxation systems primarily tax income earned within the country's 

borders 

● To prevent double taxation of the same income, various mechanisms exist: 

Foreign tax credits allow taxes paid to foreign governments to offset domestic 

tax liability on the same income Tax treaties between countries establish rules 

for which nation has primary taxing authority over different types of income 

Exemption systems exclude certain foreign income from domestic taxation 

altogetherThese international tax considerations can significantly affect the 

calculation of both gross total income and taxable income for individuals and 

businesses with cross-border activities.
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Unit 3 Tax avoidance, Tax Planning 

Tax Avoidance vs. Tax Evasion 

The gap between gross total income and taxable income creates opportunities 

for tax planning, which may range from legitimate tax avoidance to illegal tax 

evasion: 

Tax avoidance involves legal methods of reducing tax liability by taking 

advantage of provisions in tax law, such as maximizing deductions, timing 

income recognition strategically, and utilizing tax-advantaged investments and 

accounts. 

Tax evasion, in contrast, involves illegal methods of reducing tax liability, such 

as failing to report income, claiming fictitious deductions, or hiding assets in 

undisclosed accounts. Tax evasion can result in severe civil penalties and 

criminal prosecution. 

The distinction between avoidance and evasion is sometimes described as "the 

thickness of a prison wall," highlighting the important legal and ethical 

boundaries that separate legitimate tax planning from criminal behavior. 

Tax authorities worldwide have increased cooperation and information sharing 

to combat aggressive tax avoidance and evasion, particularly by multinational 

corporations and high-net-worth individuals. This has led to greater transparency 

requirements and anti-avoidance rules that may limit certain tax planning 

strategies. 

Record-Keeping Requirements 

Accurate determination of both gross total income and taxable income depends on proper 

record-keeping. Tax authorities typically require taxpayers to maintain records that 

substantiate: 

Income received from all sources, Expenses claimed as deductions
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1. The basis of assets for calculating gains or losses 

2. Documentation supporting credits and exemptions claimed 

The required retention period for these records varies by jurisdiction but 

typically ranges from three to seven years after filing the relevant tax return. For 

certain assets and transactions, records may need to be kept much longer – 

potentially for the entire period of ownership plus the applicable statute of 

limitations period after disposal. 

Electronic record-keeping has become increasingly common and is generally 

accepted by tax authorities, provided the electronic records meet requirements 

for accuracy, reliability, and accessibility. 

The Evolution of Tax Systems 

Tax systems evolve constantly as governments respond to changing economic 

conditions, social priorities, and political pressures. This evolution affects the 

definition and calculation of both gross total income and taxable income. 

Recent trends in tax system development include: 

1. Simplification efforts to reduce complexity and compliance costs 

2. Broadening the tax base by limiting exemptions and deductions while 

lowering rates 

3. Increased use of technology for tax administration and compliance 

4. Greater international cooperation to address tax avoidance and evasion 

5. Integration of environmental and social objectives into tax policy 

These changes reflect the ongoing tension between the goals of raising revenue 

efficiently, distributing the tax burden fairly, and using the tax system to 

influence economic and social behavior.
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The Impact of Inflation 

Inflation can significantly affect the real burden of taxation if tax systems are not 

properly adjusted. Without indexation of tax brackets, exemptions, and 

deductions, "bracket creep" occurs – taxpayers are pushed into higher tax 

brackets as their nominal income increases with inflation, even though their real 

purchasing power remains unchanged. 

Many advanced tax systems now include automatic inflation adjustments for key 

parameters such as: 

Tax bracket thresholds 

Standard deduction amounts 

Personal exemption values 

Contribution limits for tax-advantaged accounts 

Phase-out thresholds for various credits and deductions 

These adjustments help maintain the intended progressivity of the tax system 

and prevent unlegislated tax increases due to inflation. 

Tax Policy Objectives 

The structure of tax systems, including the rules for determining gross total 

income and taxable income, reflects various policy objectives that may 

sometimes conflict: 

Revenue generation is the primary purpose of taxation, providing funds for 

government services and operations. 

Economic efficiency concerns how taxes affect economic decisions and overall 

productivity. Well-designed tax systems minimize distortions in economic 

behavior.
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Equity or fairness in taxation has both horizontal dimensions (similar treatment 

of similarly situated taxpayers) and vertical dimensions (appropriate 

differentiation based on ability to pay). 

Simplicity and administrability affect compliance costs for taxpayers and 

enforcement costs for tax authorities. 

Economic stabilization may be pursued through counter-cyclical tax policies that 

stimulate spending during downturns or restrain it during booms. 

Specific behavioral incentives, such as encouraging homeownership, charitable 

giving, retirement saving, or environmental protection, are often built into tax 

systems. 

The relative priority given to these objectives varies across jurisdictions and over 

time, leading to different approaches to defining and taxing income. 

Social Security and Medicare Taxes 

In many countries, social insurance programs like Social Security and Medicare 

in the United States are funded through separate payroll taxes. These taxes often 

have different bases than income taxes: 

They may apply to earned income only, excluding investment income They may 

have different thresholds and caps than income taxes They are typically flat-rate 

rather than progressive They may be shared between employers and employees 

While these taxes represent a significant portion of the overall tax burden for 

many individuals, they are generally calculated separately from income taxes 

and may not directly relate to the concepts of gross total income and taxable 

income discussed above.
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Tax Return Filing and Compliance 

The practical application of the concepts of gross total income and taxable 

income occurs through the tax return filing process. Tax returns serve multiple 

purposes: 

They provide taxpayers with a structured method to calculate their tax liability 

They create a record of compliance with tax laws They facilitate verification and 

enforcement activities by tax authorities They generate data that informs tax 

policy development 

The complexity of tax returns varies widely across jurisdictions, reflecting 

differences in tax system design. Some countries have moved toward simplified 

filing processes, including pre-filled returns based on information already 

available to tax authorities. 

Compliance with tax laws involves not only accurate reporting of income and 

claims for deductions but also timely filing and payment. Penalties for non-

compliance typically include interest on unpaid taxes, monetary penalties based 

on the amount of underreported tax, and potential criminal sanctions for 

fraudulent behavior. 

Conclusion 

The concepts of gross total income and taxable income are central to the 

operation of income tax systems worldwide. The process of moving from total 

earnings to taxable income reflects both technical tax considerations and broader 

policy objectives. 

Understanding these concepts and their relationship is essential for effective tax 

planning, compliance with tax obligations, and informed participation in debates 

about tax policy. As tax systems continue to evolve in response to changing 

economic conditions and policy priorities, the specific rules for calculating gross 

total income and taxable income will also change, but the 
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fundamental structure of income taxation is likely to remain based on these core 

concepts. 

Whether you're a taxpayer seeking to minimize your tax liability legally, a policy 

maker evaluating potential tax reforms, or simply a citizen trying to understand 

how the tax system works, a clear grasp of the distinction between gross total 

income and taxable income provides an essential foundation for navigating the 

complex world of taxation. 

A PERSON UNDER INCOME TAX ACT 

According to Income Tax Act, a "person" can refer to a wide range of entities 

that are liable for income taxes. When figuring out who is liable for income tax, 

this definition is essential. definition of "person" in section 2(31) of Income Tax 

Act includes a local government, an individual, a Hindu Undivided Family 

(HUF), a business, a firm, an association of persons (AOP), or a body of 

individuals (BOI), whether or not it is incorporated. # A Person Under Income 

Tax Act 

Introduction to the Concept of a Person in Taxation 

The concept of a "person" holds paramount importance within the framework of 

income tax legislation worldwide. Under most income tax laws, including 

prominent systems like those in India, the United States, the United Kingdom, 

and other jurisdictions, the term "person" serves as a foundational element that 

determines who bears tax liability. Rather than being limited to natural human 

beings, the definition of a person for tax purposes typically encompasses a broad 

spectrum of entities capable of earning income, holding assets, and creating tax 

obligations. This expanded definition reflects the complex economic realities of 

modern society, where income is generated and wealth is held not only by 

individuals but also by various forms of collective organizations. The precise 

definition varies across different jurisdictions, but generally includes natural 

persons (individuals), companies or corporations, firms, associations of persons 

whether incorporated or not, local authorities, 
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and artificial juridical persons not falling within any of the preceding categories. 

This comprehensive approach ensures that all economic actors with the capacity 

to generate income are brought within the tax net, preventing tax avoidance 

through entity classification manipulation. The specific attributes, rights, 

responsibilities, and tax treatment of each category of "person" are typically 

delineated in detail within the respective tax codes, creating a sophisticated 

framework that attempts to balance revenue collection with economic 

efficiency, administrative practicality, and perceptions of fairness. 

Understanding who qualifies as a "person" under tax law is therefore not merely 

a theoretical exercise but a practical necessity for determining tax filing 

requirements, calculating tax liabilities, and ensuring compliance with 

increasingly complex national and international tax regulations. 
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UNIT 4 Residence & Tax Liability (Basis of Charge) 

Natural Persons as Taxpayers 

Natural persons—individual human beings—form the most fundamental 

category of taxpayers under almost all income tax systems globally. The tax 

treatment of natural persons typically incorporates considerations of their 

personal circumstances, family obligations, basic subsistence needs, and ability 

to pay. Most tax systems recognize that individuals require a certain minimum 

level of income for basic necessities before being subjected to taxation, 

implementing this recognition through mechanisms such as basic exemption 

limits, standard deductions, or personal allowances. The tax liability of natural 

persons is generally determined based on their residential status, which creates 

different levels of tax obligations depending on the individual's connection to 

the taxing jurisdiction. Commonly, tax systems classify individuals as residents, 

non-residents, or in some jurisdictions, categories like "resident but not 

ordinarily resident" or "deemed residents," with each classification carrying 

distinct tax implications regarding which income is subject to domestic taxation. 

For residents, global income is typically taxable, while non-residents are usually 

taxed only on income sourced within the taxing 
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jurisdiction. The determination of residential status itself varies across countries 

but commonly incorporates physical presence tests (such as the number of days 

spent in the country during the tax year), permanent home criteria, personal and 

economic relations tests (sometimes called the "center of vital interests"), 

habitual abode assessments, and nationality or citizenship considerations. 

Beyond residential status, the tax treatment of natural persons is often influenced 

by factors such as age (with special provisions for minors, young adults, and 

seniors), disability status, marital status (with potential joint filing options or 

marriage penalties/bonuses), family size (through dependent deductions or 

credits), and employment status (with different rules for employees versus self-

employed individuals). Many tax systems also incorporate progressive rate 

structures for natural persons, where higher income levels are subject to higher 

marginal tax rates, reflecting the principle that tax burden should increase with 

ability to pay. 

Hindu Undivided Family as a Unique Entity 

The Hindu Undivided Family (HUF) represents a distinctive entity recognized 

under the tax laws of countries with significant Hindu populations, most notably 

India. This ancient familial arrangement, with roots in Hindu personal law, is 

treated as a separate taxable entity distinct from its members. A HUF comprises 

all persons lineally descended from a common ancestor, including their wives 

and unmarried daughters. The unique feature of a HUF is that it represents a 

family unit that holds and manages joint family property across generations, with 

property rights flowing not from contractual arrangements but from birth into 

the family. The HUF is managed by the "Karta," typically the eldest male 

member, who has special powers and responsibilities regarding family property 

management. As a separate taxpayer, the HUF receives its own Permanent 

Account Number (in India) and files independent tax returns. Income earned 

from HUF assets and investments is taxed in the hands of the HUF at the rates 

applicable to individuals, not attributable or taxable to 
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individual members. The formal creation of a HUF for tax purposes generally 

requires evidence of joint family property, though in some interpretations, a 

HUF exists by operation of law upon marriage within the Hindu system. The 

HUF can receive property through various means: ancestral property 

inheritance, partition of a larger HUF, gifts from relatives, or in some 

circumstances, contributions from members. The tax advantages of the HUF 

structure include essentially creating a separate tax entity with its own basic 

exemption limit and progressive tax slabs, effectively allowing family income 

to be split for tax purposes. However, various tax law amendments over the years 

have reduced some of the more generous tax planning opportunities previously 

available through HUFs. The continued recognition of HUFs as separate taxable 

entities represents an interesting accommodation of traditional cultural and 

familial arrangements within modern tax systems, though its relevance has 

diminished somewhat with evolving social structures and family arrangements 

in contemporary society. 

Companies and Corporate Entities 

Corporate entities constitute a vital category of "persons" under tax laws 

worldwide, with their treatment reflecting both their economic significance and 

their unique legal characteristics. Unlike natural persons, companies are 

artificial legal entities created under corporate or company law, possessing 

separate legal personality distinct from their shareholders, perpetual succession 

regardless of changes in ownership, and limited liability that shields 

shareholders from the company's debts. For tax purposes, most jurisdictions 

classify companies based on various factors including their legal form (public 

limited companies, private limited companies, one-person companies), 

ownership structure (widely held, closely held, subsidiary, holding companies), 

purpose (profit or non-profit orientation), nationality (domestic or foreign), and 

listing status (listed or unlisted on stock exchanges). The classical system of 

corporate taxation involves potential "double taxation" where corporate profits 
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are first taxed at the corporate level and then again when distributed as dividends 

to shareholders. Many jurisdictions have implemented mechanisms to mitigate 

this double taxation, including dividend imputation systems (providing 

shareholders with credits for taxes paid at the corporate level), reduced tax rates 

on dividend income, dividend exclusion systems, or split-rate systems with 

lower rates on distributed profits. Corporate tax rates vary significantly across 

jurisdictions, influenced by domestic policy objectives and international tax 

competition. Companies typically face different tax accounting rules than 

individuals, including specific regulations regarding depreciation, inventory 

valuation, loss carryforwards and carrybacks, and transfer pricing for intra-group 

transactions. The taxation of international corporate operations presents 

particular complexities, including source and residence rules, foreign tax credit 

systems, controlled foreign corporation provisions, and an evolving international 

tax architecture attempting to address base erosion and profit shifting. Many 

jurisdictions also maintain special provisions for small businesses, including 

simplified accounting methods, reduced rates, or special deductions, recognizing 

their distinct economic characteristics and compliance capabilities. Unlike most 

individuals, companies almost universally face additional tax compliance 

obligations, including contemporaneous documentation requirements, advance 

tax payments, withholding tax responsibilities, and in some cases, public 

disclosure of tax information. 

Partnerships and Their Tax Treatment 

Partnerships represent a distinct category of persons under most tax systems, 

characterized by their hybrid nature that combines elements of both aggregate 

(looking through to the partners) and entity (treating the partnership as a separate 

unit) approaches. The traditional partnership, formed when two or more persons 

combine their resources and skills to conduct business together with profit-

sharing intent, typically lacks separate legal personality in common law 

jurisdictions (though civil law countries often grant partnerships legal 

personality). For tax purposes, the treatment of partnerships varies significantly 

across jurisdictions, though the prevailing approach in many countries is 
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"fiscal transparency" or "pass-through taxation," where the partnership itself is 

not taxed as a separate entity; instead, the partners are taxed individually on their 

share of partnership income, regardless of whether profits are actually 

distributed. This approach allows business losses to flow through to partners, 

potentially offsetting other income on their personal tax returns. Many 

jurisdictions require partnerships to file information returns that report the 

partnership's income, deductions, credits, and other tax attributes, along with the 

allocation of these items among partners, though these filings do not typically 

result in entity-level tax assessment. The allocation of income and other tax 

attributes among partners generally follows the partnership agreement, though 

tax authorities may scrutinize and potentially reject allocations that lack 

"substantial economic effect" or appear motivated primarily by tax avoidance. 

Special rules often govern the tax treatment of partnership formations, partner 

contributions, distributions, sales of partnership interests, and partnership 

terminations. Many jurisdictions have evolved more complex partnership 

taxation rules for special situations, including publicly traded partnerships 

(sometimes taxed as corporations), limited partnerships (with different rules for 

general versus limited partners), and service partnerships in professional fields. 

International partnerships present additional complexities, including 

determining the appropriate classification of foreign entities that may not 

precisely match domestic partnership forms, addressing potential conflicts in 

entity classification across jurisdictions, and applying tax treaty provisions to 

partnership situations. The flexibility of partnership taxation makes this form 

attractive for many business arrangements, though this same flexibility has 

sometimes led to complex anti-avoidance rules designed to prevent abuse of the 

pass-through model for tax avoidance purposes. 

Limited Liability Partnerships 

Limited Liability Partnerships (LLPs) represent a relatively recent innovation in 

business organization, combining the operational flexibility and tax treatment of 

traditional partnerships with the limited liability protection characteristic of 

corporations. First developed in the United States during the 
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1990s and subsequently adopted in various forms across numerous jurisdictions, 

LLPs were initially designed primarily for professional service firms seeking 

liability protection without corporate double taxation. Unlike traditional 

partnerships where partners have unlimited joint and several liability for 

partnership obligations, in an LLP, partners are generally shielded from personal 

liability for the negligence, wrongful acts, or misconduct of other partners or 

employees not under their direct supervision. The precise degree of liability 

protection varies by jurisdiction, with some offering protection only against 

professional negligence claims while others provide broader protection similar 

to that of corporations. From a tax perspective, most jurisdictions treat LLPs as 

pass-through entities similar to conventional partnerships, with income and 

losses flowing through to the partners rather than being taxed at the entity level. 

This treatment allows LLPs to avoid the potential double taxation issue faced by 

corporations while still providing substantial liability protection. Formation 

requirements for LLPs typically include registration with the appropriate 

governmental authority, maintenance of specified insurance coverage in some 

jurisdictions, and compliance with professional regulations when the LLP 

operates in regulated fields such as law, accounting, or medicine. The 

governance of LLPs generally follows partnership principles, with management 

rights distributed among partners according to the partnership agreement, though 

some jurisdictions impose certain statutory governance requirements. Many 

jurisdictions impose special disclosure and transparency obligations on LLPs, 

including requirements to identify partners, disclose financial information, and 

maintain appropriate reserves. The LLP structure has proven particularly popular 

among professional service providers, knowledge-based businesses, and 

collaborative ventures where participants seek to combine resources while 

maintaining individual liability protection and tax efficiency. The continued 

evolution of LLP legislation across jurisdictions reflects ongoing efforts to 

balance the benefits of organizational flexibility and limited liability with 

appropriate protections for clients, customers, and the public.
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Associations of Persons and Bodies of Individuals 

Associations of Persons (AOPs) and Bodies of Individuals (BOIs) represent 

distinct categories of taxable entities recognized in various tax jurisdictions, 

particularly in countries influenced by the British legal tradition such as India. 

These entities occupy a unique position in the taxonomy of taxable persons, 

existing in the space between formal partnerships and incorporated entities. An 

Association of Persons typically refers to two or more persons who join together 

for a common purpose or common action with the object of producing income, 

profits, or gains. Unlike a partnership which requires a business purpose and 

profit motive, an AOP can be formed for any joint enterprise that generates 

income. The members of an AOP can be individuals, companies, firms, or other 

entities, allowing for heterogeneous composition. Bodies of Individuals, in 

contrast, are more narrowly defined and typically consist only of individual 

persons who come together for a common purpose of income generation. The 

distinction between AOPs and BOIs lies primarily in the nature of their 

membership rather than their functional purpose or tax treatment. Both entities 

are generally taxed as separate persons, with tax assessments made on the 

association or body as a whole, not on individual members. However, the 

specific tax rates, thresholds, and provisions applicable to AOPs and BOIs vary 

by jurisdiction. In many tax systems, if shares of members are determinate and 

ascertainable, income may be assessed in the hands of individual members; 

otherwise, the entire income is taxed in the hands of the AOP or BOI. These 

entities frequently arise in situations involving joint ownership of property, co-

heirs inheriting estate property, family members pooling resources for 

investment, or informal business collaborations that don't rise to the level of 

formal partnerships. The tax treatment of AOPs and BOIs often includes special 

provisions regarding the allocation of income among members, the 

characterization of distributions to 
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members, and the interaction with members' individual tax situations. Some 

jurisdictions have implemented anti-avoidance provisions to prevent the use of 

these entities for income-splitting arrangements designed primarily to reduce 

overall tax liability. The continued recognition of AOPs and BOIs as distinct 

taxable entities reflects the need for tax systems to accommodate various forms 

of economic collaboration that may not fit neatly within more structured 

organizational categories, though their relative importance varies significantly 

across different tax jurisdictions. 

Artificial Juridical Persons 

Artificial Juridical Persons represent a catch-all category in many tax systems, 

encompassing legal entities that possess distinct identity and tax liability but do 

not fall within the more commonly defined categories of individuals, companies, 

partnerships, or associations. These entities, while not natural persons, are 

recognized by law as having legal personality and the capacity to hold property, 

enter contracts, sue and be sued, and bear tax obligations separate from their 

members, beneficiaries, or controllers. Common examples include statutory 

corporations established by specific legislative acts rather than general company 

law (such as public utilities, national banks, or special purpose governmental 

entities), registered societies or clubs, charitable or religious trusts, universities 

and educational institutions with autonomous status, local authorities such as 

municipalities or district councils, cooperative societies established under 

cooperative society laws, and deities or idol-based trusts in jurisdictions that 

recognize such entities. The tax treatment of artificial juridical persons varies 

widely depending on their nature, purpose, and the specific provisions of the 

relevant tax code. Many educational, religious, or charitable institutions within 

this category receive preferential tax treatment or exemptions based on their non-

profit objectives and social benefits, though such preferences typically come 

with restrictions on commercial activities and private benefit. Government-

owned corporations and state enterprises usually 
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have specialized tax regimes reflecting their public ownership and policy 

objectives. The taxation of these entities often involves complex questions 

regarding their essential character, the source and application of their funds, and 

their relationship with government, private beneficiaries, or the public at large. 

Many tax systems include specific provisions addressing the unique 

circumstances of particular types of artificial juridical persons, creating what 

amounts to specialized mini-tax regimes within the broader framework of 

income taxation. As with other non-individual taxpayers, artificial juridical 

persons typically face distinct compliance obligations, including specialized 

registration requirements, specific accounting methods, and particular filing 

schedules. The taxation of these entities often involves interesting questions at 

the intersection of tax law, administrative law, trust law, and constitutional 

principles regarding state power and private rights. The treatment of artificial 

juridical persons continues to evolve as economic arrangements grow more 

complex and as social institutions take on increasingly diverse forms beyond 

traditional categories of business enterprise. 

Trusts and Their Taxation 

Trusts represent sophisticated legal arrangements that present unique challenges 

for tax systems worldwide. A trust is created when a person (the settlor or 

grantor) transfers property to another person or entity (the trustee) to hold and 

manage for the benefit of specified beneficiaries or purposes. This tripartite 

relationship creates complex questions regarding which party should bear tax 

liability on trust income and assets. Most tax jurisdictions adopt one of several 

approaches to trust taxation: the trust may be treated as a separate taxable entity 

with its own filing and payment obligations; the income may be taxed to the 

beneficiaries when distributed or distributable; the income may be taxed to the 

settlor if certain control is retained; or some hybrid approach combining these 

elements may be applied. The classification of trusts for tax purposes typically 

depends on factors such as revocability (whether the settlor 
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retains the right to reclaim trust assets), the nature and timing of beneficiary 

interests (vested or contingent, present or future), the discretion granted to 

trustees regarding distributions, the location of trust administration, and the 

residence status of the various parties involved. Common categories include 

revocable versus irrevocable trusts, simple versus complex trusts, grantor versus 

non-grantor trusts, resident versus non-resident trusts, and specific purpose trusts 

such as charitable trusts, pension trusts, or investment trusts. The taxation of trust 

income generally follows different patterns depending on whether income is 

accumulated within the trust or distributed to beneficiaries, with many 

jurisdictions employing a system where distributed income is taxed to 

beneficiaries while accumulated income is taxed to the trust itself. Special anti-

avoidance provisions often apply to trusts, particularly regarding arrangements 

where settlors retain substantial control or benefit, attempts to use offshore trusts 

to shelter domestic income, generation-skipping transfers, or the use of 

discretionary powers to direct income to lower-taxed beneficiaries. Many 

jurisdictions also maintain specific regimes for particular types of trusts, such as 

charitable trusts (often tax-exempt subject to restrictions on activities and 

distributions), pension or retirement trusts (typically receiving favorable tax 

treatment to encourage retirement saving), real estate investment trusts (with 

special pass-through tax treatment), and business or trading trusts (sometimes 

taxed similarly to companies). The taxation of international trusts presents 

particular complexities, with potential for multiple taxation when settlor, 

trustees, beneficiaries, and trust assets are located in different jurisdictions, 

though tax treaties sometimes address these situations. The use of trusts for 

legitimate tax planning remains significant in many jurisdictions, though 

increasing regulation and transparency requirements have reduced some 

previously available advantages.
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Minors and Tax Liability 

The taxation of minors—individuals who have not reached the legal age of 

majority—presents distinctive challenges for tax systems, balancing recognition 

of minors' legal capacity to own property and earn income against practical 

concerns about their financial independence and potential for tax avoidance 

arrangements involving family members. Most tax jurisdictions acknowledge 

that minors can be taxpayers in their own right, particularly regarding income 

generated from property legally owned by them, earnings from employment or 

services, or investment returns on their assets. However, many tax systems 

incorporate special provisions to prevent income splitting among family 

members primarily for tax advantage, particularly when parents transfer income-

producing assets to their minor children while retaining effective control. 

Common approaches include "kiddie tax" provisions that tax unearned income 

of minors above certain thresholds at the parents' higher marginal rates, 

attribution or clubbing rules that assign certain income of minors back to their 

parents for tax purposes, or restrictions on deductions available against minors' 

income. The administration of minor taxpayers' obligations varies across 

jurisdictions, with approaches including allowing or requiring parents to include 

minors' income on parental returns, establishing separate filing requirements for 

minors with income above specified thresholds, or creating special simplified 

filing procedures for minor taxpayers. Many jurisdictions maintain exceptions 

to anti-avoidance provisions for certain situations, such as property received by 

minors through inheritance, court awards for personal injuries, or gifts from non-

parental relatives. Special considerations often apply to earned income from 

employment or services personally rendered by minors, which may receive more 

favorable treatment than passive investment income. The age at which regular 

adult tax rules fully apply varies by jurisdiction but typically coincides with the 

age of majority
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 (usually 18 or 21 years), though some tax provisions may continue to apply to 

young adults in educational settings. Trusts established for the benefit of minors 

receive varying tax treatment, with many jurisdictions offering specific trust 

structures (such as minor's trusts or Section 2503(c) trusts in the U.S.) designed 

to balance legitimate wealth transfer objectives with prevention of tax avoidance. 

The taxation of minors reflects broader societal views about family economic 

units, children's autonomy, and the appropriate boundaries of tax planning, with 

rules evolving as family structures and financial arrangements change over time. 

Non-Resident Persons 

The taxation of non-resident persons—those individuals and entities that lack 

sufficient connection to be considered tax residents but nevertheless derive 

income from sources within a jurisdiction—represents a crucial component of 

international tax systems. Most countries assert taxing rights over non-residents 

based on the source principle, taxing income that has sufficient connection to 

their territory even when the recipient lacks residential ties. The definition of 

non-resident status varies across jurisdictions but typically involves failing to 

meet physical presence thresholds, lacking a permanent home or center of vital 

interests in the country, or falling outside other residency criteria established in 

domestic tax law or applicable tax treaties. The scope of taxation for non-

residents is generally limited to income sourced within the taxing jurisdiction, in 

contrast to the worldwide taxation typically imposed on residents. Common 

categories of income subject to non-resident taxation include business profits 

attributable to a permanent establishment within the country, income from 

immovable property (real estate) located in the jurisdiction, employment income 

for work performed in the country, investment income (dividends, interest, 

royalties) from domestic payers, capital gains on domestic assets (particularly 

real property), and income from personal services performed within the country. 

The mechanisms for taxing non-residents often differ from those applied to 

residents, with greater reliance on withholding at source (requiring domestic 

payers to withhold tax and remit it to authorities) rather than assessment based 

on filed returns. Withholding
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 rates for non-residents are typically fixed and sometimes higher than the rates 

applicable to residents, though tax treaties frequently reduce these rates. Non-

residents generally receive more limited deductions and exemptions than 

residents, reflecting their more attenuated connection to the taxing jurisdiction 

and practical difficulties in verifying foreign expenses. Special rules often apply 

to particular categories of non-residents, including foreign corporations, non-

resident entertainers and athletes, students and trainees, diplomats and 

international organization employees, cross-border commuters, and seasonal 

workers. The taxation of non-residents is frequently modified by bilateral tax 

treaties, which typically allocate taxing rights between countries, reduce 

withholding tax rates, define when a permanent establishment exists, provide 

mechanisms for resolving residency conflicts, and establish procedures for 

administrative cooperation. Anti-avoidance measures focusing on non-residents 

have increased in recent years, including beneficial ownership requirements, 

limitations on treaty benefits, and greater scrutiny of arrangements that 

artificially avoid permanent establishment status. 

Representative Assessees and Agents 

The concept of representative assessees and agents addresses situations where 

income tax obligations are fulfilled not by the primary beneficiary of income but 

by another person who represents or manages the ultimate taxpayer's affairs. 

This mechanism exists in many tax systems to ensure effective tax collection 

when the actual beneficiary of income might be unable to directly comply with 

tax obligations due to absence from the jurisdiction, legal incapacity, or other 

circumstances. Common categories of representative assessees include 

guardians of minors or persons of unsound mind, trustees managing trust 

property, executors or administrators of deceased persons' estates, court-

appointed receivers for property under their management, agents of non-

residents regarding income sourced within the jurisdiction, managers or 

designated representatives of association of persons or bodies of individuals, 
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and persons holding assets on behalf of others. The representative assessee 

generally assumes the same tax obligations as the primary taxpayer would have 

faced, including filing returns, maintaining required records, paying assessed 

taxes, responding to notices from tax authorities, and potentially facing liability 

for penalties or interest on late or inadequate payments. Most tax systems specify 

that the representative's liability is limited to the extent of the assets of the 

primary taxpayer under their control, though this protection may be lost in cases 

of fraud, willful neglect, or gross negligence. The tax assessment process 

typically acknowledges the representative capacity, with tax proceedings 

conducted in the name of the ultimate beneficiary but with notices and demands 

directed to the representative. Representatives often face specific disclosure 

obligations regarding their capacity, the identity of the primary taxpayer, and the 

extent of assets under their control. The representative's own tax situation 

remains separate from that of the person they represent, though careful 

accounting may be required to distinguish funds held in different capacities. 

Special provisions often apply when multiple representatives exist for the same 

taxpayer or when the representative relationship changes during a tax period. 

The use of representatives for tax purposes facilitates taxation in situations where 

direct assessment of the ultimate beneficiary would be impractical or impossible, 

though it creates potential complexities regarding the precise scope of 

representative authority and liability. The concept plays a particularly important 

role in international taxation, where it provides a mechanism for ensuring 

compliance from non-residents who might otherwise remain beyond the 

practical reach of domestic tax authorities. 

Successor Entities in Amalgamations and Mergers 

The treatment of successor entities following corporate amalgamations, mergers, 

and reorganizations presents distinctive challenges for tax systems, which must 

balance respect for the separate legal personality of entities against economic 

substance and continuity of business operations. When corporations combine 

through statutory merger, amalgamation, or consolidation, the resulting entity 

generally assumes the tax attributes, obligations, and benefits 
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of its predecessors according to specific provisions in tax law. These provisions 

typically address the transfer of tax losses and credits from predecessor to 

successor entities (often with limitations based on continuity of business or 

ownership to prevent "loss trafficking"), the treatment of pre-combination tax 

installments and prepayments, responsibility for outstanding tax liabilities of 

predecessor entities, and the inheritance of tax accounting methods, depreciation 

schedules, and asset bases. The tax-free or tax-deferred reorganization 

provisions found in many jurisdictions allow business combinations to proceed 

without immediate tax consequences when they meet specified requirements 

regarding continuity of business purpose, continuity of interest by original 

shareholders, and sometimes continuity of business enterprise. These provisions 

recognize that internal restructurings and business combinations often represent 

changes in form rather than economic substance from a shareholder perspective. 

Many tax systems impose special filing requirements for reorganizations, 

including notification of the transaction to tax authorities, submission of merger 

plans or schemes of arrangement, filing of final returns for terminated entities, 

and specific disclosures regarding transferred tax attributes. When 

reorganizations cross international boundaries, additional complexities arise 

regarding the migration of tax residence, potential exit taxes on departing 

entities, treatment of foreign tax credits and attributes, and application of anti-

inversion rules designed to prevent artificial corporate expatriation. The tax 

treatment of shareholders in reorganizations typically parallels the treatment at 

the corporate level, with tax-deferred treatment for shareholders when the 

reorganization itself qualifies for non-recognition. Special provisions often 

govern particular scenarios such as downstream mergers (parent into 

subsidiary), upstream mergers (subsidiary into parent), brother-sister 

combinations, triangular mergers utilizing subsidiaries, and divisive 

reorganizations such as spin-offs and split-offs. As business organizations have 

grown more complex, tax provisions addressing reorganizations have similarly 

evolved, attempting to accommodate legitimate business restructuring needs 

while preventing transactions primarily motivated by tax avoidance. The 

taxation of successor entities represents an important area where form and 

substance considerations frequently intersect, with tax 
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systems increasingly looking to economic reality rather than mere legal 

formalities. 

Government Entities and Sovereign Bodies 

Government entities and sovereign bodies occupy a special position within 

income tax frameworks, reflecting their public nature and constitutional 

relationships. The general presumption in most tax systems is that the sovereign 

does not tax itself, leading to various forms of immunity or exemption for 

government entities. However, the precise scope and implementation of this 

principle varies significantly across jurisdictions and for different types of 

governmental organizations. Central or federal governments typically enjoy the 

broadest tax immunity, often based on constitutional principles of sovereign 

immunity or separation of powers rather than specific statutory exemptions. Sub-

national governments such as states, provinces, territories, and municipalities 

generally receive significant tax exemptions from higher levels of government, 

though the extent varies according to constitutional arrangements and 

intergovernmental relations in each country. Government-owned corporations 

and state enterprises present more complex questions, with tax treatment often 

depending on whether the entity performs governmental functions or 

commercial activities, with the latter increasingly subject to taxation to ensure 

competitive neutrality with private sector entities. Public service bodies such as 

educational institutions, healthcare organizations, and social welfare agencies 

typically receive favorable tax treatment, though the specific mechanism may 

involve either exemption as governmental entities or separate provisions for 

public benefit organizations. Sovereign wealth funds—government-owned 

investment vehicles managing state-owned assets—generally receive tax 

exemptions in their home countries and often benefit from special exemptions in 

foreign countries for their investment activities, though these foreign exemptions 

may be conditioned on reciprocal treatment or sovereign immunity principles. 

International organizations, including bodies like the United Nations, World 

Bank, and various regional organizations, typically receive tax exemptions based 

on headquarters agreements, founding treaties, or principles of international law.
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 Foreign governments and their integral parts generally receive exemptions for 

certain governmental activities and diplomatic functions based on sovereign 

immunity principles, diplomatic conventions, or specific treaty provisions, 

though commercial activities remain taxable in many jurisdictions. Public-

private partnerships and other hybrid arrangements involving governmental and 

private participation present particular challenges, with tax treatment often 

depending on the precise structuring of the arrangement and the allocation of 

risks, responsibilities, and benefits between the public and private partners. The 

taxation of government entities continues to evolve as the boundaries between 

public and private sectors become increasingly fluid and as competitive 

neutrality principles gain greater prominence in tax policy discussions. 

Cooperative Societies 

Cooperative societies represent distinct economic entities that combine elements 

of mutual association and business enterprise, characterized by member 

ownership, democratic governance (typically one member, one vote regardless 

of capital contribution), limited return on capital, and distribution of surpluses 

based on members' transactions with the cooperative rather than capital 

investment. The tax treatment of cooperatives reflects their unique character, 

with specific provisions in many jurisdictions addressing their particular 

circumstances. Unlike conventional corporations focused on maximizing 

shareholder value, cooperatives primarily aim to provide services to members at 

cost, with any surplus (roughly equivalent to profit in conventional businesses) 

either returned to members as patronage refunds based on their transactions with 

the cooperative, retained as collective reserves, or used for member education 

and community development. The core tax question for cooperatives concerns 

whether patronage-based returns to members should be taxed at the cooperative 

level, the member level, or both. Many jurisdictions adopt some version of a 

single-tax principle for genuine 
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member-based transactions, either by allowing cooperatives to deduct patronage 

distributions from their taxable income (taxation primarily at member level) or 

by exempting certain types of cooperatives from entity-level taxation on 

member-based operations (with taxation occurring when income reaches 

members). The tax treatment typically differs for different types of cooperatives, 

including consumer cooperatives (owned by customers), producer cooperatives 

(owned by suppliers such as farmers or artisans), worker cooperatives (owned 

by employees), housing cooperatives (owned by residents), credit unions and 

cooperative banks (owned by depositors and borrowers), and multi-stakeholder 

cooperatives combining different participant categories. Many jurisdictions 

distinguish between "true" cooperatives operating on strict cooperative 

principles and "for-profit" cooperatives that may use the cooperative form but 

operate more like conventional businesses, with more favorable tax treatment 

reserved for the former. Transactions between cooperatives and non-members 

typically receive conventional business tax treatment without special 

cooperative provisions. International operations of cooperatives present 

particular complexities, as the cooperative form receives different recognition 

and treatment across jurisdictions. Additionally, many cooperatives benefit from 

specific provisions addressing their capital formation challenges, including 

specialized deductions for additions to required reserves, favorable treatment for 

member loans to the cooperative, and special rules for handling cooperative 

equity instruments. As social economy organizations gain increasing 

recognition, many jurisdictions have introduced or maintained specialized tax 

regimes for cooperatives that acknowledge their distinct character and 

socioeconomic contributions. 

SELF-ASSESSMENT QUESTIONS 

Multiple-Choice Questions (MCQs)  

1. Which of following is NOT considered as "Income" under Income Tax Act? 

Salary received 

Gift from a friend exceeding ₹50,000 
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a) Loan taken from a bank 

b) Rental income from property 

2. Agricultural income is: 

a) Fully taxable 

b) Partially taxable 

c) Exempt from tax 

d) Taxable only if it exceeds ₹5,00,000 

3. Which of following is an example of Casual Income? 

a) Salary received by an employee 

b) Lottery winnings 

c) Income from a business 

d) Interest from a savings account 

4. Assessment Year refers to: 

a) year in which income is earned 

b) year in which income is assessed & taxed 

c) financial year from January to December 

d) year before financial year
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5. The difference between Gross Total Income & Taxable Income is: 

a) Gross Total Income includes all deductions 

b) Taxable Income is computed after deducting exemptions & deductions 

from Gross Total Income 

c) Gross Total Income is after tax deductions  

d) Both are same 

6. Which of following is an example of Tax Evasion? 

a) Investing in tax-saving instruments 

b) Not reporting cash transactions to evade tax 

c) Claiming deductions available under law 

d) Filing an income tax return on time 

7. Tax Avoidance refers to: 

a) Using illegal means to reduce tax liability 

b) Using legal loopholes to reduce tax burden 

c) Ethical tax planning 

d) Non-payment of tax 

8. Tax Planning is: 

a) Always illegal 

b) A method to maximize tax benefits within legal limits 

c) A method of hiding income 

d) same as tax evasion 

9. A person is considered a Resident in India if they stay in India for at 

least: 

a) 60 days in a financial year 

b) 182 days in a financial year 

c) 365 days in a financial year 

d) 240 days in a financial year
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10. A Non-Resident is taxed in India only on: 

a) Their global income 

b) Their income earned or received in India 

c) Their income earned outside India 

d) All sources of income 

11. A Not Ordinarily Resident (NOR) person is: 

a) Taxed only on Indian income 

b) Treated as a non-resident for tax purposes 

c) Taxed on Indian & certain foreign income 

d) Not required to file tax returns in India 

12. Which of following incomes is fully exempt from tax? 

a) Salary 

b) Agricultural Income 

c) Lottery winnings 

d) Business profits 

13. Which of following is NOT a tax-exempt income? 

a) Gifts from relatives 

b) Dividend received from an Indian company 

c) Interest on fixed deposits 

d) Allowance for foreign service 

14. Which section of Income Tax Act provides exemptions for certain 

incomes? 

a) Section 80C 

b) Section 10 

c) Section 192 

d) Section 234A 

15. Income earned by a member of HUF from family property is: 

a) Taxable under "Salaries" 

b) Exempt from tax 

c) Taxable under "Income from Other Sources" 

d) Taxable under "Income from House Property"
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Short Answer Questions (SAQs)  

1. Define "Income" as per Income Tax Act. 

2. Differentiate between Agricultural Income & Non-Agricultural Income. 

3. What is Casual Income? How is it taxed? 

4. Define terms "Assessment Year" & "Previous Year." 

5. What is difference between Gross Total Income & Taxable Income? 

6. Who is considered a "Person" under Income Tax Act? 

7. What is Tax Evasion? Give one example. 

8. Define categories of Residential Status under Income Tax Act. 

9. What is difference between Tax Avoidance & Tax Planning? 

10. Name any three types of income that are exempt from tax. 

Long Answer Questions (LAQs) 

1. Explain meaning of "Income" & describe different types of income under 

Income Tax Act. 

2. Discuss in detail difference between Agricultural Income & Non-

Agricultural Income with examples. 

3. Define Casual Income & explain its tax treatment with relevant provisions. 

4. Differentiate between Assessment Year & Previous Year with examples. 

5. Explain concept of Gross Total Income & Taxable Income. How are they 

computed? 

6. Discuss in detail definition of a "Person" under Income Tax Act & its 

categories. 

7. Explain Tax Evasion, Tax Avoidance, & Tax Planning with examples & 

their ethical implications. 

8. Describe Residential Status categories & their impact on tax liability in 

India. 

9. Explain Scope of Total Income & different bases of charge for taxation. 

10. List & explain any five types of income that are exempt from tax as per 

Income Tax Act.
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MODULE II INCOME FROM SALARIES 

 

Structure 

  Unit 5 Income from Salaries (Introduction) 

Unit 6 Allowances 

Unit 7 Perquisites 

 

 

OBJECTIVES 

● To know nature and treatment of salary income.  

● To examine allowances, perquisites, and deductions available to a 

salaried person 

● For calculation of taxable salary income 

UNIT 5  SALARY INCOME: DEFINITION AND 

CHARACTERISTICS 

Salary income is one of basic terms of personal finance & taxation. It refers to 

compensation paid to employee for rendering their services to employer. Wage 

is economic return for work, talent, and knowledge employed by individual 

worker, serving as foundation of economic security for countless people. So, in 

this heading, you will dig into absolute definition of what salary income is, what 

are its key characteristics, & be very specific about types of salary income like  

basic salary, allowances, & perquisites. Both employees & employers must 

grasp complexities of salary income since it significantly influences tax 

obligations, financial planning, & comprehensive compensation methods. 

Defining Salary Income 

Salary income is simply money paid by an employer to an employee in exchange 

for their labor. No, unlike a one-time payment, it is a recurring payment which 
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is formally made after a few two weeks or a month. What is important here is 

presence of an employer-employee relationship, with
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consequent right of control & direction of employee by employer. This is a 

relationship which sets salary income apart from other kinds of income, for 

instance, business income or professional fees, which result from independent 

pursuits. You worked for them for particular tasks or duties that they needed & 

added to overall company goal. concept of salary income itself is often generally 

defined in law, making definition much wider than basic monetary payment. It 

consists of allowances, perquisite, & retirement benefits, which together with 

basic pay form employee's total compensation package. Why is this important to 

note? Well, it is required for accurate calculation of tax liability & other 

purposes. definition also includes payments in substitution of salary (for 

example, severance payments & payments for unused leave). In all cases, this 

term refers not only to cash compensation but also to in-kind benefits, like free 

housing or a company car. 

Key Features of Salary Income 

There are a few key characteristic that differentiate salary income from other 

types of income. First of all, there must be an employer-employee relationship. 

This connection creates a distinction of power & a duty between both parties. 

In this kind of agreement, an employer can dictate how & when employee 

should work & employee is bound to act accordingly. Second, salary income is 

regular and periodic. Payments are commonly received on set intervals, 

resulting in consistent & reliable compensation for employee. Third, a 

contractual agreement typically governs terms & circumstances of work, 

including pay scale, benefits, & other employment-related issues. This 

document creates a legal relationship between employer & employee & clarifies 

& provides transparency in compensation. 

Salary income is then subject to taxes. As part of common practice known as 

TDS (tax deduction at source), employers are required to deduct tax at source 

(and then deposit it to tax authorities) in majority of jurisdictions that tax salary 

income. Depending on several factors, like employee’s income level & tax 

bracket, whether or not their pay income is subject to taxes, applicable tax laws, 

etc. So, the fifth point is that salary income counts as earned income as it is 

made from employee's work & effort. This set it apart from unearned 
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income like interest or dividends, which come from investments. Sixth, 

employees tend to have deductions & exemptions that they can use to lower 

their taxable income. This can include things like contributions to retirement 

funds, health insurance premiums, & other eligible expenses. All in all, there 

are a lot of protections for employee when getting salary income, they are in 

form of laws, rules, & regulations. These laws may also address minimum 

salaries, working hours, leave benefits, & other issues pertaining to employment. 

Components of Salary 

Salary is not a single thing; it consists of different parts that together make up a 

worker's overall pay. These elements can broadly be classified into basic pay, 

perquisites & allowances. 

Basic Salary 

The basic salary is about permanent component of salary income, which is the 

primary monetary payment to an employee's salaries. Usually a predefined 

component, settled during employment, it constitutes foundation for other 

salary components like allowances & pension. salary component based upon 

employee's role, experience, education & skills is often agreed upon based on 

labour market rates. This forms basis of a salary & offers employee a steady 

income stream. basic pay is often referred to in annual figures, which are then 

paid out monthly or over regular, shorter payment periods. June): TDA is 

subject to income tax and can also serve to calculate contributions to retirement 

funds & other statutory benefits. Promotions, performance appraisals, or cost-

of-living adjustments can lead to increases in a basic salary. Can however be 

confused with salary components like allowances & perquisites, given for 

certain purposes or are beyond basic salary. 

 Allowances 

Allowances are monetary payments given by employer to worker to cover 

certain requirements or work-related costs. These are typically added on top of 
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base pay & are meant to cover expenses that employee incurs while performing 

their duties or in connection with specific circumstances. In general, allowances 

fall into two categories: taxable allowances & non-taxable/partially taxable 

allowances. Taxable Allowances are fully taxable & will be treated by employee 

as salary income. These benefits include medical reimbursement, overtime 

compensation, dearness allowance, & city compensating allowance, among 

others. Employees receive DA in order to compensate for inflation & growing 

cost of living. Compensation for labor completed beyond regular working hours 

is known as overtime allowance. Employees who work in metropolitan or urban 

areas are eligible for City Compensatory Allowance (CCA) since living 

expenses there are higher than in rural areas. employee's medical expenses are 

covered by medical allowance.  

These allowances are either not taxable or partially taxable, meaning they are 

either completely exempt from taxes or exempt up to specified limit. House rent 

allowance (HRA), leave travel concession (LTC), & conveyance allowance are 

examples of common allowances. Employees receive a house rent allowance 

(HRA) to help with rent for their housing. Depending on employee's real rent, 

base pay, & place of residence, HRA exemption is calculated based on specific 

guidelines & upper limits. Employees who travel while on leave are 

compensated with leave travel concessions, or LTC. number of trips allowed & 

style of travel are among restrictions & conditions that apply to LTC exemption. 

It is reimbursement given for cost of transportation for workers who commute 

from their homes to their places of employment. Conditions apply, & 

conveyance allowance exemption is limited to actual expenses. 

 Perquisites 

The benefits or facilities that a business offers their employees in addition to 

their base pay & benefits are known as perks. They are also non-monetary gains 

that augment employee's complete compensation package Perquisites can be 

broadly classified into taxable & non-taxable perquisites. A taxable perquisite 

is one that is subject to income tax. Such perquisites include, but are not limited 

to, rent-free house, vehicle of company, interest-free or 
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concession loans, gifts or vouchers. employer furnishes employee with rent-free 

living quarters. This perquisite is valued for taxation purposes under prescribed 

manner at place of accommodation & relative to salary drawn by employee. A 

company car is provided to employee by employer for personal or official use. 

There are different methods to tax this perquisite based on size of car, purpose 

of use & who pays for maintenance, employee or employer. Employer gives 

interest-free or concession loan to their employees. perquisite valuation in such 

cases shall thus be difference of market interest rate & actual interest charged. 

Any gifts or vouchers given to an employee by employer become taxable 

provided the value of gift or voucher exceeds threshold limit. 

"Tax-free" refers to benefits that are not subject to income tax. These benefits 

include things like employer-sponsored hospitals, leisure activities, & employer-

sponsored provident funds. There are some restrictions on this, but generally 

speaking, medical benefits provided by employer to employees or their families 

are not taxable. Recreational facilities offered by employers, such gyms & sports 

clubs, are likewise tax-exempt. Up to a certain sum, employer's contributions to 

provident fund are tax-free. total amount of an employee's compensation 

package, which includes their base pay, benefits, & other items, is referred to as 

their salary income. These elements are taxed differently so know tax rules that 

apply. Understanding these elements will help individuals & organizations 

improve their financial planning and adhere to tax legislation. 

TREATMENT OF PROVIDENT FUND (PF) 

CONTRIBUTION 

For millions, Provident Funds (PFs) are bedrock of their financial security & 

retirement planning. In such systems, any demand for a savings culture in order 

to prepare for future eventualities takes form of a hybrid investment vehicle 

coupled with tax incentives. It is critical to know nuances of PF contributions, 

be it the EPF or PPF, in addition to their tax treatment when withdrawn for 

optimum financial planning. We'll go over these specifics in this chapter & offer 

you advice on how to maximize provident fund schemes. 

EPF (Employee Provident Fund) & PPF (Public Provident Fund)
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In many countries, two primary provident fund standing plans are Employee 

Provident Fund (EPF) & Public Provident Fund (PPF). Despite having same 

objectives of encouraging saving & providing financial stability, they target 

distinct demographics & are subject to different legal frameworks. 

Employee Provident Fund (EPF)  

For those who are paid a salary, EPF is a mandatory pension plan. Usually, a 

government-chartered agency that ensures accountability & openness runs it. A 

predetermined portion of worker's base pay plus dearness allowance (DA) is 

contributed to EPF account by both employer & employee. This bi-directional 

contribution mechanism facilitates gradual accumulation of a substantial corpus 

during an employee's career. EPF functions on basis of mandatory savings, 

whereby a significant percentage of an employee's income is allocated for 

retirement. contribution rate is generally set by regulations; therefore, a 

predictable savings pattern. money accumulated in EPF account also earns 

interest & is credited annually. interest rate is set by relevant regulator & is 

usually tied to the market rates. interest earned through this can lead to a 

sizeable corpus when combined with periodical investments to EPF. EPF has 

multiple benefits associated with it like tax benefits on contributions, interest 

earned & withdrawals (subject to certain conditions) etc Contributions made in 

accordance with applicable provisions of Income Tax Act may qualify employee 

for a tax deduction. EPF system is more appealing because interest received on 

EPF balance is tax-free. You have a more tax-advantaged choice because even 

withdrawals made after fulfilling specific requirements are tax-free. However, 

EPF does have certain restrictions. It is especially limited to salaried individuals 

so far, & excludes self-employed & unorganized sector workers. Moreover, 

withdrawing money from 401(k) plans is another exercise governed by certain 

restrictions & conditions that might limit access to funds before retirement. 

Furthermore, EPF interest rate is not fixed & can fluctuate affecting total 

returns. 

Public Provident Fund (PPF) The PPF, on other hand, is a voluntary savings 

plan available to everyone, including paid employees, independent contractors, 

& even minors. It is a government-sponsored plan that provides a secure & 
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trustworthy investment option. Individuals can make annual contributions to 

PPF within the prescribed limit, thereby instilling a habit of disciplined savings. 

With a 15-year maturity period, PPF works on the long savings concept. 

However, account is extendable in blocks of five years after maturity. PPF 

account is earning interest on contributions made, which gets credited every 

year. government sets interest rate & it is usually higher than what a regular 

savings account pays. PPF offers numerous advantages, like  tax advantages on 

contributions, interest, & withdrawals. According to applicable clause of income 

tax statute, amount deposited into PPF account is tax deductible. Because interest 

earned on PPF balance is exempt from income tax, it is also a tax-efficient 

investment option. maturity proceeds of PPF account are also tax-free, which 

increases tax benefit. Contributions can be made at any time up to annual ceiling 

under highly flexible PPF plan. option to make partial withdrawals after five 

years of account opening is another function it provides, providing liquidity in 

case of an emergency. Furthermore, PPF account can be shifted from one post 

office or bank to another, providing more convenience to account holder. PPF, 

however, has some limitations too. Annual contribution limit makes it 

impossible to invest more than scheme suggests. 15-year lock-in may also turn 

off other individuals who are looking for shorter-term investment options. Also, 

current interest rate of PPF is quite dynamic & may alter the end returns. 

Comparative Analysis: EPF vs. PPF 

Table : Comparison of EPF & PPF 

Feature EPF PPF 

Eligibility Salaried employees All individuals 

Contributio

n 
Mandatory (employee & employer) Voluntary 

Maturity 

Period 
Generally, at retirement 

15 years (extendable in blocks 

of 5 years) 

Tax 

Benefits 

Contributions, interest, & 

withdrawals (subject to conditions) 

are tax-exempt 

Contributions, interest, & 

withdrawals are tax-exempt 

Liquidity 
Limited withdrawals before 

retirement 

Partial withdrawals after 5 

years 

Flexibility Less flexible Highly flexible 

Interest 

Rate 
Determined by regulatory authority Determined by government 

Risk 
Relatively low (government-

regulated) 

Very low (government-

backed) 
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The EPF scheme, on other hand, provides tax benefits for deposits made to fund. 

EPF benefits should be harnessed by salaried employees & PPF can be used by 

self-employed & others to secure a financial future. The two schemes provide 

significant tax benefits & are excellent for long-term financial security.  

Cannot Withdraw Amount from PF Accounts Without Tax Implications: 

Provident fund withdrawal is one such case where difference is enormous, & 

subject of which will help you plan taxes better. PF schemes provide significant 

tax benefits when contributing & accumulating wealth, though withdrawal tax 

treatment must be understood through specific rules & regulations. Knowing 

these rules is critical to avoiding surprises at tax time. 

EPF Withdrawals: 

Most EPF withdrawals are tax-free subject to some conditions. Withdrawal after 

a term of five years of continuous service is most common condition. This 

period of service can cover employment with distinct employers, as long as EPF 

account is transferred without any interruptions. EPF balance withdrawn may be 

taxable if person has not completed five continuous years of service. deductible 

portion consists of employer's contributions & interest received on both 

employer's & employee's contributions. employee's contribution is not subject to 

taxes. This does have some exceptions though. For example, if someone resigns 

from their job because of medical emergency or for marriage or education, 

withdrawals made in such cases are exempt from tax, even though they have not 

completed 5 years of service. exemptions come with certain conditions & 

documentation needed to qualify for them. After death of an employee, nominee 

or legal heir is paid EPF balance, which is tax-free, no matter what service 

period was. Transfer of EPF balance from one account to another is not a 

withdrawal & hence, it is not taxable. This allows employees to take their PF 

balances with them on changing jobs without having to pay a tax on it.
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PPF Withdrawals: 

PPF withdrawals are fully exempt from tax, irrespective of basis for withdrawal 

& holding period. The PPF account maturity proceeds, which includes principal 

amount & interest earned, are 100% tax-free. Partial withdrawal from PPF 

account is permitted only after five years of opening account. Withdrawals 

from them are also tax-free. Nonetheless, the available withdrawal is limited to 

some extent. PPF balance is paid to nominee or legal heir in case of account 

holder's death & it is tax-free. 

Tax Deductions & Exemptions: 

The exit phase of PF programs offers additional tax benefits. EPF & PPF 

contributions are tax deductible during contribution phase in accordance with 

applicable provisions of Income Tax Act. It lowers the income value of person 

which produces tax savings. In addition, these schemes are also tax efficient as 

the interest accrued on PF balance is also tax exempt. This exemption is valid 

for both EPF & PPF accounts. However, it is worth mentioning that tax benefits 

come with limits & conditions. An individual should seek advice from a tax 

advisor on what rules & regulations may apply. 

Documentation & Compliance: 

By maintaining proper documentation & complying with respective rules & 

regulations, individuals can avoid complications relating taxation aspect & 

ensure smooth PF withdrawals This involves keeping precise records of 

contributions, interest accrued & withdrawals. Individuals should also ensure 

that their KYC with PF authorities is updated. This will ensure smooth 

transactions & prevent any delay in withdrawals. It is advisable to contact PF 

authorities or a tax advisor for clarity, in case of any discrepancies or queries. 

Navigating Complexities: 

PF Withdrawal tax implications are similar to housing complex. Everyone's 

situation is unique so individuals should always contact a tax advisor or 

financial planner for guidance on laws & regulations that apply to their 
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circumstances. A tax advisor can help with tax planning so that individuals can 

take maximum benefit out of PF schemes while taking minimum tax liability 

exposure. integration of PF with savings & retirement goals is crucial, & 

financial planners can work closely with individuals to come to best solution for 

their unique situation. Due to complexity around taxation for initial contributions 

to provident fund, it makes for good discussion. Utilizing advantages of EPF and 

PPF schemes 
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UNIT 6 ALLOWANCES & THEIR TREATMENT FOR 

TAX PURPOSES 

Understanding how allowances are treated in relation to income tax is crucial for 

both employers & employees. In addition to employee's regular pay, employer 

may give them an allowance to cover expenses directly associated with 

performing their duties. However, type & purpose of these allowances determine 

how taxable they are. This chapter aims to raise a taxpayer's awareness of many 

allowances that are granted to them, relevance of income tax Act's provisions 

pertaining to these allowances, & other related topics. 

Fully Taxable Allowances 

Payments that are part of an employee's salary & are subject to full taxation with 

no exemptions or deductions are known as fully taxable allowances. These 

advantages would essentially be considered extra compensation, & as such, they 

would be counted against income for taxation. This is supported by fact that 

these perks are seen as extra cash in employee's possession & have nothing to 

do with specific costs incurred in carrying out official duties. dearness allowance 

(DA) is a well-known illustration of a fully taxable allowance. An employee 

receives a dearness allowance (DA) to offset impact of inflation on their earning 

potential. When prices increase, this cost-of-living adjustment is meant to make 

up for loss of actual wages. DA is a component of employee salaries & is 

therefore fully taxed. It is not linked to any specific expense & is intended to 

offset general price increases. An employee's entire DA is taxed in accordance 

with relevant income tax slab after being added to their gross wage. Another 

popular type of completely taxed allowance is 
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overtime allowance. Employees that work past their regular working hours are 

eligible to get this stipend. concept of taxing overtime allowance is based on 

fact that it is compensation for extra work done, so it is treated as an increase in 

income & tax is levied on it. Every rupee employee receives as an overtime 

allowance goes into his salary, & is subject to tax. Likewise, a city 

compensatory allowance that an employee gets while working in various 

metropolitan cities because of high cost of living is also fully taxable. While it 

recognizes that urban living involves higher expenses, it is not linked to discrete, 

verifiable expenditures, & therefore is regarded as part of taxable income. 

Similarly, medical allowance, when paid as a fixed sum of money monthly 

irrespective of actual medical expenses incurred, also qualifies as a fully taxable 

allowance. That is because employer is not reimbursing particular medical 

expenses based on bills but is providing a general allowance. If reimbursement 

is against actual medical bills submitted by you, then another tax treatment 

would apply. tiffin allowance given to employee for meeting meal expenses 

during work hours is also fully taxable. It is classified as a personal expense, & 

as it is not connected to official duties, it is considered part of salary. Similarly, 

servant allowance — money given to employees to hire domestic help is fully 

taxable since it is a personal expense unrelated to official duties. Project 

allowance which paid for the employees who worked in specific projects is also 

taxed in full. While it is associated with a given assignment, it does not belong 

to individual costs related to that task. Other allowances like non-practicing 

allowance (NPA), which is given to doctors working in government hospitals to 

discourage them from practicing in private sector, are also fully taxable As is 

family allowance, which is paid to employees to help raise their family but 

which is also fully taxable as it is a general increase in income. Any other 

allowance that is paid as a fixed sum with no need to show proof of spending is 

normally fully tax liable. 

These benefits are governed by a very standard income tax process. tax slab 

determines these benefits, & employer deducts tax at source (TDS) from 

employee's paycheck each month. worker pays any unpaid taxes & files their 
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income tax return, which includes their whole income (including these benefits). 

Since these allowances are part of taxable income, they are subject to taxes. By 

consistently & openly taxing fully taxable allowances, we maintain equity in tax 

system. 

Partially Taxable Allowances 

Additionally, partially taxable allowances are in middle, with some of allowance 

being taxed while remainder is not. Employees typically receive these 

allowances to compensate for unusual working conditions or to cover specific 

expenses incurred while carrying out their official duties. Since it is regarded as 

a direct benefit or income, remaining amount is taxable. partial exemption is 

intended to offset employee's actual expenses. criteria for exemption & 

determination of taxable amount are two more specific rules & regulations 

pertaining to tax treatment of these allowances. One great example of a partially 

taxable allowance is House Rent Allowance (HRA). cost of rented housing is 

covered by HRA for employees. HRA Calculator Actual HRA received, 50% of 

basic salary (or 40% of basic for non-metropolitan areas), & actual rent paid less 

than 10% of basic salary are three criteria used to compute HRA tax exemptions. 

The excess amount is taxable, but lesser of these three sums is exempt from tax. 

This 30% tax exemption guarantees that a portion of allowance is treated as 

income even if it recognizes that renting a home is an actual expense incurred.  

Other significant allowances that are partially taxed are LTC & LTA. Employees 

who travel within India while on leave are granted LTC/LTA. type of travel & 

number of trips permitted in a four-year period are among limitations that apply 

to LTC/LTA tax exemption, which is limited to real travel expenses. Only most 

direct path & actual expenses incurred are exempt. Any amount that exceeds 

qualified exemption is subject to taxes. This partial exemption accounts for 

travel expenses while implementing safeguards against abuse of benefit. If given 

explicitly, entirely, & exclusively to cover expenses that are expended solely & 

exclusively in carrying out responsibilities of an office or job, such special 

allowances are partially subject to taxation. These include daily living 

allowances, uniforms, & transportation. exemption only 
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covers actual cost incurred; any further amounts will be taxable. For instance, a 

transportation allowance given for official travel is, to degree that it is supplied, 

excluded from actual expense. For instance, if an employee receives ₹5,000 per 

month in conveyance allowance & spends ₹3,000 on official travel, ₹3,000 is 

exempt & ₹2,000 is taxed.  

Additionally, partially taxable are allowances for children's schooling & lodging 

expenses. For a maximum of two children, children's education allowance of 

₹1,200 per year is exempt each month. With a limit of two children, hostel 

spending allowance is exempt up to ₹300 per month. Anything above these limits 

is taxable. Such exemptions acknowledge expenses for education of children & 

hostel accommodation, while taxing any excess amount. Partial taxation is also 

applicable to a transport allowance granted to employees with disabilities. This 

is to compensate for additional costs incurred by employees with disabilities. 

exemption is for actual, or a specified, amount whichever is lower. amount 

above qualifying exemption is taxable. For calculating partially taxable 

allowances, careful record-keeping & documentation of expenses is needed. To 

deduct eligible exemptions, employees must keep proper records of their 

expenses. Employers deduct TDS from taxable portion of these allowances & 

provide employees with Form 16 that itemizes both taxable incomes, as well as 

TDS deducted. Employees would then have to file their income tax wherein 

taxable portion of these allowances would be declared, & eligible exemptions 

will be claimed. Taxing these allowances only partially recognizes genuine 

nature of expenses incurred, while preventing abuse of the system, & providing 

fair taxation. 

Fully Exempted Allowances: 

Payments that are totally excluded from income tax are known as fully exempted 

allowances. Allowances are granted in response to extraordinary events, as 

payment for unique working conditions, or as encouragement to do particular 

duties. For these payments to be tax-free, entire exemption must be granted, & 

benefit must be what employee anticipated. Certain allowances are tax-exempt 

under terms of Income Tax Act & relevant regulations. Nonetheless, a significant 

category of benefits that are completely exempt are 
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those given to government workers stationed outside of India. Allowances 

obtained by government personnel for services performed outside of India are 

exempt from taxes. This exception takes into account unique working 

environment & additional expenses that these personnel bear. For embassy & 

consular employees stationed overseas, this exemption is essential. Allowances 

given to judges of Supreme Court & High Court constitute another significant 

category of exempted benefits.  

However, official allowances of Supreme Court & High Court justices are 

entirely exempt. Their special position & need to maintain their independence 

are recognized by such an exception. There are, however, some benefits that 

UNO employees receive that are tax-free. It is issued to recognize UNO's 

international position & to prevent its personnel from being taxed in different 

nations. Subsection (2) of Section 22A of High Court Judges (Conditions of 

Service) Act, 1954, & subsection (2) of Section 23A of Supreme Court Judges 

(Conditions of Service) Act, 1958, both offer judges compensatory allowances 

that are totally exempt. This only pertains to judges, who have certain 

responsibilities. 
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UNIT 7 PERQUISITES 

Perquisites, short for perks, are non-cash benefits that employees receive on top 

of their base pay. These productions, along with a host of other advantages, are 

intended to boost workers' motivation, job happiness, & general well-being. 

Because perquisites are a component of pay packages & have an impact on tax 

responsibilities, both employers & employees should be aware of them. 

definition & forms of perquisites, taxability of rent-free housing, & appraisal of 

other typical perquisites are all examined in greater detail in this chapter. 

A Definition and a Typology 

Perquisites, to put it simply, are benefits or comforts that an employee receives 

from their company in addition to their base pay. These are also called in-kind 

payments, & they are not cash but other recommendations that are beneficial. 

Perquisites are used to fill a need more than just compensation; they are meant 
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to contribute to a pleasant work experience, attracting & retaining human 

capital, & rewarding effort. Some are basic essentials, like housing & 

transportation; others are amenities of a more luxurious kind, like  club 

memberships & personal staff. Perks can generally be classified into categories 

based on their nature and purpose. Commonly, perquisites classed as monetary 

and non-monetary. Monetary perquisites encompass direct financial benefits, 

including reimbursement of incurred expenses, interest-free loans, or employer 

contributions to retirement plans. By contrast, non-cash perquisites include 

services in form of rent-free houses, company vehicles, or medical & recreation 

facilities. A differentiation can also be made as to whether perks are taxable or 

non-taxable. Taxable perquisites are those that increase an employee's income & 

are subject to income tax, while non-taxable perquisites are exempt from 

taxation, typically because of particular tax rules. Taking employee entitlement 

into account allows for more distinction. Some perquisites are offered to all 

employees as a part of their general benefits plan, while others are selectively 

offered to employees for example, based on seniority, or performance, or 

specific job roles. For instance, a firm might extend minimal medical coverage 

to all employees, but executive health plans or company vehicles solely to top 

executives. Also, there are recurring & non-recurring perquisites (perks). 

Recurring perquisites are provided periodically, like monthly allowances or 

yearly membership on clubs, whereas non-recurring perquisites are one-time 

benefits, like relocation allowances or gifts on special occasions. 

Here are some common types of perquisites: 

● Rent-free housing is housing that is either owned or rented from a third 

party, offered by employer, or offered at a reduced rate. 

● Company Vehicle: Providing a vehicle for personal & official use with all 

maintenance, fuel & driver costs covered. 

● Medical Institutions: Providing medical treatment, insurance or 

reimbursement of medical expenses. 

● Educational Benefits: Financial assistance for employees & their children 

in form of scholarships or tuition reimbursement.
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● Clubs: Dues for social or recreational clubs 

● Personal Staff – provision of personal staff, like  drivers, gardeners or 

domestic servants.  

● Interest-Free/concessional loans: Financing offered at below market-

interest rates. 

● Gifts & vouchers: gifts or vouchers provided for different occasions or 

recognition performed. 

● Travel & Holiday Expenses: Any expense in form of travel or holiday 

reimbursement. 

● Free or subsidized meals: At workplace or meal vouchers. 

● Use of Employer's Facilities: Makes available to employee facilities & 

other property of employer, which may include computer, cellular 

disruption or recreation facilities. 

● Retirement Benefits: Contribution made by employer towards retirement 

plans like pension funds, provident funds 

● Stock Options: Awards of stock options, giving staff the ability to buy 

company shares at an agreed-upon price. 

Different countries have different laws & regulations governing 

perquisites, including tax laws, employment laws, & company policies. 

When establishing perquisite programs, employers should ensure 

compliance with these regulatory requirements. Nonetheless, employees 

would be wise to be aware of substantial effects that perquisites may have 

on their income & tax obligations. 

Rent-Free Accommodation for Tax Purpose 

Rent-free accommodation is a commonly offered perquisite to certain 

employees, especially senior management or those moving to a new 

location. Taxability of this perquisite depends on multiple factors including 

type of accommodation, location of accommodation, and employee salary. 

Rent-free accommodation also has a taxable value, which each tax law 

usually goes into great detail about how to calculate. Whether provision of 

accommodation is taxable primarily depends on type 
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of accommodation made available. Accommodation can either be furnished or 

unfurnished. Unfurnished accommodation only includes occupied space, while 

furnished accommodation also includes furniture, appliances, fixtures, etc. 

Because value of furnished amenities is also taken into account, the taxable 

value of furnished accommodation is typically greater than that of unfurnished 

accommodation. Another critical consideration is location of accommodation. 

Many countries have different tax laws for metropolitan cities & charges higher 

rates for accommodation in metropolitan cities because of expensive rentals in 

those areas. Alternatively, utilizing population of city where accommodation is 

located can estimate taxable value. 

Whether or not an employee pays tax, employee's salary is an important aspect 

to consider whether tax is incurred on value of accommodation provided free of 

charge. For this calculation, salary is usually defined in tax laws as basic salary 

plus dearness allowance (if any) and other taxable allowances & perquisites. 

Rent-free accommodation's taxable share is often calculated by multiplying a 

percentage by employee's wage, which describes proportion as a function of type 

& location of accommodation. government license fee for comparable 

accommodations is used to calculate taxable value of rent-free housing for 

government employees. taxable value for individuals who are not employed by 

government is determined by employee's wage & population of city where 

lodging is situated. perquisite is valued according to certain guidelines. 15% of 

income is withheld if housing is unfurnished & city has a population of more 

than 25 lakh. If there are between 10 lakh & 25 lakh people living in city, it is 

10%. It is 7.5% of wage if it is less than 10 lakhs. If employee receives a 

furnished flat, furniture value—ten percent of initial cost—is added. employer is 

liable for rent if furniture is rented. If accommodation is a hotel & is provided 

for more than 15 days, it is equal to 24 percent of annual salary or actual charges 

paid, whichever is lower. taxable value is "the value of such accommodation less 

rent" that is paid to employee when such accommodations are offered at a 

discounted rate. This implies that only actual benefit received is subject to 

taxation for employee. employer must deduct tax at source (TDS) from taxable 

portion of rent-free accommodation & 
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deposit it with government. Employees should make sure that taxable value has 

been computed & reported correctly by way of their income tax return.  

Valuation of Additional Benefits 

Apart from providing employees with rent-free housing, there are several other 

perquisites each of which will have a particular methodology a company needs 

to follow to arrive at valuations for taxation purposes. Perquisites are same as 

benefits only they are added to income of employee for tax calculation after 

evaluating value of these benefits. 

Company Car-Line: Whether a company car is used for personal, business, or 

both purposes determines its worth. car has no taxable value if it is only utilized 

for official purposes. Should vehicle have been used exclusively for personal 

purposes, employer's actual expenses would be taxable to degree that there are 

no maintenance, gas, driver, or other costs. If vehicle is used for both official & 

personal reasons, taxable value is calculated using income tax rules' required 

rates, which depend on vehicle's engine capacity & whether or not employer 

provides driver. 

Medical Facilities: valuation of medical facilities may also vary depending on 

whether treatment is opted in employer owned or maintained hospital or a private 

hospital. If it takes place at a hospital owned or operated by employer, taxable 

value is zero. Subject to exemptions & deductions, employer's expense is taxable 

amount if treatment is received at a private hospital. 

Educational Facilities: Whether educational facilities are offered at or in 

connection with an employer-owned or maintained educational institution or at 

another educational institution determines their worth. When amenities are 

offered at an employer-owned or maintained institution, value taxable is equal 

to price of giving a student same education at any nearby similar institution. 

When amenities are offered at a different establishment, taxable value is real 

cost borne by employer, except some exemptions & deductions.

Income from 

Salaries 

MATS Centre for Distance and Online Education, MATS University



82 
 

Club Membership — value to be PBT is employer's actual cost of membership 

fees & other charges. Where membership is for official purposes, no taxable 

value is deemed. If it is for personal use, full cost is taxable. 

Personal Staff: valuation of personal staff is an actual cost incurred by 

employer in providing salaries & other personal staff expenses. 

Interest-Free or Concessional Loans:  summary of all exemptions under 

various under Sections: Under Income from Salaries (Session 10): One annual 

payment of all outstanding social security contributions or value of relevant 

unemployment & insurance; An exemption on interest-free or concession loans: 

Weighted value of loan. 

Gifts & Vouchers: The valuation is actual value of gift or voucher, subject to 

certain exemptions & deductions. 

Its definition in context of salary income 

As a salaried person, you need to understand deductions from salary income well 

as it critical for optimizing your tax payment. Despite wide-ranging nature of 

Indian tax system, there are several strategies to reduce taxable income and, 

consequently, overall tax burden. This procedure is heavily impacted by two 

significant deductions., namely standard deduction & tax rebate for salaried 

individuals. goal of this chapter is to clarify these deductions, offering a simple 

& holistic guide into their applicability, calculation, & benefits. 

Standard Deduction 

All salaried individuals will have a predetermined sum known as a standard 

deduction deducted from his gross salary income. You have to have an 

alternative to comprising itemized deductions, like transport, medical 

reimbursements & other miscellaneous allowances. Before it was put into 

effect, salaried employees were responsible for keeping a precise record of these 

expenses in order to qualify for a deduction. standard deduction makes it easier 

as there is less administrative work to be done on tax returns & 
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calculations. Now standard deduction is available to all salaried individuals & it 

is used to give a uniform tax benefit (we don’t want to do breakup of excact 

expenses) to all salaried i.e. same deduction to all who are employed. It 

recognizes built-in costs of being an employee, including commuting, 

professional development & other incidental costs. basic intent of this post is to 

cut down on administrative costs for taxpayers & stimulate ease of filing tax 

returns. By removing this complexity, it enhances transparency & efficiency in 

system. government regularly updates value of the standard deduction, 

commonly during annual budget. Since eligible income level does not change, 

current deduction is fixed & applies to all salaried individuals. This non-variable 

amount provides a uniform advantage that makes tax calculations easier. For 

instance, deduction of ₹50,000 is deducted. gross salary is then reduced, 

amounting this through directly deducting this amount to reach net taxable 

salary. Calculating standard deduction is simple. This is a fixed value that is 

subtracted directly from gross salary income. So it is no complicated 

calculation. Here is formula: Taxable Salary = Gross Salary – Standard 

deduction For instance, a salaried person with a gross salary of ₹8,00,000 will 

then have his taxable salary at ₹7,50,000 after a standard deduction of ₹50,000. 

The salaried persons get many benefits from the standard deduction. It 

eliminates requirement of keeping records of different expenses. Second, it 

gives a blanket tax benefit to all salaried employees irrespective of their actual 

expenses. Third, it streamlines compliance for taxpayers and ease compliance. 

Finally, it maintains some measure of fairness as it recognizes implicit costs of 

employment. standard deduction streamlines tax computations, but is has its 

limitations. However, it's a constant value and does not depend on real quelled 

out by individual. So, for someone with much higher actual expenses, standard 

deduction may be less advantageous than were itemized deductions under 

previous tax order, should that prior order be retained as a choice. The standard 

deduction also doesn’t include every work-related expense. Professional 

training, travel, or other particular job-related costs may form only a small part 

of what is not completely covered by standard deduction. No matter how much 

you earn, standard deduction applies to every salaried individual. This 

comprises workers of public organizations, private 
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enterprises, & other institutions. It also applies to retirement benefits received 

on basis of a regular pension because pension income is considered a form of 

salary income for tax purposes. It is important to remember that self-employed 

individuals or business owners are not subject to the standard deduction. 

The standard deduction vs other deductions will depend very much on 

individuals constructing their tax filings. This makes standard deduction 

relatively easy to compute, while rest of deductions (Section 80C, 80D, 80G, 

etc.) make for specific deductions where a benefit is given for investing in 

certain things or incurring certain expenses. For example, deductions available 

under section 80C include those for payment made in tax saving instruments like 

PPF, NSC, ELSS etc. These are the 80D for health insurance premium & 80G 

for donation to charitable organizations. Taking escalating deductions may be 

more advantageous than taking standard deduction alone, depending on person's 

income and expenditure patterns. For salaried individuals, standard deduction is 

an integral part of overall tax planning strategy. It minimizes overall tax liability 

by lowering taxable salary. Your standard deduction & how it would apply to 

your other deductions and investments is best way to help save on your taxes. 

Knowledge of when & how it may be beneficial to use standard deduction is 

vital to ensure sound tax planning. 

Tax rebate of salaried employees 

One of myth buster from Indian tax system is Tax rebate for salaried individuals 

which provides a respite for lower income taxpayers. Designed to lower taxable 

income for those earning less, so that they keep more money in their pocket. 

rebate applies to those who have taxable income below a certain level. The tax 

rebate is given to lower-income taxpayers Geithner reiterated It makes sure that 

those with lower taxable incomes are not excessively taxed. government intends 

to promote equity & fairness in the tax system by providing a rebate. This 

provides some offset between lower income & higher income taxpayer. tax 

rebate applies to taxpayers making less than a certain amount. Once in a while, 

government revises this threshold in budget each year. Rebate is the lesser of 

actual tax due or maximum allowable rebate amount provided by government. 

current tax rebate exemptions only apply to 
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taxable income under a certain threshold. For this, government's maximum 

rebate limit & actual tax owed are used to determine tax refund. rebate equals 

whichever is smaller of those two totals. Take an example, if an assesse’s 

taxable income is less than threshold limit specified & they have original tax 

payable of ₹10,000, & maximum rebate permissible is ₹12,500, assesse will be 

refunded ₹10,000. However, if actual tax liability is only ₹15,000, then 

aggregate rebate of ₹12,500 will be limited. Here are some of benefits of tax 

rebate to earners with lower incomes. first is that it lowers their taxable income 

& raises their disposable income. Second, it encourage equity & fairness in tax 

system. Third, it gives those who are most in need financial relief. & finally, it 

helps reduce the burden of tax calculations for lower-income taxpayers. 

There are some limits on tax rebate. It applies only to those with taxable income 

that is below threshold. People with higher taxable incomes won’t qualify for 

rebate. government also sets maximum rebate permitted, & rebate is simply 

limited to that amount. rebate further varies based on tax regime opted by 

individual. rebate is available to those whose taxable incomes fall below 

threshold. This group includes pensioners, salaried people, & others with taxable 

income. Note that your taxable income, not your gross income, determines your 

eligibility for a tax refund. Depending on specific circumstances, tax refund must 

be evaluated in relation to other tax benefits. Whereas, tax benefit under rules 

stated in Section 80C & 80D are available to all taxpayers, irrespective of his/her 

income level, tax refund scheme has been especially designed to provide relief 

to lower-income taxpayers. A tax rebate is a direct decrease in tax liability, 

whereas other deductions decrease taxable income. tax rebate is an important 

aspect of lower income taxpayers overall tax planning strategy. It increases their 

disposable income by reducing their tax liability. For anyone who doesn't 

already qualify for a tax rebate, it is important to realize that rebate has to be 

thought of together with other claims & investments to make most of tax 

savings. Familiarity with application of tax rebate & benefits constituting 

effective tax planning. Tax rebates are a critical mechanism to compensate lower 

income taxpayers so that they bring home a higher disposable income and are 

not taxed disproportionately. It is an 
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important aspect of Indian tax system that helps ensure equity & fairness. 

degree of rebate also depends on kind of tax regime that citizen may choose. 

Therefore, whether new tax regime provides same concession or not may be 

case. To conclude, deductions from salary income which include standard 

deduction & tax rebate are extremely beneficial to salaried individuals in 

reducing their tax liability. Although standard deduction is meant to simplify 

tax calculations by providing a uniform tax benefit, tax rebate delivers relief 

directly for lower-income taxpayers. If you want to have a better tax strategy 

for you, it is vital to know about your eligibility for such deductions, how to 

calculate them, & their benefits. Using these deductions can lower tax burden 

of salaried people & help them have extra money in hand. 

SELF-ASSESSMENT QUESTIONS 

Multiple Choice Questions (MCQs)  

1. What is primary component of salary? 

a) House Rent Allowance 

b) Basic Salary 

c) Perquisites 

d) Provident Fund 

2. Which of following allowances is fully taxable? 

a) House Rent Allowance (HRA) 

b) Dearness Allowance (DA) 

c) Travelling Allowance 

d) Children’s Education Allowance 

3. What is full form of EPF? 

a) Employee Pension Fund 

b) Employer Provident Fund 

c) Employee Provident Fund 

d) Enhanced Provident Fund
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4. Which type of provident fund is available for both salaried & self-

employed individuals?  

a) Employee Provident Fund (EPF) 

b) Public Provident Fund (PPF) 

c) Superannuation Fund 

d) None of above 

5. What is tax treatment of EPF withdrawals before five years of service? 

a) Fully Taxable 

b) Fully Exempt 

c) Partially Taxable 

d) 50% Taxable 

6. Which of following allowances is partially taxable? 

a) House Rent Allowance (HRA) 

b) Medical Allowance 

c) Dearness Allowance 

d) Leave Travel Allowance (LTA) 

7. Which perquisite is taxable under salary income? 

a) Free Meals 

b) Rent-Free Accommodation 

c) Gifts up to ₹5,000 

d) Leave Encashment 

8. Which section of Income Tax Act allows for Standard Deduction? 

a) Section 80C 

b) Section 16 

c) Section 87A 

d) Section 24
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9. What is current standard deduction available to salaried individuals? 

a) ₹50,000 

b) ₹40,000 

c) ₹75,000 

d) ₹1,00,000 

10. Which type of allowance is fully exempt from tax? 

a) Dearness Allowance 

b) Travelling Allowance for Government Employees 

c) Medical Allowance 

d) Entertainment Allowance 

11. What is maximum deduction allowed under Section 80C for salaried 

employees? 

a) ₹1,00,000 

b) ₹1,50,000 

c) ₹2,00,000 

d) ₹2,50,000 

12. Under which section is Provident Fund withdrawal taxable if withdrawn 

before five years? 

a) Section 10(14) 

b) Section 80C 

c) Section 192 

d) Section 56 

13. Which of following perquisites is exempt from tax? 

a) Club Membership Fees Paid by Employer 

b) Reimbursement of Mobile Bills for Official Use 

c) Rent-Free Accommodation 

d) Motor Car Facility for Personal Use
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14. What is tax-free limit for employer’s contribution to EPF?  

a) 10% of Basic Salary 

b) 8% of Basic Salary 

c) 12% of Basic Salary 

d) 15% of Basic Salary 

15. Who is responsible for paying tax on perquisites received by an 

employee? 

a) employer 

b) employee 

c) government 

d) tax authority 

Short Answer Questions: 

1. Define Salary Income as per Income Tax Act. 

2. What are main components of salary? 

3. Differentiate between EPF & PPF. 

4. What are fully taxable allowances? Give two examples. 

5. What is meant by perquisites in salary income? 

6. How is Rent-Free Accommodation (RFA) taxed? 

7. What is Standard Deduction for salaried individuals? 

8. Name two fully exempted allowances under salary income. 

9. What is tax treatment of PF withdrawals before five years? 

10. Explain concept of tax rebate under Section 87A for salaried individuals. 

Long Answer Questions: 

1. Define Salary Income & explain its key features as per Income Tax Act. 

2. Explain various components of salary, including basic salary, allowances, 

& perquisites. 

3. Discuss different types of Provident Funds (EPF & PPF) & their tax 

implications.
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4. Explain classification of allowances into fully taxable, partially taxable, & 

fully exempted allowances with examples. 

5. Define Perquisites & explain how they are taxed under different 

categories. 

6. What is Rent-Free Accommodation (RFA)? How is it valued for tax 

purposes? 

7. Explain valuation of other perquisites like free transportation, concessional 

loans, & club memberships. 

8. Discuss tax deductions available for salaried individuals under different 

sections of Income Tax Act. 

9. What is Standard Deduction? How does it benefit salaried taxpayers? 

10. How does Section 87A rebate work for salaried individuals, & what are its 

conditions?
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MODULE III INCOME FROM HOUSE PROPERTY 

 

Structure 

 Unit 8 Income from House Property 

(Introduction) 

Unit 9 Computation of Annual Value 

Unit 10 Computation of Income from House 

Property 

 

 

OBJECTIVES 

● Study how annual value is to be calculated for house property. 

● In sections 24 to calculate deductions available under house property income. 

● To determine taxable income under several categories of residential property.  

UNIT 8  SCOPE OF INCOME FROM HOUSE PROPERTY 
Defining Essence: Unpacking Concept of "Income from House Property" 

In terms of taxation, the term “Income from House Property” is much broader 

than just receipt of rent. It has a precise, sophisticated meaning, embedded in 

the text of tax law. goal of this section is to dissect this concept, determining its 

components & range of applications. It's crucial to realize that tax rules, like any 

complete body of law, rely on particular terminology, some of which may 

"mean" different things than you would in casual conversation. Therefore, we 

must examine legal framework in order to comprehend "Income from House 

Property." annual value of assesses property, including any buildings or land 

linked to it, is essentially revenue from house property. A few important points 

are brought into stark relief by this definition. First of all, it emphasizes "annual 

value" rather than real rent received. Because tax is assessed against investment 

property's earning potential rather than just money produced, this distinction is  
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extremely important. definition then goes on to include "building or land 

appurtenant thereto." This implies that while property must be structural, any 

area that is directly attached to it like a garden or courtyard is included. Perhaps 

most crucial requirement is that assessed be "owner" of property. In this context, 

ownership refers to legal ownership, which is not always same as possession or 

beneficial interest. Additionally, in certain  specific situations, perceived 

ownership is regarded as desired ownership for this source of income. 
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. 

Un        Unit 9 Computation of Annual Value 

The idea of “annual value” is central here. It is theoretical amount that a 

property would bring if it were rented on an annual basis. This is established by 

several criteria, including municipal valuation, fair rental value (as determined 

by a rent control ordinances), and standardized rent. Actual rent paid is also a 

factor but not only determinant. This annualized system focuses on value of the 

property rather than its actual use — whether it is let or not, each property would 

be ‘valued’ & taxed accordingly. It discourages taxpayers from artificial 

reduction of tax liability by leaving properties fallow or letting them out at 

below-market value rents. 

“Building or land appurtenant thereto” delineates physical scope of property. 

Buildings are any structures with walls & a roof, so not all buildings are limited 

to functional types. Residential houses, commercial buildings, factories, and 

warehouses. ""Land appurtenant thereto" refers to land that is a crucial 

component of structure & permits improvements to be made to its use or 

pleasure. For instance, a courtyard in a factory facility, a parking lot for a 

business building, or a garden on a residential property. most crucial need is that 

land must be directly related to building & enhance its overall usefulness. When 

determining tax liabilities, this notion of "ownership" is crucial. Legal ownership 

gives assessed right to own, utilize, & dispose of property since they are ones 

who have title. tax laws do, however, acknowledge circumstances in which 

considered ownership is granted to those who might not be true owners. For 

instance, transferor may be regarded as owner for tax reasons if property is given 

to a spouse or small kid without sufficient consideration. Similarly, whoever is 

assigned a flat in an apartment is considered apartment's owner. By transferring 

properties to family members or other companies without giving up beneficial 

ownership, taxpayers may not be able to evade tax regulations, according to 

theory underpinning considered ownership. 
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Term "Income from House Property" is not just confined to basic definition but  

also expands to several aspects and instances. This chapter looks at wider angle 

of this income head by looking at the different types of properties coming under 

this head & their axis. Understanding scope is key to correctly assessing what 

tax implications are of your various property holdings. First of all, this scope 

applies to construction irrespective of type of building. This covers not just a 

house or other residential properties, but also commercial & industrial 

properties, & even agricultural properties, so long as they meet the other 

requirements as to ownership & appurtenant land. Residential property is subject 

to taxes depending on its yearly worth, regardless of whether it is self-occupied 

or rented. Similar annual taxes are applied to commercial properties, like stores, 

offices, & showrooms; this is frequently based on real or receivable rent. 

Factories & warehouses — industrial properties — are taxed similarly. 

Farmhouses (agricultural properties) are covered too, although there could be 

specific regulations depending on type of agricultural activity. In addition, scope 

includes vacant land that is appurtenant to a building. That is, ingress (whether, 

DOES) not to any income directly from estate, but that land is included & 

accounted for in annual price. This is particularly relevant where land adds 

value or utility to building. For instance, land would not include a big garden 

that is part of a residential house or a parking area accompanying a commercial 

building, which would be considered appurtenant land. 

Third, scope covers properties rented out for part of year. In these situations, 

yearly value is assessed for whole year, although property was rented out for 

only part of it. This allows properties to be taxed on their potential revenue-

generating capacity irrespective of whether they are occupied or not. Fourthly, 

range encompasses self-occupied properties. Self-occupied properties earn no 

real rental income on its own, but they still have a notional annual value based 

on their size & location. This is because owner is benefiting from their use of 

property, essentially receiving a rental equivalent they would have had to pay if 

they were renting a property of a similar type. Nonetheless, there are some 

permitted deductions for self-occupied houses that actually reduce their taxable 
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value. Fifth, properties held as stock-in-trade are main focus. Builders & 

developers are free from paying taxes on homes held as stock-in-trade for term 

of their ownership under "Income from House Property" title. Nevertheless, 

income becomes taxable & would be subject to relevant head whenever 

properties are rented or sold. 

Sixth, jointly owned Property falls under the scope. In such situations, yearly 

value is distributed between co-owners according to their shares. They are each 

then taxed on their share of annual amount. Seventh, application is also made for 

properties prone to litigations. In case of property under dispute, annual value 

is determined according to current scenario & applicable legal provisions. eighth 

is business or professional property. In any case, under category of "Income from 

House Property," yearly value of a portion of property used for business or 

professional activities is free from taxation. Rather, it falls under "Profits & 

Gains of Business or Profession" tax category. tenth is that properties outside of 

India are covered. An Indian resident property owner must pay taxes in India on 

income received from a property outside of India in accordance with provisions 

of Double Taxation Avoidance Agreement (DTAA) between India & foreign 

country where property is located. Finally, deemed ownership significantly 

broadens scope. Included are cooperative houses, family transfers, & other 

ownership circumstances. 

Read fine print: Important guidelines & exceptions 

Despite being comprehensive, its definition & breadth may have wider relevance 

in some situations. In order to fully discuss subject, it aims to reflect on this 

complexity. primary consideration is discrepancy between annual value & rent 

received. As previously indicated, tax is based on annual value rather than actual 

rent. In other words, fair rental value will still be used to determine tax even if a 

property is rented out for less than current rate. As a result, tax will still be 

determined by property's potential earning capacity even if it is vacant. treatment 

of self-occupied properties is a crucial factor. Although self-occupied properties 

are considered to have an annual value, they are eligible for certain deductions 

that effectively lower their taxable value. Under some restrictions, interest 

payments on housing loans are deductible. 
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The way unoccupied properties are handled is another intriguing aspect. Even  if 

a property is vacant for a portion of year, yearly value is for entire year. However, 

you can be eligible for a vacancy allowance deduction if vacancy is due to 

legitimate circumstances, like property undergoing renovations or anticipating 

renters. treatment of properties owned by builders or developers as stock-in-trade 

is a major additional concern. During time they are held as stock, these properties 

are not subject to taxation under "Income from House Property" heading. 

proceeds from these transactions, however, are taxable under appropriate 

heading if premises are sold or rented out. It is also important to think carefully 

about how to handle jointly owned property before marriage. Every co-owner 

must pay taxes on their share of year total, which is certified to them based on 

their ownership quotients. This guarantees that co-owners' share of tax burden is 

distributed fairly. way properties of type utilized for business or profession are 

treated is another important consideration. Please keep in mind that "Income 

from House Property" heading will not be used to tax yearly value given to a 

portion of property used for business or profession. Instead, it is subject to taxes 

under "Profits & Gains of Business or Profession" heading.  

 CALCULATION OF YEARLY WORTH 

The annual value computation serves as foundation for determining residential 

property income under tax laws. Although this process may appear simple, there 

are some small differences to take into account regarding how residence is 

occupied. Whether a property is self-occupied, regarded as a rental property, or 

both affects how much it is worth each year. This has a big impact on how much 

tax you will have to pay overall. As a result, this chapter goes into great length 

on these cases & attempts to provide clarification as well as useful advice on 

how to perform calculation accurately.  

Self-Occupied Residential Real Estate  

As name suggests, a self-occupied house property is one that owner uses for 

personal household reasons. Homeowners should be aware of how these 

properties affect their taxes. In this context, "annual value" is a fundamentally 
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distinct concept than "let-out property." Generally speaking, a self-occupied 

property has no annual value. This is due to fact that no rental money is really 

generated. This does not, however, imply that self-occupied properties are 

exempt from any tax obligations. There is a great chance to lower taxable 

income by deducting interest paid on house loans. To give a brief explanation: 

annual value of a self-occupied property is calculated using formula below: 1. 

gross annual value, or GAV, is 0 as there is no rent received. Consequently, 

GAV municipal taxes, also known as NAV (Net Annual Value), also fall to 

zero. However, only interest paid on home loans is eligible for significant 

exclusions under Section 24(b) of Income Tax Act. If a loan is taken out for 

purchase or construction of a self-occupied property, taxpayer can deduct up to 

₹2,00,000 in interest as long as acquisition or construction is finished within 

five years of end of fiscal year in which loan was taken out. However, if 

building or completion is not finished within three years, deduction is only up 

to ₹30,000. In latter scenario, deduction for loans for renovations or repairs is 

capped at ₹30,000, regardless of how long it takes to finish.  

Therefore, understanding terms governing this interest deduction is essential. 

Property must be bought, built, repaired, or renovated using loan. To claim this 

deduction, you must have a lender-free certificate that details interest you paid 

throughout fiscal year. Interest paid prior to construction period is also 

refundable if property is still under construction. Beginning in year when work 

is completed, it can be claimed in five equal installments. last one is period of 

time between loan issuance & fiscal year's conclusion, which occurs just before 

year when work is completed. In addition to this, only two of a person's homes 

may be classified as self-occupied if they own more than two; remaining 

properties are classified as let-out properties. This is to prevent several 

households from abusing their self-occupied status. Decide which property to 

treat as self-occupied at assesses discretion. GAV & NAV for a self-occupied 

property can be taken to be zero since it is simple to calculate yearly value in 

this situation. However, if requirements & restrictions are met, interest 

deduction against loan increases tax advantage significantly. For appropriate 

tax planning & compliance, these subtleties are crucial. 
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Section 23: Real Estate Considered to Be Leased  

A taxpayer is subject to this "deemed to be let out" clause if they own more than 

two self-occupied properties. According to Income Tax Act, if you own more 

than two homes, two of them will be considered self-occupied, & other property 

even if it isn't actually rented out will be recognized as let out for  income tax 

purposes. This provision aims to stop taxpayers from claiming several properties 

as self-occupied in order to avoid paying taxes. One of headings used to calculate 

GAV Section of individual properties is deemed to be let out property. Finding 

anticipated rent is first step in calculating annual worth of a property that is 

considered to be rented out. expected rent is higher of municipal valuation or fair 

rental value. For property tax reasons, local municipal authorities assign 

municipal valuation. amount that a comparable home in same neighborhood 

would rent for would be fair rental value. If both fair rental value & municipal 

valuation are available, higher of two is taken into account. If appropriate, 

regular rent is next factor to be taken into account. standard rent is amount of 

rent established by Rent Control Act. standard rent is assumed if anticipated rent 

is lower than usual rate. When higher of standard rent, fair rental value, or 

municipal value is taken into account, lower figure is reasonable anticipated rent. 

Here, reasonable projected rent is compared to actual rent that was collected or 

owed. Since it is seen as rented, there is no actual rent. Instead, fair predicted 

rent is thought to represent gross annual value.  

This implies that Net Annual Value (NAV) is calculated by deducting municipal 

taxes paid during fiscal year from Gross Annual Value (GAV). Remember that 

actual amount of municipal taxes paid can only be written off by owner. If tenant 

pays municipal taxes, there is no deduction permitted. Section 24 of Income Tax 

Act allows for two types of deductions from Net Annual Value (NAV). First, 

repairs & maintenance can be paid for with up to 30% of NAV as a normal 

deduction. Second, you can deduct interest that you owe on your home loans. 

Similar to self-occupied properties, there are restrictions & limitations on interest 

deduction. In contrast to self-occupied property, where ceilings apply, in this 

situation, interest deduction is uncapped. 
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This is an important distinction that is sometimes overlooked. In conclusion, 

notional rental revenue derived from standard rent, expected rent, & municipal 

taxes is used to compute annual worth of a property that is considered to be 

rented out. GAV minus municipal taxes equals NAV. NAV can be used to deduct 

interest paid on home loans as well as a standard deduction of 30%. These 

subtleties are essential to ensuring that taxes on homes that are presumed to be 

rented out are calculated correctly.  

Property for Renting Out Houses  

The most widely used word in real estate industry is "let-out house property," 

which refers to a property that is given to tenants under a lease in exchange for 

payment. annual value of a rental property is determined by actual rent paid or 

payable, which forms basis for determining taxable income. As a result, this will 

only happen once one is completely aware of every element that goes into annual 

worth. Gross Annual Value (GAV) calculation During or after first accounting 

period in question, GAV is greater of actual rent received or receivable or 

expected rent. As mentioned before, projected rent rate will be determined by 

considering rate of a standard rent, value of fair rent to be paid, & municipal 

valuation. Rent received or receivable is actual amount of rent that a tenant pays 

or owes. GAV is computed as follows: higher of municipal valuation or general 

fair rental value is expected rent, subject to standard rent. second step is to 

determine exact amount of rent received or receivable. third GAV typically 

exceeds actual rent received, amount owed, or anticipated rent. As long as 

vacancy is real & owner has undoubtedly tried in good faith to rent out property, 

actual rent will be regarded as GAV if there is a vacancy in case & actual rent 

profit received is less than anticipated rent profit. GAV is deducted from owner's 

municipal taxes paid throughout a fiscal year to determine Net Annual Value 

(NAV). only deductible municipal taxes are those paid by owner. No deduction 

is allowed if tenant pays municipal taxes.  

Two different kinds of deductions on amount determined after Net Annual Value 

(NAV) can be claimed under Section 24 of Income Tax Act. We are allowed a 

flat 30% of NAV as a deductible for management & repairs listed in investment 

report; this can be claimed even if owner does not cover these costs. 
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Second, you can deduct interest paid on your home loan. Similar to properties 

that are self-occupied or considered rental properties, this interest deduction  has 

restrictions & comes with certain requirements. However, there isn't a cap on 

interest deductions for rental properties. If conditions are met, any unrealized 

rent that is, rent that renter has not paid may be subtracted from rent received or 

receivable. requirements are as follows: tenancy must be lawful; noncompliant 

tenant must have vacated property or have been forced to do so; noncompliant 

tenant must not be occupying any other property that belongs to assessed; & 

assessed has taken all reasonable steps to pursue legal action to recoup unpaid 

rent or certifies to assessing officer that doing so would be futile. Furthermore, 

rent in arrears that is received during fiscal year & has not been subject to 

taxation in any of preceding years is subject to taxation in year of receipt. A 30% 

reduction in these rent arrears is allowed. In order to determine yearly worth of 

a let-out property, GAV is calculated using actual rent received or receivable as 

well as predicted rent. Municipal taxes are then subtracted from GAV to 

determine NAV, which is then based on standard deduction & interest paid on 

housing loans. To calculate correct tax on rental properties, these details—like 

unrealized rent & rent arrears are essential.  

 DEDUCTIONS FROM INCOME FROM 

HOUSE PROPERTY 

For majority of people with fillings, house property income is a significant last-

head towards taxable income. Certain rules & regulations will permit these 

people to receive exemptions, which will reduce their taxable income. Property 

professionals need to be aware of these deductions in order to calculate their 

taxable income & efficiently handle their tax obligations. It provides a 

comprehensive reference to these rules by delving deeply into details of 

deductions under Income Tax Act & talking about standard deduction, municipal 

taxes, & interest on housing loans.  

Typical Deduction  

For a property that must maintain work records, there isn't a standard deduction, 

though. Instead of methodically tracking & documenting actual 
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repair & maintenance costs, taxpayers can claim a flat deduction, which is 

calculated as a percentage of property's yearly worth. This standard deduction, 

which is currently fixed at 30% of net annual value, accounts for fact that all 

properties, regardless of their nature or cost, have certain inherent maintenance 

costs. "Net annual value" is calculated by subtracting annual gross value from 

amount of municipal taxes paid. Therefore, property's fair market rent equals its 

gross annual worth. There are numerous advantages to this shared system. First 

of all, it would relieve taxpayers of burden of maintaining thorough records on 

minor maintenance & repairs. Second, it provides a degree of regularity & clarity 

that helps taxpayers properly estimate their tax obligations. Thirdly, even if not 

all expenses may be noted & documented, it acknowledges implicit costs of 

owning real estate.  

There are certain disadvantages to conventional deduction, though. It excludes 

significant upgrading or remodeling expenses, which can surpass 30% in a single 

year. Taxpayers often aren't allowed to take any more deductions than standard 

deduction for such huge amounts. Additionally, location, size, & market rental 

value of property all affect net annual value, which is basis for standard 

deduction. As a result, depending on variations of these criteria, even properties 

with equally expensive maintenance may receive varying amounts of standard 

deduction. Gross Annual Value Less Municipal Taxes equals Net Annual Value. 

The standard deduction is 30% of net yearly value. net annual value is calculated 

as gross annual value less amount of municipal taxes paid. It should be 

mentioned that net yearly value is amount left over after deducting municipal 

taxes paid from gross annual value. For instance, if gross annual value is ₹5 lakh 

& municipal taxes paid are ₹50,000, net annual value is ₹4.5 lakh. Thus, 

₹135,000 (30% of ₹450,000) would be standard deduction. taxable income from 

home property is calculated by subtracting this sum from net annual value. 

Crucial: standard deduction remains valid regardless of whether property is 

rented out or self-occupied. Unless properties are interpreted as being rented out, 

self-occupied properties' net annual value will be zero (though not necessarily). 

In these circumstances, standard deduction is still applicable, but it will be 

applied to computed net yearly value. standard deduction, which offers a 

straightforward & effective way to account for 
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fundamental, regular maintenance & associated costs of property, is a crucial 

part of streamlined taxation system of income from residential property. It 

manages to reduce administrative difficulties while boosting tax compliance, 

even though it is unable to know precise details of individual property upkeep  

costs.  

Interest on housing loans & taxes on residential real estate  

The Income Tax Act provides specific deductions against interest paid on home 

loans & municipal taxes in addition to standard deduction, which can further 

reduce taxable income from real estate. These deductions promote housing 

investment & address particular financial strains associated with property 

ownership.  

Local taxes are collected directly for local expenses 

However, because property owners pay a portion of costs paid by local 

authorities for provision of essential services, utilities like water supply, 

sanitation, etc., & infrastructure maintenance, municipal taxes are also known as 

property taxes. These taxes are subtracted directly from gross annual value for 

determining net annual value, which reduces base to which standard deduction 

is applied. Municipal taxes are deductible on an actual payment basis, meaning 

that only taxes paid during fiscal year qualify for a deduction. If payment is made 

during same fiscal year, you can deduct amount of unpaid municipal taxes; 

however, this does not apply to payments made in advance. To substantiate 

deduction claim, good practice calls for keeping thorough records of all 

payments made, which may take form of challans or receipts. Local taxes: net 

annual value after municipal taxes can be calculated using formula below: 

Annual Gross Value Less Municipal Taxes Net Annual Value is equal to Paid. 

For instance, a property's net annual worth would be ₹540,000 if its gross annual 

value was ₹600,000 & it paid ₹60,000 in taxes to municipality during year. 

standard deduction would therefore be determined by taking 30% of ₹540,000, 

or ₹162,000. Together with state municipal tax deduction that lowers total 

amount of taxable income that needs to be calculated. Remember that an owner 

can deduct municipal taxes only on actual 
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property. Other local authority fees, such water or sewerage fees, are exempt 

from this clause. In same way, taxes paid on owner's income rather than property 

are also not deductible. This municipal tax deduction recognizes that property 

owners have a financial burden from local levies, & therefore shouldn't be taxed 

on revenue that is only used to pay for necessary public services. By permitting 

a direct deduction from income or profits, Income Tax Act also encourages civic 

responsibility on part of property owners by enabling them to make contributions 

to improvement of local infrastructure.  

One of main reasons to purchase a home is interest paid on home loans.  

One of best deductions that can significantly lower taxable income from real 

estate is interest paid on a home loan. Deduction: In order to encourage 

homeownership, it offers income tax relief on interest component of housing 

loan payments. Loans taken out for home improvement, repair, construction, & 

purchase are eligible for deduction. deductible interest depends on whether 

property is rented or owned. If loan is taken out for purchase or construction of 

residential real estate whose construction is completed within five years of end 

of fiscal year in which loan was taken out, maximum interest deduction for self-

occupied homes is ₹200,000 per fiscal year. If loan is taken out for restorations 

or repairs, or if construction is not completed within five years, maximum 

deduction is ₹30,000 each fiscal year. There is no cap on amount of interest that 

can be deducted for rental property. Interest paid in full each fiscal year is 

deductible. This law takes into account fact that rental revenue is derived from a 

property & that interest costs are incurred in process of earning that income. Due 

to accrual basis of deduction for such interest, interest that is due during fiscal 

year is also deductible, even if it is not paid. pre-construction interest reduction 

may also be deducted in five equal installments starting in year of completion 

once construction is complete. How to Calculate Deductible Interest type of 

property determines method used to determine your deductible interest. 

Regarding Self-Occupied Real Estate: maximum deduction is ₹200,000 if 

building is finished in five years. For repairs, renovations, or construction that is 

advanced & not finished within five years, maximum deduction is ₹30,000. 

Interest Payable}g=Interest Payable/g> Let-Out Properties A taxpayer can claim 

a deduction of ₹200,000 if he has a housing 
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loan of ₹50,000,000 for a self-occupied house, pays interest of ₹300,000 in 

current fiscal year, & construction was finished within five years. He can deduct 

full ₹300,000 if it is same property that is being rented out.  Additionally, be sure 

to obtain a certificate from lender attesting to interest paid throughout fiscal year. 

An essential document for deduction is this certificate. Additionally, this should 

guarantee that loan is obtained from a legitimate financial organization, like a 

bank or housing finance firm. Generally speaking, loans from friends or relatives 

are not deductible. This deduction makes it easier for citizens to obtain home 

loans, which impacts housing industry as a whole. government accomplishes this 

by guaranteeing that tax breaks on interest payments will always encourage real 

estate investment, which will guarantee economy's continued growth & 

development. In conclusion, tax advantages that property owners receive from 

their home's income—such as basic deductions, local taxes, & interest on 

housing loans—play a major role in lowering tax obligations. These clauses are 

crucial to operations of units & must be fully comprehended in order to calculate 

approaches to deductions under Income Tax Act as efficiently as possible. They 

may effectively manage their tax responsibilities & get most out of their real 

estate assets thanks to this deduction optimization. 
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UNIT 10 FULL PROBLEMS ON HOUSE 

PROPERTY INCOME 

Then, it is time to acknowledge intricacies behind "Income from house estate" 

that are crucial for all individuals & entities that find ownership of a property in 

India. Welcome to this focus section dedicated to this very important aspect of 

income tax (for real life, not just textbook examples). This tutorial will break 

down components of tax-liable income from residential property, including 

working casualties, rental revenue, & handling of various types of property. 

Through numerous intricately laid problems & processes, this will aid you all 

way towards being an expert in this arena. 

Diving into Nitty Gritty: How to Calculate Annual Value: Unpacking Rental 

Quandary
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The first idea to grasp is annual value, which serves as foundation for calculating 

revenue from residential real estate. annual value process for both let-out & 

deemed-to-be-let-out properties will be thoroughly examined in this section. 

We'll talk about relationship between standard rent, fair rental value, municipal 

valuation, & real rent received or collected. Particular emphasis will be placed 

on cases of vacancy, unrealized rent, & received rent in arrears. It will also 

discuss application of relevant rules and provisions, size of marketplace & 

effect of local regulations & judicial pronouncements. Practical examples will 

show you how to manage complex rental situations, including multiple tenants, 

changing rental rates & leases with different terms. We will also see how annual 

value is calculated when one part of property is given on rent, while other is 

self-occupied. We'll also explore municipal taxes & their effect on net annual 

value, including when they get paid & whether you can deduct them. Since 

property was let out for part of year, we will also consider calculations for 

proportionate municipal taxes & how to establish annual value given how it was 

used through year. What we will look into is about rent received in advance & 

its effect on the computation of annual value. We will also look into how 

income & expenses are divided among co-owners & complexities of 

determining property's annual value when it is co-owned & rented out. 

The Bottom Line: Sneaking In Deductions 

One can then proceed to claim qualifying deductions in accordance with Section 

24 of Income Tax Act after determining annual taxable value. Here, we'll go 

into great depth about two important deductions: interest on borrowed capital & 

standard deduction. Since it is a crucial component in tax computation process, 

standard deduction currently defined as 30% of net annual worth of a property—

will be covered in such detail that it merits consideration. We will explain 

distinction between pre-construction & post-construction interest & walk 

through intricacies of claiming interest on borrowed cash. Let's examine 

regulations pertaining to interest deductions for loans obtained for home 

improvement, repair, acquisition, or renewal. Particular focus will be given to 

calculation of pre-construction interest and 
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the allowability of such interest over five equal installments. We will discuss 

restrictions on interest deduction for self-occupied properties & also the 

conditions for claiming maximum deduction. Let us also discuss treatment of the 

interest on new loans to make good original loan. We shall further assess  tax 

aspects of charges that are processed, like processing fees, etc. To that end, we 

will go through some examples of how to calculate & claw back these 

deductions as well, including multiple loans, joint ownership & varying types of 

property. Further, we will discuss the consequences of late payment of interest 

& what documentation is needed to substantiate deduction claim. We will 

attempt to analyze how loan restructuring & refinancing would affect interest 

deduction. We’ll also look at how interest on loans you take from friends & 

family is treated. 

Self-Occupancy Mystery: Tax Qualification of Your Home. 

In terms of house property income, self-occupied properties have their own set 

of challenges and opportunities. In this section, tax ramifications of owning & 

living in a property will be delved into exhaustively. Let us inspect conditions 

that need to be fulfilled for property to be self-occupied, specifically requirement 

of actual occupation, in addition to, absence of any rental income. In case of 

self-occupied property, we will examine section that deals with deduction of 

interest on borrowed capital & highlight relevant limitations & criteria. We also 

examine how you handle several self-occupied properties & whether you have 

option to designate which property as self-occupied. Let's talk about when a self-

occupied property can change its status & tax ramifications of renting it out for 

a portion of year. We also describe tax treatment of a second residence that is 

not being used. effects of shared ownership of a self-occupied property will be 

examined. Additionally discussed will be documentation needed to claim a 

deduction for interest on borrowed capital for a self-occupied property. We will 

talk about whether improvements & renovations have an impact on interest 

deductibility. taxation of properties utilized for business activities will also be 

explored. 

Deemed-to-be-Let-Out: Making Sense of Desire & Action
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Sometimes, whether or not a property is actually let out, it can still be considered 

let out for income tax calculation. In this section, we will deal with concept of 

deemed to be let out property & its applicability. This article will explain how to 

calculate yearly worth of properties that are regarded to be let out, including how 

to apply same standards that are used for let-out properties. We go over how 

owning several unoccupied homes can impact your tax situation & any 

applicable deems. We will also discuss how to handle properties that are held for 

potential future development or use. This article looks at how self-occupied 

property laws & deemed-to-be-let-out clauses interact. We are also going to talk 

about how certain local regulations affect vacant properties being treated. We 

shall discuss the documents required to substantiate claim that a property is not 

treated as let-out. We will discuss how foreigner-owned properties are taxed 

too. 

Co-ownership & Joint Ventures: A Shared Space 

A lot of properties have more than one person or group as a joint owner. This 

segment will explore taxation aspects of co-ownership & joint ventures with 

respect to house property income. Let's discuss particular accounting rules for 

income and expenses allocation among co-owner, including their respective 

shares. In this article, we will be covering implications when loan is taken by 

co-owners joint account. We’ll also cover the tax ramifications of various forms 

of co-ownership, including joint tenancy & tenancy in common. Joint Venture – 

A Tax Guide for Property Development & Construction We will also consider 

paperwork needed to defend allocation of income & expenses between co-

owners. This post will consider tax consequences of disputes between co-

owners & how those disputes are resolved. In following, we will discuss 

consequences of properties given jointly. 

Achieving Mastery: Complex Scenarios and Advanced Applications 

In this section, you will learn complex situations & higher application of 

computing income from house property. We'll also walk through multi-property, 

mixed-use, & multi-jurisdiction situations. Next, we will explore tax 

implications of leasehold properties, properties that are under construction, & 
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properties that are subject to litigation. Lastly we shall cover treatment of arrears 

of rent, unrealized rent, & rent paid in advance. In connection with this, we 

would go over pertinent case law & Central Board of Direct Taxes' (CBDT)  

circulars. We will also discuss tax implications of properties owned by trusts & 

other companies. In order to do this, we will examine how modifications to tax 

rules & regulations impact how a home property's income is determined. tax 

treatment of real estate located outside of India will also be covered. We will 

also go over how to properly calculate taxes on properties that are partially self-

occupied & partially rented, as well as how to divide interest & municipal taxes 

proportionately. 

Case Studies & Practical Problems: Bridging Theory & Practice 

This chapter contains a series of detailed case studies & work problems meant 

to aid over ideas and principles presented in previous chapters. We will 

demonstrate with examples of different types of properties, agreements to rent 

these properties, & monetary exchanges. Solutions: For every problem detailed 

solution would be provided where every step of computation of house property 

income will be taken in details and relevant provisions would be deducted. This 

will include multiple floors, loans, rental agreements of all types, properties 

going through renovations & much more. This is a collection of practical 

problems that will aid reader in developing skills & confidence to cope with 

house property income calculations in their respective lives or business. 

Through precise guidance under each of these headings, this book will cover 

every aspect of challenges house property income may present to taxpayers & 

equip its readers on how to deal with common dilemmas one may face regarding 

its computation & taxes, whether you be a taxpayer or a tax consultant or just 

looking to have more awareness on matter.
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SELF-ASSESSMENT QUESTIONS 

Multiple Choice Questions (MCQs)  

1. Under which section of Income Tax Act is income from house property 

taxable? 

a) Section 22 

b) Section 24 

c) Section 80C 

d) Section 44AE 

2. Which of following properties is NOT taxed under "Income from House 

Property"? 

a) Self-occupied house 

b) Let-out property 

c) House used for business 

d) Deemed to be let-out property 

3. How many self-occupied properties can be claimed as tax-free from FY 

2020-21 onwards? 

a) One 

b) Two 

c) Three 

d) Unlimited 

4. If a house property is partly let out & partly self-occupied, how is annual 

value determined? 

a) Self-occupied value is considered for both portions 

b) Separate valuation for both portions 

c) Consider only let-out portion 

d) It is always deemed let-out 

5. What happens if a house property is let out for part of year & self-

occupied for rest? 

a) It is fully self-occupied
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b) It is fully let-out 

c) It is treated as let-out for rented period & self-occupied for remaining 

period 

d) It is deemed to be let out 

6. Which of following is NOT considered while computing Annual  Value of 

a Let-Out House Property? 

a) Municipal Value 

b) Standard Rent 

c) Annual Salary of Owner 

d) Fair Rent 

7. Which of following is considered basis for computing Annual Value of 

a Let-Out House Property? 

a) Higher of Municipal Value & Fair Rent 

b) Higher of Expected Rent & Standard Rent 

c) Lower of Standard Rent & Fair Rent 

d) Higher of Expected Rent & Actual Rent Received 

8. Which tax is deductible while computing Annual Value of a house 

property? 

a) Property tax paid to municipal corporation 

b) Income tax 

c) Wealth tax 

d) Service tax 

9. If a house remains vacant for part of year, how is Annual Value 

computed? 

a) Expected rent is ignored 

b) Expected rent is reduced proportionally 

c) Expected rent is considered for full year 

d) Annual value is zero

Income 

from House 

Property 

MATS Centre for Distance and Online Education, MATS University



112 
 

10. Which one of following is NOT included in calculation of Annual Value? 

a) Standard Rent 

b) Gross Annual Value 

c) Unrealized Rent 

d) Home Loan Principal Repayment 

11. The standard deduction allowed under Section 24(a) of Income Tax Act 

is: 

a) 10% of Gross Annual Value 

b) 20% of Gross Annual Value 

c) 30% of Net Annual Value 

d) 50% of Net Annual Value 

12. Interest on a housing loan for a self-occupied property is deductible up 

to what limit under Section 24(b)? 

a) ₹50,000 

b) ₹1,00,000 

c) ₹2,00,000 

d) ₹5,00,000 

13. Which of following deductions is NOT allowed while computing income 

from house property? 

a) Municipal taxes paid 

b) Home insurance premium 

c) Standard deduction 

d) Interest on home loan 

14. If a property is let out, how much interest on a housing loan can be 

claimed as a deduction? 

a) ₹1,50,000

Income Tax 

Law and 

practice 

MATS Centre for Distance and Online Education, MATS University



113 
 

b) ₹2,00,000 

c) ₹3,00,000 

d) No limit 

15. If a house is co-owned, how is deduction for interest on a housing loan 

treated?  

a) Deduction is available to only one co-owner 

b) Deduction is divided equally among co-owners 

c) No deduction is allowed 

d) Deduction is based on ownership proportion 

Short Answer Questions 

1. Define Income from House Property as per Income Tax Act. 

2. What is scope of income from house property? 

3. How is Annual Value of a self-occupied house property computed? 

4. What is meaning of Deemed to be Let-Out Property? 

5. What is formula for computing Annual Value of a let-out house property? 

6. What deductions are available under Section 24 for income from house 

property? 

7. What is Standard Deduction allowed under income from house property? 

8. How are Municipal Taxes treated while computing house property 

income? 

9. What is maximum limit of interest deduction on housing loans for a self-

occupied property? 

10. What are tax implications if a person owns multiple self-occupied 

properties? 

Long Answer Questions 

1. Explain meaning & scope of income from house property under Income 

Tax Act.

Income 

from House 

Property 

MATS Centre for Distance and Online Education, MATS University



114 
 

2. Describe process of computing Annual Value for different types of house 

properties. 

3. How is income from Self-Occupied House Property calculated? Explain 

with examples. 

4. What is meant by House Property Deemed to be Let Out? How is its Annual 

Value computed? 

5. Discuss method for determining Annual Value of a Let-Out House Property. 

6. Explain in detail Standard Deduction, Municipal Taxes, & Interest on 

Housing Loans as deductions under Section 24. 

7. Discuss impact of Municipal Taxes on computation of house property 

income. 

8. Explain how interest on Housing Loans is deductible under Section 24(b) of 

Income Tax Act. 

9. Solve a comprehensive numerical problem on income from house property, 

considering various deductions. 

10. Explain tax treatment of unrealized rent & arrears of rent in computing 

house property income.
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MODULE IV  PROFITS AND GAINS OF BUSINESS AND 

PROFESSION 

 

Structure 

 Unit 11 Profit and Gains of Business and 

Profession (Introduction) 

Unit 12 Computation of Profit from Business 

Unit 13 Computation of Income from Profession 

 

OBJECTIVES 

●  To learn about taxation of business & professional income. 

● To calculate taxable business income according to positive & negative   

accounts. 

● To study specific provisions for taxation of certain professions. 

UNIT 11 PROFITS & GAINS FROM BUSINESS & 

PROFESSION 

The foundation of India's fiscal governance, Income Tax Act, offers a 

comprehensive list & explanation of various revenue streams, each of which is 

subject to different tax laws & regulations. One such element that displays 

money made from running a business & rendering professional service is Profits 

& Gains of Business or Profession. In this blog, we will dive deep into this 

category & articles then would help your business or profession compute correct 

taxes & be compliant. 

Interpretation of Terms “Business” and “Profession” under Income Tax Act 

While "business" & "profession" are not entirely defined under Income Tax Act, 

it does define phrases that can be further interpreted. In its broadest sense, term 

refers to any kind of trade, business, or manufacturing, as well as any venture or 
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issue related to these activities. scope of this definition 1 is unnecessarily broad, 

covering a variety of activities that can be planned to generate profit. It 

encompasses both established businesses as well as ventures   
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born out of speculation or impermanence. In essence, business is any transaction 

or sequence of transactions—that a firm regularly or continuously conducts in 

order to turn a profit. It applies to services, digital assets, & intellectual property 

in addition to tangible things. It highlights regular involvement in an activity 

with purpose of generating a profit. Under Act, such businesses include a 

grocery retail store, a car manufacturing plant, a software development 

enterprise creating applications, & a digital business platform for e-commerce. 

ideas of "adventure in nature of trade" encompass unique, non-repetitive actions 

that demonstrate characteristics of a business activity, to include one-time 

procurement & resale of a large asset with intention of gaining profit. Whether 

something is a business is up to certain criteria like how often it happens, intent 

to profit, & organization of it. 

“Profession,” in contrast, means a vocation requiring special knowledge, or 

intellectual skill, or skill in manual or fine arts governed by intellectual skill of 

operator. provision of services, often on a paid basis, usually according to a 

profession or particular specialization. An example of professionals are doctors, 

lawyers, engineers, architects, accountants, consultants & other helpers; people 

who provide specialized services. primary distinction between a profession & a 

business is that former is action of work. While business primarily deals with 

production & trade, it also shows use of certain professional knowledge & skills. 

In essence, your income is seen as outcome of your career & labor. Professional 

activities include, for example, a doctor diagnosing & treating patient; a lawyer 

representing clients in court; an architect designing buildings; an accountant 

auditing financial statements. Because professional income is unique, Income 

Tax Act includes rules for its calculation & taxes. Furthermore, term "vocation," 

which is commonly used synonymously with profession, broadens definition 

even more, as it refers to an occupation requiring dedication, which may not 

necessarily be formal. As illustrations: a freelance writer, a musician, or a 

graphic designer might be seen as operating within a vocation. It is a profession 

or vocation depending on necessity of that activity, expertise of worker, nature 

of services provided, & also recognition of the activity as a specific type of 

occupation.

Income Tax 

Law and 

practice 

MATS Centre for Distance and Online Education, MATS University



118 
 

The Income Tax Act's broad categories of "business" & "profession" include a 

wide range of revenue-generating activities. If only correction comes from  

fighting against biggest loopholes, especially those impacting systems of 

privilege, we will likely have a much fairer tax system. In some cases, line 

separating business & profession is never clear & some activities may have both 

aspects. As an Example: a company that develops computer software may be 

considered to be engaged in both profession (availing of consultancy services) 

& business (getting computer software prepared for sale). When there is more 

than one classification for a type of activity, classification that most closely 

matches nature of activity is selected. Act also incorporates specific deeming 

rules to clarify tax treatment of certain activities. As an example, so-called 

speculative transactions are now considered business activity regardless of their 

frequency or nature. Judicial pronouncements & administrative guidelines make 

alternative interpretations on "business" & "profession" which helps understand 

this thoroughly. Courts have long stated that case-by-case analysis is necessary 

to determine what sort of activity is appropriately classified. 
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Unit 12 Computation of Profit from Business 

Scope of Business Income 

All forms of revenue derived from commercial activities are included in broad 

definition of business income under revenue Tax Act. This includes revenue 

from any incidental or supplementary sources related to business, in addition to 

sale of goods & services. Act was established to ensure that any revenue, whether 

directly or indirectly, comes from operating a business is included. One of 

primary sources of income for a business is money made from selling of goods 

or services. It comprises money made by a business's primary activities, like 

trading commodities, selling manufactured goods, or offering professional 

services. Profit is calculated by subtracting cost of goods sold & other allowed 

expenses from total revenue. term "cost of goods sold" refers to direct costs of 

producing or purchasing commodities, including labor, raw materials, & 

manufacturing overhead. Allowable expenses include operating costs including 

rent, salaries, utilities, & marketing. Income Tax Act lays up specific guidelines 

for inventory valuation & cost of goods sold calculations. 
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Additionally, Act specifies how revenue might be recognized under accrual or 

mercantile form of accounting, making timing crucial. Accrual = revenue 

earned = received, Merchandise = revenue = received 

Business income includes profit from core operations as well as income earned 

from any incidental or ancillary activities. This covers business-related income 

that isn't directly linked to selling of products or services. In conclusion, 

aforementioned examples demonstrate how various sources of revenue also 

known as income from property other than business can also be categorized as 

business income. It reflects broader view of income that we expect to apply to 

all income sources & ensures that all income that is related to business is caught 

within its tax ambit. This way, taxpayers can’t create shell companies to 

gerrymander where their income goes, & citrus fruits are where fruit does not 

grow. nature of company & how revenue stream relates to its main functions 

decide whether an income stream is incidental or auxiliary to firm. 

Business revenue also includes compensation for termination or renegotiation of 

a contract for sale of goods or provision of services. Any remuneration received 

for an early termination or significant modification of a commercial contract is 

regarded as compensation for profit that would have been earned under 

conditions of original agreement. It is therefore categorized as business income. 

This measure prevents businesses from escaping taxation through what may 

falsely appear to be compensation for lost profits classified as something else. 

These may be paid out in a lump sum, over time, or other forms of consideration. 

Whether amount is taxable is dependent on terms in contract & type of 

compensation. Income from speculative activities is specifically considered 

business income under Income Tax Act. Speculative transactions: what are they? 

Speculative transactions involve purchase & sale of assets with primary 

expectation that market value would increase over time, but seller or sellers' 

long-term investment horizon is unclear. Transactions in stocks, commodities, 

& other financial instruments are most important. Act prescribes certain rules for 

computation of income arising from speculation transactions, which may vary 

from rules applicable to other business activities. This allows for taxation of 

speculative activities that could otherwise evade 
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taxation due to the nature of these transactions not being part of companies' 

normal operativity due to deeming provision. relevant factors to determine if a 

transaction is speculative include number of transactions, duration of holding 

underlying assets & taxpayer’s intent. 

Profit on transfer of a license issued under Industries (Development & 

Regulation) Act, 1951, is also treated as business income. This prevents 

businesses from operating around taxation to sell licenses for a profit. Such 

licenses are treated as `commercial activity', the profit from transfer is treated 

as business income. The Act concedes to underlying value of such licenses & 

provides for taxing any profit derived from sale or transfer thereof. Any money 

derived from engaging in a profession or vocation is also covered within the 

concept of income from business. Professionals' & occupations' income would 

therefore be subject to taxation under this clause. Allowable expenses are 

subtracted from professional gross receipts to calculate professional income. 

Professional equipment, professional training, work-related expenses, etc. For 

instance, it would define guidelines on what qualifies as authorized expenses & 

how professional assets should be valued. profession & kinds of expenses 

involved determine how much can be taxed.  

Under 1961 Income Tax Act, income from the insurance sector is likewise 

taxable. the insurance industry is basically offering risk coverage in exchange 

for premiums in this new market. Act establishes particular guidelines for 

calculating insurance income in accordance with unique characteristics of the 

insurance sector. These regulations include recognizing premium income, 

deducting claim expenses, & valuing insurance reserves. Act's provisions reflect 

existing regulatory framework in which insurance business functions. Business 

income is dynamic & continuously adjusts to changing economic environment 

within parameters of Income Tax Act. Act is often revised to incorporate new 

business practices & industries & to make clear how current operations are 

treated tax-wise. In interpreting Act & providing direction on range of company 

income, courts & administrative authorities are also crucial.
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CALCULATION OF BUSINESS REVENUE 

At core of these practices lies an understanding of how business income is 

computed, which is critical for accurate financial documents, tax submissions, 

& business decisions alike. This process includes identifying business activities, 

adjusting it with different expenditures & receipts, & finally arriving at net 

taxable income. Therefore, it is imperative that important NCAA & SEC 

regulations pertaining to determination of eligibility be managed & 

comprehended. This chapter discusses what should be included in business 

income, paying special attention to adjustments required to produce revenue as 

outlined in a project profit & loss statement. 

Adjustments to Expenses & Revenue: Refining Financial Accuracy 

A large part of this data generated from a business transaction will need to be 

translated & optimized to represent taxable profit. This section covers necessary 

adjustments to business income & expenses that go into calculating income in 

order to make sure that final income complies with tax laws & accounting 

principles. first step in this process is identifying non-deductible expenses, 

which must be excluded when calculating taxable income. Despite being actual 

expenditures, costs do not qualify as legitimate business deductions for taxation. 

Personal expenses, fines & penalties, certain entertainment expenses, & even 

charitable contributions beyond a specific threshold would all be prohibited 

deductions. Items that are considered completely personal, like owner’s personal 

vacations or auto repairs, are not deductible because they are clearly distinct 

from business's operations. Fines & punishments that are incurred based on 

violating laws or regulations are punitive & nondeductible. Entertainment costs 

may have a business purpose as well, but are generally also subject to strict limits 

& frequently are not fully deductible. Although charitable contributions are 

highly commendable, they are also subject to specified limit on deduction, if 

any, they may not be deductible at all as business expense. Being able to 

correctly identify & remove these expenses that are non-deductible keeps 

income calculation to a true representation of business spend.
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Second, capital expenditures need to be carefully treated. These outlays that 

constitute investments in assets with useful lives extending beyond one 

accounting period, are not immediately deductible. They are capitalized & then 

depreciated over their useful life so their cost can be deducted over time. These 

investments may consist of land improvement, building acquisition, & purchase 

of machinery & equipment. However, through depreciation, cost of such assets 

is spread out throughout time that asset is used to produce revenues rather than 

being charged to P&L account in year of purchase. annual depreciation expense 

is calculated using a variety of depreciation techniques, like units-of-production 

depreciation, falling balance depreciation, & straight-line depreciation. Properly 

capitalizing or depreciating capital expenditures is vital because it determines 

how much assets contribute to income business generates over time. Third, 

accruals adjustments are critical if you are a business using accrual method 

accounting. Regardless of whether money is received or paid, this system records 

income when it is earned & expenses when they are incurred. Accruals are a 

better indicator of business performance because they align revenues & expenses 

with time period in which they are incurred. For instance, it may entail recording 

accrued income from rendering services that have not yet been billed or 

recording accrued costs for items or services that have been obtained but not yet 

paid for. To illustrate, accrued revenue, or revenue earned but not yet collected, 

should be recognized to accurately reflect earnings for period. Accrued 

expenses, which are obligations that have been incurred but will be paid later, 

must also be recognized in order to accurately capture costs of generating 

revenue during period. Such adjustments avoid distortions in income 

computations due to cash flow timing. Fourth, inventory adjustments  this is 

important for sales-oriented businesses.  

However, a businessperson must compute cost of products sold (COGS) in order 

to ascertain gross profit. For instance, how COGS & ending inventory values are 

determined depends on inventory valuation method selected (weighted-average 

cost, last-in, first-out (LIFO), & first-in, first-out (FIFO). These techniques 

determine cost of products sold, which impacts taxable income & reported gross 

profit. oldest inventory items are assumed to be sold first by FIFO, whereas 

newest inventory items are assumed to be sold first by 
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LIFO. weighted-average approach determines average cost of all inventory items 

& adds that average to cost of goods sold. Accurately portraying a company's 

profitability is closely related to inventory valuation & cost of goods sold 

(COGS) computations. 

Fifthly, bad debt provisions are to be made by businesses which are giving credit 

to customers. Accounts receivable that cannot be collected must be written off 

as bad debts & deducted from taxable income. Usually, one of two approaches—

the allowance technique or direct write-off method—is used to account for bad 

debt expenses. While direct write off approach merely eliminates accounts that 

are considered uncollectible, allowance method estimates & creates a reserve for 

bad debts. method chosen affects when bad debt will be recognized and whether 

income was calculated accurately. Prepaid expenses & unearned revenue (6) 

Adjustments for unearned revenue & prepaid expenses align revenue & expenses 

to appropriate accounting period for example, prepaid expenses (e.g. insurance 

premiums paid for in advance) must be amortized over time period covered. 

Unearned revenue, which be collections for future services to be provided, must 

be recognized as revenue when services are performed. Only by amortizing 

prepaid expenses & recognizing unearned revenue in correct accounting periods 

can income be accurately reflected in each accounting period. 

 Depletion adjustments are applicable to companies engaged in extraction of 

natural resources, like mining, oil & gas exploration, etc. Depletion refers to the 

slow exhaustion of these resources, & is tax deductible. Cost depletion & 

percentage depletion are two popular techniques for determining depletion. "The 

two types of depletion are cost depletion & percentage depletion.": Cost 

depletion is determined based on cost of resource extracted, & amount of 

resource extracted; percentage depletion is determined as a percentage of gross 

income. method chosen affects degree of depletion expense claimed and income 

to be taxed. Related party transactions are fine as long as they are at arm's 

length. Related parties include family members & affiliated companies, & 

transactions with them may be restricted to prevent income shifting or tax 

avoidance. It is also important to make sure that these transactions are taken 
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account at fair market value when calculating income. Ninth, exclude tax-exempt 

income, from taxable income. Some income, including interest on certain 

municipal bonds, may be exempt from federal or state income taxes. Material 

treatment of tax-exempt income adds confusion to life of tax payer in determining 

tax title income. Finally, timing differences in accounting & tax rules can create 

adjustments. Some will be recognized in one period for accounting purposes & 

another for tax purposes. Such timing exceptions need careful analysis & 

adjustments to reach taxable income. 

Attributes of Financial Statements: Computation from Profits and Loss 

Accounts 

Basically, profit & loss (P&L) account (or income statement) is a summary of a 

business's revenue & expenses in a period. In this section, we look at how to use 

P&L account to calculate business income according to income tax standards, 

adjustments required & how to interpret P&L account for this purpose. Net profit 

or loss shown in statement is starting point for calculating business income from 

P&L account. This is difference between total revenues & total expenses. (But 

that number may not accurately represent taxable income because of many 

adjustments described above.) The first step is to add non-deductible expenses 

back to net profit. As previously, P&L account items are not all tax-deductible 

expenses. To obtain accurate taxable income amount, these deductions must be 

added back to net profit. Since non-deductible expenses are not deductible for tax 

purposes, they should not lower taxable income, so this step eliminates impact of 

charge in P&L account for them. 

Second, subtract nontaxable income from net profit. P&L account will contain 

revenues that may not need to pay taxes. These were not deductible from profits 

so taxable income has been adjusted to account for them. This is important 

because non-taxable income must not be taxed because it was initially included 

in P&L account. Third, make adjustments for differences in depreciation and 

amortization. depreciation & amortization amounts shown in the P&L account 

might differ from amounts accepted for tax calculations. tax laws sometimes 

require certain depreciation methods & useful lives for assets that are different 

from methods used for financial accounting purposes. These 
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distinctions lead to adjustments to determine accurate depreciation & 

amortization expenses utilized in calculation of taxable income. Next,  

harmonies for differences in inventory valuation. inventory valuation method 

used for accounting may not be allowed for tax purposes. differences require 

adjustments to arrive at the proper cost of goods sold used to compute taxable 

income. 

Fifth, normalize for differences in bad debt expense. That amount may differ 

from amount allowed for tax purposes & is reported in P&L account as a bad 

debt expense. There are several adjustments required to arrive at correct bad 

debt expense for taxable income calculations. Step 6: Accounting for prepaid 

expenses and unearned revenue differences Treatment. You need to make 

adjustments to ensure these things are properly treatment in periods used to 

compute taxable income. So seventh, correct for depletion differences. 

depletion expense reported in P&L account may be different from amount 

fillable for tax purposes. You are only allowed onto nuances of depletion 

expense that actually apply when you calculate taxable income. Eighth, make 

adjustment for timeliness differences. As we opined previously, temporary 

differences between accounting & tax rules can produce adjustments. These 

modifications make sure that items are well identified within the periods to 

determine taxable income. Ninth, review related party transactions. P&L 

account must have transactions with related parties so, this must be verified if 

arm's-length transaction done. If these transactions are not performed at fair 

market value, adjustments may be required. Tenth, confirm with the supporting 

documentation. Supporting evidence like invoice and receipt can be used to 

reconciling figures shown in P&L account. This process helps in verifying 

accuracy & completeness of financial data used in calculating business 

SPECIAL BUSINESS PROVISIONS 

Within intricate fabric of business operations, particular provisions in tax code 

are instrumental in encouraging growth, assisting entrepreneurship, & providing 

equity to economy. They also tend to be segmented based on individual business 

segments, recognizing different opportunities & challenges 
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businesses face. Within this framework, two most important components are 

special tax provisions meant for Small & Medium Enterprises (SMEs) & 

Presumptive Taxation Scheme for professionals. For businesses, getting a good 

understanding of such provisions is necessary in order to optimize their tax 

liabilities, avail benefits allowed by IT act & maneuvering regulatory 

environment. 

Data on SMEs and tax exceptions 

Small & Medium Enterprises (SMEs) represent cornerstone of many economic 

systems playing an essential role in advancement of innovation, job creation, & 

significant contributions to a nation’s GDP. While there is a lot of room for 

growth potential in SME sector, there is also a lot of potential pain and suffering, 

with unique challenges like limited access to capital, regulatory demands & a 

well-developed competitive landscape. Understandably, governments often have 

special tax provisions for SMEs in order to promote their development and 

sustainability. following provisions are intended to minimize tax burden on 

SMEs, ease tax compliance & encourage reinvestment of earnings for growth. 

Reduced corporate tax rates: Reduced corporate tax rate is one of main forms of 

special tax provisions for SMEs. SMEs can reinvest in business activity, R&D, 

or growth in low tax rate & keep a more significant portion of their earnings. 

approach may include tiered tax structures in which smaller firms pay a smaller 

rate on their profit than larger companies. This is meant to level the playing 

field & to stimulate entrepreneurship by lowering start-up costs for new 

businesses. For example, a country could attract help by charging a 15% 

corporate tax rate for SMEs with annual turnover between a certain point & zero, 

& then a 25% rate for companies larger than that. This difference in rate directly 

allows SME to manage their finances better. 

Another key feature is exemptions & deductions related to certain expenses. 

Governments typically want a particular outcome (like investing in R&D) & will 

provide a tax exemption or a tax deduction for a particular type of expense for 

SMEs in order to encourage them to invest in area that state wants. SMEs, for 

example, might be able to deduct a percentage of expenses they incur when 
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purchasing new software or hardware, or be eligible for tax credits for investing 

in renewable energy technologies. Likewise, tax relief on staff training costs 

provide incentives for SMEs to invest in upskilling, which can lead to greater 

productivity & competitiveness. Such deductions and exemptions help to lower 

taxable income of SMEs, which in turn reduces their tax liability & encourages 

investments in areas contributing to long-term growth. 

One of key aspects of special tax provisions for SMEs is simplified tax 

compliance procedures. Acknowledging that many smaller businesses lack 

resources to comply with complex tax liabilities & compliance demands, such 

as ability to hire specialized staff, governments typically allow simplified 

procedures for filing & payment of taxes. This may take form of simplified 

online filing systems, limited documentation needs, & extended filing deadlines. 

less complex process will lessen administrative load on SMEs, making their 

core business to spend less time & resources on tax compliance. For instance, if 

you look at there would be an income tax return form for SME with annual 

turnover-less than a threshold wherein it would just have a smaller number of 

fields & documents to be attached few other such measures can help enterprises 

grow & succeed. These simplifications reduce chances of errors and penalties, 

creating a better environment for operation of SMEs. 

Tax holidays & exemptions for newly established SMEs must also become 

strong levers to stimulate entrepreneurship & ignite economic activity. Tax 

holidays or exemptions, including these special tax regimes where SMEs would 

be exempted from taxes for first three to five years of setting up, can offer 

www.ww.9uniquexyz.com significant & vital funding support needed for this 

nascent sector. This enables them to lay a foundation, gain traction & revenue 

until they are paid to full burden of taxation. Tax holidays in specific sectors & 

regions are similar, a to attract investment and feed new businesses. E.g., You 

could see something like a five-ye r tax holiday for SMEs operating in specified 

technology parks or industrial zones from a government to promote innovation 

& regional development. Not only that, but public procurement preference can 

bring large scale advantages to SME. Many 
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governments channel a certain percentage of their procurement contracts 

towards SMEs, allowing them to access opportunities for growth & stable 

revenue streams. Through set-aside programs reserving a percentage of 

government contracts specifically for SMEs, or through preferential scoring 

criteria which allow them to bid more competitively. Securing government 

contracts can be method that can provide SMEs with stability & sustainability 

they need to grow & thrive in the UK economy as they help create jobs, drive 

economic growth & innovation. 

Another significant measure is new job creation tax credits for SMEs. Tax 

credits for recruiting new employees, especially individuals from underserved 

communities, can motivate SMEs to provide job openings & support social 

advancement. credits would be structured to offset some/all of employer’s 

social security contributions or payroll taxes. A government may give a tax 

credit of $1,000 for every new employee hired by an SME, thus lowering price 

of labor & encouraging job creation. Accelerated Depreciation Policy This is a 

tax provision that enables Small & Medium Enterprises (SMEs), to deduct a 

larger slice of cost of their assets in earlier years of their use. This lowers their 

taxable income in early years, offering them immediate financial relief & 

incentivizing the purchase of new equipment & technology. For small & 

medium enterprises (SMEs), this method can offer substantial tax breaks for 

those needing heavy capital outlay, like manufacturing & construction 

companies, & so on. A specific example of tax relief would be if an SME had an 

asset on its balance sheet that would typically be depreciated over course of ten 

years, they may be allowed to depreciate that asset over the course of five years 

instead, lowering their tax burden substantially in first few operational years. 

Tax incentives for exports are critical for SMEs doing international trade. Tax 

exemptions, rebates, or deductions for expenses related to export of goods & 

services, including expenses for marketing & transportation to international 

markets and/or insurance, are other useful measures that increase SMEs 

competitiveness in international markets. Such incentives could motivate small 

and medium-sized enterprises (SMEs) to increase their export activities, 

broaden their sources of income, & further grow export at a national level. For 

example, a government could grant a tax credit for SMEs that 
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engage in international trade fairs or exhibitions, or they could implement tax 

exemptions for export sales income. Commercially available, specialized 

financial products & services are finally accessible for SMEs. Through 

government tax incentives or direct funding, access is often made more 

accessible to specialized financial products & services like venture capital, angel 

investment, & microfinance. Would address challenges of access to capital for 

SMEs & ensure them with necessary financing for growth & expansion. 

government may offer tax breaks to investors who invest in SMEs through a 

venture capital fund, angel networks, etc. which in return can spur private sector 

investment in small firms. 
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Unit 13 Computation of Income from Profession 

Professionals — Or Presumptive Taxation Scheme 

Accountants Lawyers Engineers Doctors However, especially sole proprietors 

& partnerships. Aiming to address these challenges, governments often 

implement presumptive tax schemes to streamline tax procedures & ease burden 

of administration on professionals. A presumptive taxation scheme is a 

simplified tax regime that permits professionals to pay taxes, based on a 

specified percentage of their gross receipts, instead of computing their income 

& expenses. & it means less detailed bookkeeping & record-keeping & less 

complex tax compliance, giving professionals more time to do what they do 

best. scheme usually suits professionals who even don't have large annual 

turnover so it can be great to start advance any career or company step. 

presumptive taxation scheme has one of biggest benefits in terms of tax 

computation. Instead of keeping detailed records of your income & expenses, 

professionals can take a standard percentage of their gross receipts & use that 

to determine their taxable income. This percentage is not arbitrary but instead 

reflects average degree of profitability of profession in question. A country may, 

for example, apply a presumptive income rate of 50% of gross receipts so that 

a professional with gross receipts of $100,000 will have $50,000 of taxable 

income. Every month, this calculation is easy & therefore saves hassle of 

monthly tax compliance. 

Reduced record-keeping obligations are one such advantage. Professionals 

opting presumptive taxation scheme are not required to maintain detailed books 
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of accounts & no supporting documents for their expenses. What this means is 

you no longer have need for complicated accounting software but you also 

greatly mitigate risk of fines or fees associated with not keeping proper records. 

However, professionals are still required to keep very basic records of gross 

receipts & like (invoices, bank statements, etc.) to support their tax returns. 

Presumptive taxation scheme also enjoys advantage of lower costs of 

compliance. The scheme greatly decreases professional compliance costs by 

streamlining tax procedures & relying on fewer record-keeping requirements. 

That means expense incurred by hiring accountants or tax advisors, along with 

opportunity cost of time spent on tax-related activities. Compliance costs are 

lower, which allows professionals to manage their finances easily & concentrate 

on building their practices. 

Another advantage of presumptive taxation scheme is lower risk of audits & 

penalties. Reducing likelihood of audits or penalties, system simplifies tax 

compliance & lessens necessity for a detailed paperwork. This gives 

professionals more peace of mind & decreases chances of expensive quarreling 

with tax authorities. For professionals, enhanced tax certainty is one of the 

major benefits of tax reform. Instead, professionals know tax they are 

responsible for paying is based on a set percentage of their gross receipts, 

providing additional predictability regarding their tax liability. This enables 

more accurate financial planning & decision-making for their business 

activities. Tax certainty is especially relevant for professionals working in 

highly volatile markets, or those who experience fluctuating income streams. 

Presumptive taxation scheme incentivizes formalization & compliance We 

believe that easing tax compliance & reducing administrative burden would 

motivate professionals to bring their businesses formal, & register with tax 

authorities. This enlarging of tax base is part of increasing tax compliance across 

the board. Formalization also offers access for professionals to a range of 

benefits, including government programs, financial services & legal protections.
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 INCOME FROM PROFESSION OF A LEGAL, 

MEDICAL, & ACCOUNTING 

The present chapter explains how to compute profits from professional 

practices, namely, practices of law, medicine, & accounting. Though these 

professions offer very different services, their commonality lies in earning 

money largely by providing specialized skills & expertise. It becomes important 

to understand nuances behind how income is computed for these types of 

professions for purposes of accurate tax reporting, financial planning, & 

business management. In this guide, we will break down different aspects of 

professional income, deductions allowed, & special rules for each profession. 

The Basis of Computation: Defining Professional Income 

Probably the most important element of income computation is precisely 

defining "professional income." Regarding professions of law, medicine, & 

accounting, professional income covers every receipt that results from practice 

of profession. It comprises payment for services, consultations, expert opinion, 

retainers, along with any other payment directly linked to professional 

information. It is important to note that professional income is classified 

differently from other income streams, like capital gains, interest income, or 

even rental income, which hold varying tax implications. For example, a 

lawyer's fees are considered professional income when he or she represents a 

client in court; on other hand, profits resulting from sale of stocks owned by 

lawyer are considered capital gains.  

In addition, receipts are not limited to cash payment. It encompasses all forms 

of remuneration, including cheques, electronic transfers, or even worth of 

services received in lieu of cash. As ownership of an item can potentially 

change through a barter transaction, fair market value must be taken into account 

— for instance, artwork received as payment for legal services must be included 

in a lawyer's professional income. Another important consideration is with 

respect to income recognition timing. In general, income is recognized when 

earned or when received, whichever is earlier. 
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principle is that income should be recognized in period it is generated, 

regardless of when actual payment is made. For cash method accountants, 

income is received and received income, while accountants use accrual method 

of accounting income earned income regardless of payment. 

Recognizing Allowed Tax Deductions to Lower Taxable Income 

We now move to next step once we have professional income correctly defined 

— identifying allowable deductions. Deductions are those expenses incurred in 

a whole & exclusive way for development of professional activity & reduce 

gross professional income, resulting in net taxable income. Such deductions are 

crucial for lowering tax liability & ensuring that income produced by profession 

is accurately in line with its net income. Make sure to keep good records: 

Deductions should be well documented, and you should have records to back 

up their legitimacy. 

Some common allowable deductions are: 

● Salaries & wages: Payments to staff, like assistants & secretaries or other 

assistants, are deductible expenses. This includes basic pay, bonuses & 

employer contributions to employee benefit schemes. 

● Rental, Office: Office rent or premises rent used for professional practice 

is deductible. A deduction may be taken for depreciation of building if 

professional owns premises. 

● Repairs & Maintenance: Costs spent on keeping the office, equipment, 

or professional vehicle are also deductible. This includes fixing 

computers, furniture & medical equipment. 

● Depreciation: A non-cash expense known as depreciation is slow 

reduction in value of tangible objects utilized in workplace, like 

computers, furniture, & medical equipment. Tax authority regularly 

provides the depreciation per year. 

● Professional Books and Journals: costs of professional books, journals 

& periodicals. & it'd be hard to accomplish that without these resources 

that help keep us up-to-date in our field.

Profits and 

Gains of 

Business and 

Profession 

MATS Centre for Distance and Online Education, MATS University



135 
 

● Telephone & internet expenses: Telephone & internet charges in respect 

of business use are deductible. This covers monthly fees and installation 

costs. 

● Traveling Costs: travel costs associated with business trips to attend 

conferences, seminars, or client meetings are actually deductible This 

covers transportation expenses, where you will stay, & what you will eat. 

● Insurance Premium: Premium paid for professional indemnity, health 

insurance, and other general or specific insurance applicable are eligible 

for deductions. 

● Legal & Professional Fees: Payments made to attorneys, accountants, 

doctors, or other experts for professional services are tax-deductible. 

● Stationery & Printing: Expenses for stationery, printing, & other office 

supplies are deductions. 

● Utility Expenses: Professional utility costs incurred for electricity & water 

are deductible on a pro-rata basis. 

● Professional Membership Dues: Dues paid for membership in 

professional associations or organizations are tax deductible. 

However, most personal expenses — like personal travel, entertainment or 

clothing — are not deductible. Furthermore, costs are not deductible for 

not wholly & exclusively for trade or profession, such as those related to 

a hobby or investment. It is vitally important to keep good documentation 

& records to support all claims for deduction. 

Particularly for Legal Professionals 

Lawyers, solicitors & advocates are uniquely positioned when computing 

their professional income. Their income mainly comes from charging fees 

for legal services like litigation, conveyancing, and corporate or other 

specialized areas. 

● Retainer fees: Payments made in advance for ongoing legal services — 

known as retainer fees are usually recognized as income when you receive 

them.
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● Contingency Fees: Contingency fees are conditional fees that depend on 

result of a case; it is recognized as income when case is resolved & fees are 

received. 

● Court Costs & Disbursements: Expenses incurred for clients' behalf, like  

court costs & disbursements, are generally never included in professional 

income. But if client reimburses paid expenses, reimbursement is not 

income. 

● Professional Development Charges: Any charges associated with 

whether attending continuing legal education programs or conferences are 

deductible. 

● Library and Research Costs — Costs related to maintaining a law library 

or conducting legal research are deductible. 

Legal practitioners are required to keep detailed records of their client 

engagements, fee arrangements, & expenses to support correct income 

calculation & adherence to tax laws. 

Notable Considerations for Healthcare Professionals 

With respect to computing their professional income, doctors, dentists, 

surgeons & other medical professionals have additional considerations to 

take into account. They get their earnings mostly from consultation, 

surgery, & medical services. 

● Consultation Fees: Consultation fees are considered income when 

received or earned, based on accounting method adopted. 

● Surgical Fees: Income from surgical fees is recognized when procedure is 

performed. 

● Medical Equipment & Supplies: You can write off cost of purchasing & 

maintaining medical equipment and supplies. Medical equipment can be 

depreciated. 

● Drugs & Supplies: costs of all pharmaceuticals that are administered are 

deductible.
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● Staff Salaries: wages you pay to nurses, assistants, and other medical staff 

are tax deductible. 

● Continuing Medical Education: A deduction can be claimed for costs 

associated with attending medical conferences & seminars. 

Doctors need to keep detailed records including consultations, procedures 

undertaken, & expenses to accurately compute earnings & compliance to 

medical regulations. 

Key Aspects for Accounting Professionals 

In computing professional income, chartered accountants, certified public 

accountants, & auditors & other accounting professionals have special 

considerations to be taken into account. They make most of their profits 

through auditing, accounting, tax consulting & financial advice services. 

Audit Fees & Related Income Recognition 

Audit fees are costs charged by auditors for scrutinizing & validating an 

entity's financial statements & statements to ensure adherence to accounting 

standards & rules. Professional audit firms & individual auditors who 

perform financial audits on businesses, government entities & nonprofit 

organizations usually charge these fees. Auditing involves the examination 

of financial statements, internal controls, & accounting records to assure that 

reported financial data is accurate & fairly represented. Audit fees income 

is recognized in line with principles governing revenue recognition, 

whereby revenue should be recognized when performance obligation has 

been satisfied. For audit services, fulfillment of obligation shall be when 

audit has been performed, & auditor's report has been issued. As such, audit 

fees are accounted as income in accounting records upon complete 

undertaking of audit, irrespective of payment is made. This makes logical, 

particularly in light of accrual method of accounting, which records money 

as soon as it is earned rather than when it is paid. Auditing firms are 

necessitated to maintain detailed records of their work to explain how fee 

charged to 
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clients was calculated, while also adhering to professional & legal requirements. 

They should also ensure that there is open communication with client around fee 

structure & payment terms to avoid disputes or delays in revenue realization. 

Recognition of Income and Tax Consulting Fees 

Services that provide tax consulting ask you to inform them on tax related 

matters, tax planning, tax compliance, ways & means to reduce your tax liability, 

etc. Tax consultants help businesses & individuals navigate tax laws, prepare tax 

returns, and resolve tax disputes with authorities. Due to the difficulties of tax 

laws, experts in this field offer necessary services to complete tax filings & tax 

control. Income from tax consulting services is recognized when services are 

performed. Therefore, once a consultant gives agreed upon advice or assistance 

to client, fee related to that advice or assistance is considered earned income & 

recorded as such by consultant. Whereas audit fees are recognized once audit is 

completed, tax consulting fees are recognized over time as services are 

performed. Tax consulting firms usually charge on a retainership or pay per 

service basis depending on scope & strategy complexity. When services spread 

over multiple periods, firms should recognize revenue appropriately according 

to needs of the affected period. It is vital to maintain credibility & ensure timely 

revenue recognition by accurately documenting services offered & having a 

transparent discussion with customers. 

Fees & Income recognition for accounting services 

These can include bookkeeping, preparation of financial statements, payroll 

processing & more. Professional accountants play a crucial role in preparing 

accurate financial statements & ensuring compliance with relevant regulatory 

requirements. Accounting fees are recognized as income upon rendering of 

services. This implies revenue must be recognized only after firm's accountant 

delivers services agreed upon to client. Auditing fees, on the other hand do not 

get recognized by audit firms until audit is completed, which means that 

accounting service fees normally get recognized on an ongoing basis reflecting 
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nature of accounting work. nature & complex of services dictate most firm 

habits, for instance, many of accounting firms operate on a retainer, hourly, or 

fixed-fee basis. Because bookkeeping and financial statement preparation are 

performed continuously as services are provided, firms may defer recognition of 

revenue as a contract progresses. Revenue could vary from one reporting period 

to other, which — it creates a gap between when a service is provided, & when 

you generate recurring income as service fees.” Proper invoicing, contractual 

agreements, & clear communication with clients allows you to ensure your 

revenue recognition process matches your service delivery. 

The Best Business Deductions You Versus Yourself 

Accountants, auditors, & tax consultants create generalizations because they 

work with specialized software and have subscription access to specialty 

databases. These tools improve efficiency, accuracy, & adherence to accounting 

& tax laws. Software applications often used in accounting are tax preparation 

programs, applications for bookkeeping & financial analysis tools. Specialized 

software that is purchased or subscribed to professional software, business 

software systems and accessories are deductible business expenses. This 

implies that companies & individuals who offer accounting services might lower 

their total tax obligation by deducting cost of these instruments from their 

taxable revenue. Expenses can be written off for tax purposes if they are directly 

associated with business's operations & are appropriately documented. 

Professional databases, industry journals, & research materials subscriptions are 

also deductible as they provide accountant with information & updates on 

changing accounting standards, tax laws, & financial regulation. Firms need to 

clearly justify & follow up proper records of such expenses & ensure that they 

are exclusively used to conduct professional activities to comply with tax 

regulations. 

Deductible Expenses Professional Development & Continuing Education 

Laws, regulations, & best practices are constantly changing in accounting & 

finance profession. To remain informed & ensure professional competency, 

accountants & auditors are obligated to participate in continuing professional 
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education (CPE) programs, workshops, & certification courses. general rule is 

that professional development program participation costs are deductible. For 

example, it covers training fees for courses, seminars, webinars & certification 

exams in the areas of accounting, taxation & financial management. For 

example, many professional bodies such as Association of Chartered 

Accountants or Certified Public Accountants require their members to complete 

a certain amount of CPE hours each year. In order to be tax deductible, expenses 

below must be directly related to profession & necessary for maintaining or 

improving skills. Maintain adequate documentation, like keeping receipts & 

certificates of completion as proof for such deductibles. 

These expenses are deductible against revenue in the immediate year, as 

discussed below. 

Client trust is built in accounting firms and professionals. Nightlife 

entertainment expenses (networking events etc.) typically occur as a bid to 

establish a business relationship that converts to long business engagement. (The 

IRS permits tax deductions for reasonable client entertainment expenses, subject 

to specific restrictions.) Therefore, type of spending, its direct connection to 

business, & degree to which it benefits business will typically determine whether 

such costs can be written off. A business lunch with a prospective client to 

discuss accounting services, for instance, would not be necessary & so qualify 

as a deductible expense; but, eating out at same time serves no specific purpose 

& may not qualify as a deductible expense. Specific Reporting Requirement: For 

certain companies, their entertainment example includes method in which they 

maintain reports of any costs associated with entertaining clients, like receipts 

with a clear description of what entertainment was & a reason for business 

purpose for maintaining entertainment.  

Entertainment deductions are frequently limited by tax authorities & failure to 

comply with documentation obligations may lead to denial of deduction. For 

audit, tax consulting & accounting service firms, income recognition & 

deductible expenses should be very carefully managed. Audit services fees is 

recognized as income upon completion of audit, whereas tax consulting & 

accounting services fees is recognized on services rendered. It is a critical part 
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of both being competent in your field & continuing to develop your business 

relationships. This information aids businesses in maximizing their financial 

performance & guarantees adherence to tax & accounting laws while upholding 

appropriate tax accounting & documentation of relevant components. They also 

need to keep systematic records of their clients, how they charge them, & their 

expenses, ensuring that they can calculate their profits correctly & remain in line 

with accounting standards & tax regulations. 

The Foundation of Compliance: Record-Keeping & Documentation 

Record keeping & documenting is important for being compliant with tax 

regulations and keeping accurate financial records. Professionals need to 

maintain proper records of all their income and expenditure including invoices, 

receipts, bank statements & other similar supporting documents. This is why 

they must also be backlogged and easily valid at audit. Using accounting 

software or hiring a bookkeeper can help ensure records are kept more 

efficiently with a lower risk of error. 

Tax Law & Compliance: Minimizing Tax Usage 

Tax planning, as professionals call it, Singh advises, is at crux of financial 

management. However, professionals can reduce their tax burden & maximize 

their tax duties by understanding tax implications of their income & expenses. 

This entails strategically timing recognition of income & expenses & utilizing 

all available deductions, credits, & exemptions. Tax planning advisory services 

Tax advisor 

Bottom Line: Professional Income Confusion 

The income earned separately from obtaining a lawyer, medical doctor, or CPA 

must be properly analyzed, allowing for potential deductions at the federal level 

& what allowances are valid under that particular profession. By following 

proper record keeping, leveraging available deductions, & being proactive in tax 

strategies, professionals can go a long way to ensure that they accurately 

calculate their income, reduce their overall tax bill, & maintain 
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healthy finances. Ensuring compliance with tax regulations 16, this resource 

serves as a guide to navigating complex nature of professional income. 

SELF-ASSESSMENT QUESTIONS 

Multiple Choice Questions (MCQs)  

1. Which section of Income Tax Act defines ‘Business’?  

a) Section 2(13) 

b) Section 2(15) 

c) Section 44AD 

d) Section 10 

2. What does ‘Profession’ include under Income Tax Act? 

a) Any business activity 

b) Technical & managerial work 

c) Legal, medical, & accounting professions 

d) Only trading activities 

3. Under which head of income is business income taxed? 

a) Salary Income 

b) Capital Gains 

c) Profits & Gains from Business & Profession 

d) Income from Other Sources 

4. Which of following is an allowable business expense? 

a) Personal Expenses 

b) Depreciation on machinery used for business 

c) Income Tax paid 

d) Capital expenditure on land 

5. Under which section is Presumptive Taxation for small businesses 

covered?
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a) Section 44AD 

b) Section 10(10) 

c) Section 80C 

d) Section 44AE 

6. What is turnover limit for businesses to avail of Presumptive Taxation 

Scheme under Section 44AD? 

a) ₹1 crore 

b) ₹2 crore 

c) ₹5 crore 

d) ₹10 crore 

7. Under Presumptive Taxation Scheme for professionals (Section 44ADA), 

what percentage of gross receipts is considered as taxable income? 

a) 30% 

b) 50% 

c) 60% 

d) 75% 

8. Which of following is NOT included in computation of business income? 

a) Rent received from business premises 

b) Sale of goods or services 

c) Interest earned on bank savings 

d) Profit from a business transaction 

9. What is minimum book profit percentage for determining tax liability 

under Section 115JB (MAT)? 

a) 5% 

b) 10% 

c) 15% 

d) 18.5%
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10. How is depreciation calculated for tax purposes?  

a) On book value only 

b) As per Income Tax Act rates 

c) At discretion of business owner 

d) Not allowed as an expense 

11. What is time limit for carrying forward business losses? 

a) 4 years 

b) 5 years 

c) 8 years 

d) 10 years 

12. Which section covers taxability of professional income under 

Presumptive Taxation Scheme? 

a) Section 44AA 

b) Section 44ADA 

c) Section 44AE 

d) Section 115JB 

13. What is penalty for not maintaining books of accounts as per Income 

Tax Act? 

a) ₹10,000 

b) ₹25,000 

c) ₹50,000 

d) ₹1,00,000 

14. Under which section can businesses claim deductions for bad debts? 

a) Section 36(1)(vii) 

b) Section 44AD 

c) Section 10(10) 

d) Section 80C 

15. What is turnover threshold for mandatory tax audit under Section 44 

AB for businesses not under presumptive taxation? 

a) ₹1 crore 

b) ₹2 crore 

c) ₹5 crore 

d) ₹10 crore 
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Short Answer Questions 

1. What is definition of business under Income Tax Act? 

2. How does Income Tax Act define profession? 

3. What are main sources of business income? 

4. What are key adjustments made while computing business income? 

5. How is business income different from salary income? 

6. What is Presumptive Taxation Scheme, & who can avail it? 

7. Name any three allowable business expenses under Income Tax Act. 

8. What is treatment of bad debts while computing business income? 

9. What is importance of Profit & Loss Account in tax computation? 

10. What tax benefits are available to Small & Medium Enterprises (SMEs)? 

Long Answer Questions 

1. Explain definition of business & profession under Income Tax Act with 

examples. 

2. Discuss scope of business income & how it differs from capital gains. 

3. What are deductible & non-deductible expenses in computation of 

business income? 

4. Explain process of computing business income from Profit & Loss 

Account. 

5. What are adjustments required for business expenditures & receipts while 

calculating taxable income? 

6. Explain Presumptive Taxation Scheme for businesses & professionals 

under Sections 44AD, 44ADA, & 44AE. 

7. How is income from medical, legal, & accounting professions computed 

under Income Tax Act? 

8. What are special tax provisions applicable to SMEs, & how do they 

benefit small businesses? 

9. Discuss importance of maintaining proper books of accounts for 

professionals & businesses. 

10. What penalties can be imposed for non-compliance with tax provisions 

related to business & professional income?
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MODULE V CAPITAL GAINS AND INCOME FROM 

OTHER SOURCES 

 

Structure 

 Unit 14 Income from Capital Gains 

Unit 15 Types of Capital Gains 

Unit 16 Exempted Capital Gains 

Unit 17 Income from Other Sources 

Unit 18 Types of Income from other Sources 

 

 

OBJECTIVES 

● To assess various categories of capital gain & their computation. 

● To study exemptions provided on capital gains tax. 

● To examine taxable income in the context of “Income from Other 

Sources.”  

● To calculate income tax of natural persons. 

      Unit 14 Income from Capital Gains 

Capital Gains & Different Types Hereof 

The proceeds from sale or transfer of a capital asset are known as capital gains. 

When sale price is higher than purchase price, it is essentially difference between 

asset's purchase price (also called acquisition cost) & sale price (also called 

transfer price). However, this profit is not simply handled as ordinary income; 

rather, it is seen as a return on investment, which has a very different taxation 

perspective. This is why it is important for even new member, members, 

investors to understand different nuances of capital gains given it directly affects 
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kind of financial planning you do & kind of tax liabilities that you will have. 

Capital profits are predicated on idea of a "capital asset". Generally speaking, a 

capital asset is any property owned by a person or organization that has nothing 

to do with their line of work or industry. & this expansive definition covers all 

sorts of assets, not just real estate (land, buildings) but also stocks, bonds, mutual 

funds, jewelry, art, patents, trademarks, & specific contractual rights. However, 

some assets like stock-in-trade (inventory), consumable raw materials, & 

personal goods maintained for 
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personal use (apart from jewelry, drawings, sculptures, etc.) are expressly not 

included in definition of a capital asset. Since sales of commonplace goods 

shouldn't be subject to capital gains tax, personal effects are not included on the 

list. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Income Tax 

Law and 

practice 

MATS Centre for Distance and Online Education, MATS University



149 
 

Unit 15 Types of Capital Gains 

The two main types of capital gains are realized & unrealized, depending on 

properties of the underlying asset. Realized capital gains are profits from sale or 

transfer of an asset that are unquestionably recognized. This is a taxable event 

that leads to capital gains tax obligation. An investor has made a $500 capital 

gain if they purchase $1,000 worth of firm shares & then sell them for $1,500. 

This gain is real & quantifiable, giving rise to a corresponding tax liability. 

More specifically, "realized capital gains" refers to profits made when your 

investments are actually sold; realizing profits, that is. asset may have increased 

in market value, but no sale or transfer has occurred, & thus, there has been no 

official profit. These profits are also referred to as "paper gains" because they 

only exist on paper until asset is sold. For example, (hypothetically) if an investor 

owns a piece of property that is now worth $50,000 more than they originally 

purchased it for, that investor currently has an unrealized capital gain of $50,000. 

This gain is deferred for tax purposes until the property is sold. Unrealized gains 

are paper profits, a snapshot of present market value of an asset that are not tax 

liabilities at that moment. 

In addition to realized & unrealized classification, capital gains can also be 

categorized according to type of asset in question. Gains from sale of real estate 

are treated differently from gains from sale of stocks. Gains on sale of real estate 

are often calculated after depreciation, improvements, & specific tax deductions. 

For instance, gains from sale of listed securities can be subject to differing 

holding period limitations & tax rates than profits from sale of unlisted stocks. 

However, different countries and, occasionally, different states within those 

countries have different tax rules, therefore manner capital gains are taxed differs 

as well. 

There are a few important component to calculation of capital gains. net cash 

inflow is value of consideration paid less nominal amount (in cash) received at 

asset's sale or transfer. acquisition cost is deducted from this by dividing it by 
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asset's initial purchase price. cost of improvement, which 

is any money spent to  raise asset's worth, can also be 

written off. Lastly, any expenses that are solely & 

exclusively related to transfer including fees for 

attorneys & agents can also be deducted. This computation 

yielded amount known as our capital gain. formula for 

capital gains is scenario-based: Capital Gain = Total 

Consideration − Acquisition Cost + Improvement Cost + 

Transfer Cost. 

For effective investment management & tax planning, it is essential to 

comprehend what capital gains are & their several varieties. This implies that 

investors ought to think about tax ramifications of their choices, including 

impact of capital gains taxes on their total returns & timing of asset sales. 

Investors can maximize tax efficiency & leverage their investment plans by 

comprehending subtleties of capital gains & how each of these categories are 

taxed. 

Underlying Investments: Short-Term vs. Long-Term Capital Gains 

Whether a gain is short-term or long-term is most significant differentiating 

factor in capital gains taxation. holding period length of time investor held asset 

before it was sold or transferred is used to classify asset. This is one of most 

important elements in figuring out applicable tax rate & capital gains tax burden. 

Short-term capital gains occur when a capital asset is sold or transferred after 

being held for a brief period of time. What constitutes "short-term" is a matter 

of subject & jurisdiction, but it generally refers to a brief enough amount of time 

that, once asset changes hands, capital gains taxation will apply. while real estate 

held for less than two or three years may be short-term. distinctive feature of 

short-term capital gains is that they are subject to taxation at investor's ordinary 

income rate. For instance, stocks held for less than a year are seen as short-term 

in many countries, while real estate held for less than two or three years may 

likewise be regarded as short-term in many countries. distinctive feature of short-
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term capital gains is that they are subject to taxation at investor's ordinary income 

rate. This has effect of taxing profits at same rates as salaries, wages, & other 

types of income & treating them as income in usual manner.
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Short-term capital gains are taxed at rates comparable to ordinary income in 

order to discourage speculative trading & treat them as other types of ordinary 

income. These include high-frequency trading (trading in & out of periods) & 

turnover of assets, & market becomes volatile as you know. Increased tax rates 

on these earnings encourage long-term investments as opposed to speculative 

ones. For instance, a short-term capital gain is one that is subject to taxation at 

investor's income tax level if an investor buys stock in a company & sells it for 

a profit within a few months. Long-term capital gains are outcome of selling or 

transferring a capital asset that has been kept for a prolonged amount of time. 

length of time that is considered "long-term" also varies depending on asset type 

& jurisdiction. Assets held for more than a year (for stocks) or two or three years 

(for real estate) are frequently referred to as long-term assets. Long-term capital 

gains are taxed at a lower rate than short-term capital gains because you want to 

encourage long-term investment & capital building. 

One justification for lower long-term capital gains tax rates is that long-term 

investments promote stability & economic advancement. In order to promote 

long-term capital formation, governments will offer tax incentives for retaining 

assets for as long as is reasonable. Since investment returns will be taxed at lower 

rates, albeit over a longer horizon, lower tax rates can also act as a buffer against 

damaging impacts of inflation in addition to long-term advantages of 

compounding. For example, an investor will pay a lower rate on long-term 

capital gain that follows if they buy shares in a corporation, hold them for a few 

years, & then sell them for a profit. tax strategy of investors is significantly 

impacted by distinction between short-term & long-term capital gains. If 

investors can efficiently manage their holding periods, they may be able to lower 

their tax obligations & enhance their after-tax return. For example, if an investor 

expects to sell an item for a profit, they may decide to keep it for necessary 

amount of time to be eligible for lower tax rate. On other hand, if an investor 

expects a loss to offset short-term capital gains which are more taxed than long-

term gains they might sell an asset more quickly. 

Whether capital gains are long-term or short-term, calculations are identical. 

calculation accounts for entire consideration value, purchase & improvement 
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costs, & transfer charges. However, holding period will affect tax rate that is 

applied to gain. Long-term versus short-term capital gains: Important 

information for investors. To optimize their investment returns & reduce such 

tax burdens, investors can make certain modifications based on holding time of  

their assets & rates at which they would be taxed. A key component of successful 

investing is maximizing holding periods & utilizing tax treatment of long-term 

capital gains. 

HOW TO CALCULATE CAPITAL GAINS 

The earnings from sale or transfer of capital assets, known as capital gains, are 

a major factor in income tax calculations. Accurate capital gains computations 

can support prudent financial planning & help taxpayers stay in conformity with 

tax laws. With a focus on calculating sale consideration, indexed cost of 

acquisition, & exclusions granted under various provisions of Income Tax Act, 

chapter discusses specifics of calculating capital gains. 

Calculating Sale Consideration & Indexed Cost of Acquisition 

Purchase price & sale consideration are two primary determinants of capital 

earnings. term "amount of consideration" refers to overall amount of 

consideration that results from transfer of capital assets. It is price at which asset 

is sold or traded & forms basis for determining transaction's profit or loss. 

Conversely, cost of acquisition is sum of original purchase price plus any other 

expenditures related to obtaining item. However, an indexed cost of acquisition 

is produced when price of purchasing a long-term capital asset is adjusted for 

inflation. In order to deduct value & lower taxable capital gains, this indexing 

process keeps track of asset's initial cost & adjusts for increases in value over 

time brought on by inflation & fluctuations in exchange rates. 

On Sale: Value of Transfer of Assets 

When buyer & seller agree on a predetermined sale price, it is easy to compute 

selling consideration in basic transactions. In circumstances like exchanges, 

gifts, or transfers performed in accordance with specific agreements, where no 

money passes hands, this becomes more difficult. However, in these situations, 
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selling consideration is usually determined using 

transferred asset's fair market value. Fair market value 

is price that a willing buyer would pay a willing seller in 

a transaction conducted at arm's length. Most of time, 

real experts or recent comparable sales data make 

decision. Furthermore, a portion of expenses you have 

incurred in connection with asset transfer can be 

deducted from sale consideration in order to determine 

net sale consideration (for example, brokerage, legal 

fees, & stamp duty are not excluded from sale 

consideration). When computing capital gains, sales 

proceeds after subtracting brokerage & other expenses 

are known as net sale consideration. net sale 

consideration, for instance, is $500,000 − $10,000 − $5,000 

= $485,000 after seller paid $10,000 in brokerage costs & 

$5,000 in legal fees. Since these expenses will be 

subtracted from sale consideration, accurate records of 

all costs directly associated with transfer must be kept. 

For purposes of calculating capital gains, stamp duty 

value may be considered selling consideration if arm's 

length consideration received is less than stamp duty 

value of property sold. By prohibiting consideration for 

sale from being stated below value, clause seeks to reduce 

black money transactions. stamp duty value is amount set 

by appropriate government agency in order to impose 

stamp duty. 

Cost of Acquisition & Indexed Cost of Acquisition 

The acquisition cost is sum of purchase price of these assets plus all additional 

expenses associated with acquisition. taxpayer may claim asset's fair market 
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value as of April 1, 2001, as acquisition cost if asset was bought before that date. 

This provision enables taxpayers to take advantage of asset's automatic price 

increase prior to application of indexed cost of acquisition. purchase price of 

long-term capital gain assets is adjusted for inflation. Adjusting original cost to 

reflect amount that asset was worth due to inflation may reduce taxable capital 

gains since they use initial value plus cost of inflation. central board of direct 

taxes (CBDT) publishes cost inflation index (CII), which is used to index 

acquisition costs. CII is a gauge of average price inflation over time. initial cost 

of acquisition × (CII in transfer year / CII in acquisition year or 2001–02, 

whichever comes first) is indexed cost of acquisition. indexed cost of 
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acquisition is called Cost of Acquisition * (CII of year of transfer / CII of year 

of acquisition or 2001-02, whichever is later).  

For example, indexed cost of acquisition would be computed using CII for FY 

2005-06 & FY 2023-24 if a property was purchased for Rs 200, 000 in FY 2005-

06 & sold in FY 2023-24. For instance, if CII for 2005-06 is 117 and the CII for 

2023-24 is 348, indexed cost of acquisition would be: $200,000 * (348 / 117) = 

$594,871.79. Aside from purchase, cost of upgrading can also be combined. 

Improvement costs: Any amounts paid that improve value of property, like 

renovation, addition, or modification. Using CII for year of improvement & year 

of transfer, indexed cost for improvement is determined in same way as 

acquisition cost. Indexed Cost of Improvement = Cost of Improvement * (CII of 

year of transfer / Year of improvement) is formula for indexed cost of 

improvement. To accurately calculate capital gains, one must comprehend 

subtleties of indexed cost of purchase & selling consideration. Correctly 

identifying these elements Pushed taxpayer to comply with tax regulations & 

optimized their tax burden. 
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Unit 16 Exempted Capital Gains 

Exemptions on Capital Gains Under Section 

Numerous exemptions are available under different parts of Income Tax Act to 

reduce capital gains tax. General Exceptions: These exclusions are meant to 

reward investors in particular assets, promote economic growth, or provide 

taxpayers with a compromise under particular circumstances. It is also important 

to understand the exemptions, including eligibility criteria for taxpayers, to 

maximize benefits of their tax savings. 

Section 54: Exemption on Investment in Residential Property 

According to Section 54 of Income Tax Act, long-term capital gains from sale 

of a residential property are excluded if they are used to finance acquisition or 

development of another residential property. new residential property must be 

built within three years of date of transfer, or purchased no more than a year 

before or two years after date of transfer of current residential property. Only 

amount of capital gains invested in new property or capital gains amount, 
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whichever is less, is eligible for exemption. exemption would be $150,000 under 

section 54, for example, if a taxpayer sold a residential property & realized long-

term profit of $200,000 & then reinvested $150,000 in acquisition of a new 

residential property. If taxpayer spends $250,000 for new property, amount of 

the exemption would be $200,000. 

Section 54F: Exemption from Sale of Long-term Capital Assets other than 

Residential Property 

According to Section 54F of IT Act, taxpayer will not be required to pay long-

term capital gains from sale of any long-term capital asset other than a residential 

property if they utilize net sale proceeds to purchase or construct a residential 

property. It is required that new residential property be constructed within three 

years of transfer date, or that it be bought either one year before to transfer date 

or two years following transfer date. This criterion only applies to amount 

invested in new property or capital gains as such, which are allowed depending 

on ratio of investment to net sale consideration. exemption: Under Section 54F, 

a taxpayer would be exempt if they invested Rs 300,000 in a new residential 

property & sold share with a net long-term capital gain of Rs 300,000 & a net 

sale consideration of Rs 400,000: Rs 300,000 * (300,000 / 400,000) = Rs 

225,000. If the proposed exemptions are to be claimed in full, whole net sale 

consideration must be invested. 

Section 54EC: Exemption on Investment in Specified Bonds 

Section 54EC states that capital gains from transfer of any long-term capital asset 

are tax-free if taxpayer uses proceeds to purchase approved bonds within six 

months of transfer date. bonds mentioned above are usually issued by 

government-notified entities like National Highways Authority of India (NHAI) 

& Rural Electrification Corporation (REC). In a single fiscal year, maximum 

amount that can be invested under Section 54EC is $500,000. However, if 

taxpayer sold a commercial property & received $400,000 in long-term capital 

gains, then used that $400,000 to purchase NHAI bonds within following six 

months, exemption would be $400,000 under Section 54EC.
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‘Section 54B: Exemption on Investment in Agricultural Land’  

Section 54B, which exempts individual from capital gains on sale of 

agricultural land provided capital gain is reinvested in another agricultural 

land within two years of date of transfer, was established to justify needless 

extension of holding period under IT Act. It must be for agricultural 

purposes that new agricultural land. exemption is restricted to value of 

capital gains that have been used to invest in new land/ capital gains, 

whichever is less. 

Transfer of industrial undertaking from urban areas — Exemption 

under section 54GA & 54GB 

● Sections 54GA & 54GB provide for exemption of capital gains from 

capital asset transfers for industrial projects moving outside of cities. 

Section 54GA regulates transfer of assets resulting from relocation of an 

industrial enterprise from an urban area to a Special Economic Zone, 

whereas Section 54GB allows transfer of assets resulting from relocation 

of an industrial enterprise from an urban area to any other location 

designated by Central Government. This makes section important. 

According to Section 54GA's rules, taxpayer is exempt if, within a year 

before to or within three years of transfer date, they use capital gains to 

buy new equipment or plants for proposed new industrial venture that will 

be established in SEZ. benefits of exemption under Section 54GB are 

accessible when taxpayer uses all of his capital gains to subscribe for its 

equity shares & utilizes investment to buy new machinery or plant imposed 

on new industrial activity located in designated region. 

● Section 54D: Exemption from Mandatory Purchase of Land & Structures 

for Industrial Uses. 

● Section 54D: new land & construction must be industrial property. The 

exemption is restricted to lower of total capital gains invested into new 

land & building, or capital gains. 

● Section 54H: Extension of Investment Time in Specific Situations.
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● Sections 54, 54B, 54F & 54EC: provide for certain time limit for 

making investment, provisions of Section 54H provide for extension of 

time under certain circumstances beyond control of taxpayer. An 

extension of time may be requested by a taxpayer to Assessing Officer, 

who may grant it if he is pleased with justifications provided. 

● Section 54EE: Exemption on Investment in Long-Term Specified 

Assets 

● Section 54EE, provided that, within six months of transfer date, net 

consideration is invested in long-term defined assets as announced by 

central government. Additionally, this clause permits a maximum 

investment of $500,000 within a fiscal year. 

● Section 54G: No Capital Gain on Transfer of Asset on Relocation of 

Industrial Undertaking from Urban Area 

● Section 54G: Capital Gains Exemption for Asset Transfers from Urban 

to Rural Areas One year prior to or three years following transfer date, 

necessary investment in new rural machinery, plant, land, & buildings. 

Taxpayers must understand the differences between each section in 

order to use these exemptions to their advantage. A post with conditions 

regarding time frame during which to invest, type of asset to purchase 

or invest in, & section-by-section criteria to meet has to be closely 

abided by. 

Key Points on Capital Gains Exemption: 

● Time Limits: Each Section sets forth a time limit by which investment 

must be made in order to receive exemption. Being within timeframe 

is key to preserving that exemption. 

● Investment Requirements: Under section, Type of asset to be 

purchased or invested & Amount of investment required, differs based 

on section. It is important to know in detail about this requirements & 

ensure compliance.
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● Documentation: Properly documenting sales and purchase transactions & 

investment made is critical to claiming exemption. Such documentation 

could be, purchase agreements, sale deeds, investment certificates, or any 

other documents, as applicable. 

● Double Exemption: Normally, a taxpayer cannot claim benefits on same  

capital gains on account of double exemption claims under different 

sections. most advantageous exemption can vary based on the overall 

situation so you need to get that right. 

● Withdrawal of exemption: Exemption claimed earlier can be withdrawn if 

taxpayer transfers new asset purchased or invested in, within a prescribed 

period of time. Understanding rules as to withdrawal of exemption is 

important. 

● Residential Property Specifics: As far as exemptions related to residential 

property go, it is crucial to note that a new property needs to be located in 

India. In addition, there are limitations on amount of exemption that can be 

claimed in event a taxpayer invests in more than one residential property. 

● Bond Specifics: In order for bond exemptions to apply, the bonds must be 

held for a specific amount of time. exemption will be rescinded if they do 

so & are transferred prior to that period. 

● Maintain correct records: It is crucial to maintain exact records of every 

transaction, including dates of purchase & sale, expenses incurred, & any 

upgrades. To support any exemption claims, it's critical to precisely 

calculate your capital gains. 

● Advice from professionals: It is highly advisable to seek counsel of a tax 

professional who can provide guidance on requirements & implications of 

each section & help navigate complexities of tax compliance. 

If used correctly, taxpayers can take advantage of these capital gains 

exemptions to effectively lower their tax bills & optimize wealth planning. 

Therefore, it is critical to be aware of & keep-up with amendments & 

clarifications growing out of Income Tax Act for accurate compliance & 

maximizing tax-related benefits.
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According to the Income Tax Act, income is categorized under five distinct 

headings: capital gains, profits & gains from business or profession, income from 

other sources, income from house property, & salaries. First four heads include 

income from some specific activity or asset. However, some income streams 

just have a nature that doesn't lend them to this bimodal grouping. Act provides 

Residual head, covering all income not covered by any of previous heads, under 

-- "Income from Other Sources"--, in order to cover ground for comprehensive 

taxation. This chapter discusses in detail this head, interprets it, shows different 

types of incomes chargeable under it, & also discusses about taxability of 

dividends, interest & gifts. 

Meaning & list of incomes chargeable Under This head 

If there are sources of income which are not directly mentioned under other four 

heads of income then fact that they are classified as "Income from Other 

Sources" is a trap! It generally refers to any income that is not specifically 

excluded from taxes & that does not originate from capital gains, a business or 

profession, a home, or a wage. fundamental tenet is that, without an exception 

from any Act provisions, income that is not taxable under any other head will be 

taxed under this residual head. This head is broad in scope & flexible to 

encompass diverse income streams that can arise from different source. It means 

that all income is taxed, no matter where it comes from, unless it is specifically 

exempt. underlying principle of "Income from Other Sources" is to encompass 

receipts which, at stage of framing Act, were not specifically projected or 

codified, thereby creating a cohesive structure for taxation of income. 
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Unit 18 Types of Income from other Sources 

 

Heads of Income Chargeable Under This Head: 

The following is an illustrative list of incomes generally assessable under head 

“Income from Other Sources”: 

● Dividends: dividends received from domestic or foreign companies △  

are taxable under this head in excess of certain exemption limits.
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● Interest Income: Interest received from savings accounts, fixed deposits, 

bonds, debentures, & other securities is taxable under this head. 

● Gifts: Gifts are taxable under this head received in cash or in kind  

exceeding prescribed limits. 

Before you calculate tax on your winnings — & they are taxable under this 

head — go through details below. 

● Director’s fees: Payments made to a company director for attending board 

meetings or similar functions are taxable under this head. 

● Agricultural Income (also under certain circumstances): Agri­cultural 

income can be taxed under this head if it is not exempt from tax as per 

section 10(1). 

● Income by Way of Sub-letting: Sub-letting this is income from sub-letting 

a property in case where taxpayer is not owner is liable to tax under this 

head. 

● Interest on Compensation or Enhanced Compensation: Interest earned 

on compensation or enhanced compensation given by a court or other 

authority will be charged under this head. 

● Family Pension: Family pension received by legal heirs of a deceased 

employee is taxable under this head. 

● Royalty Income: Income by way of royalty (not from business or 

profession) is charged under this head. 

● Ground Rent: This refers to a rent that is received for use of land, which 

does not constitute income from house property and, thus, is taxable under 

this head of income. 

● Income from other undisclosed sources: All income which taxpayer has 

no explanation of its source is taxable under this head. 

Any sum received by an employee from his employer as a contribution to 

a provident fund or other fund for welfare of such employee: if such sum is 

received during previous year & is not taxable under head "Salaries". 

Income from machinery, plant, or furniture owned by assessed & let on hire, 

where income is not chargeable under head "Profits & gains of 
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business or profession". Any Money received by a Person without any 

consideration in cash or kind, if aggregate of such Money received during 

previous year exceeds fifty thousand rupees. This list shows variety of income 

streams that can be categorized as "Income from Other Sources." Its 

prominence 'demonstrates need' to comprehend this head for Income tax 

computation to stand correct. 

Exemption of Dividends, Interests and Gifts 

Because dividends, interest, & gifts are frequent & subject to particular taxing 

laws, they require special attention from corpus of income streams that are 

taxable under "Income from Other Sources. 

Taxability of Dividends 

A company's shareholders receive dividends, which are a percentage of its 

earnings. There have been changes in how dividends are taxed over years. 

Under system before Finance Act 2020 dividends paid to shareholders by 

domestic companies were exempt in both injecting company at time of 

payment as well as hands of shareholders who received those dividends, while 

company had to pay Dividend Distribution Tax (DDT). With DDT gone, 

however, dividends are taxable to shareholder. 

● Dividends from Resident Companies: Dividends from resident 

companies are taxable in hands of the shareholder as "Income from Other 

Sources." 

● Foreign Companies: Dividend from foreign companies is also taxable in 

hands of shareholder under this head. 

● Tax Deducted at Source (TDS): Companies must withhold TDS on 

dividends above a determined limit. Such TDS is available to shareholder 

in tax credit and can be set off against their tax lability. 

It should be mentioned that any expenses paid to generate dividend revenue, 

like collection fees, may also be deducted. 

Taxability of Interest
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Interest income is derived from lending money or investing in interest-  

generating instruments. Interest is taxable depending on type of instrument & 

where it is generated. 

● Interest on Savings Accounts: Interest earned in savings accounts with 

banks or post offices is taxable under head “Income from Other Sources.” 

Whereas, Section 80TTA offers a deduction of up to $10,000 against 

interest earned in case of savings accounts. 

● RD Interest: interest you earn on fixed deposits with any bank or a financial 

institution is fully taxable. 

● Interest on securities: Interest received on bonds, debentures, & other 

securities is taxable under this head. 

● Taxable Interest on Income Tax refund: It is also taxable under head 

income tax refund interest received. 

● TDS: Banks & other financial institutions need to deduct TDS on interest 

paid if it exceeds a limit. 

Expenses to earn interest income (collection fee) are eligible for taxpayers to 

claim as the deduction. 

Taxability of Gifts 

its (in cash or in kind) received are taxed under head "Income from Other 

Sources" if they surpass certain threshold limits. Gifts may or may not be 

taxable, depending on details of gifting relationship. 

● Exemptions Tax free gifts Garrett: Gifts by relatives as defined in Act. 

Spouse, siblings, parents, grandparents and some other specified relations. 

● Gifting on Events: Gifts received on event of marriage are tax-exempt. 

● Non-Relative Gifts: Any gifts received by an individual from a non-

relative would be liable to tax when cumulative value of such gifts exceeds 

$50,000 a year. 

● Transfer of Immovable Property Without Consideration: Transfer of 

Immovable property without consideration is taxable stamp duty value if 

stamp duty value exceeds $50,000.
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● Gift of Movable Property: If movable property, like  shares, jewellery or 

paintings, is received & no consideration is paid for transfer, & fair market 

value exceeds Rs 50,000, fair market value is subject to tax. 

● Receiving a Gift or Acquisition for Less Than Its Market Value: Where 

property is acquired or transferred for less than its state stamp duty value 

difference between stamp duty value & amount paid where amount is over 

$50,000 may be subject to tax. 

You are required to index receipts you received in order to follow 

regulations about tax. 

Key Considerations: 

● Documentation: Keeping accurate records of any income, you receive 

from dividends, interest & gifts is vital for your income tax calculation. 

● TDS Compliance: Proper understanding of TDS provisions on dividend & 

interest is crucial for preventing penalties. 

● Understanding Exemption Limits: Maximizing tax benefits requires 

understanding exemption limits for gifts & interest. 

● Expert Consultation: If individuals or businesses have questions regarding 

how to calculate gross income or what should be included, it advice of a 

tax professional may be sought for thorough & accurate determination of 

gross income. Pend of complex sources of income. 

Familiarity with intricacies of "Income from Other Sources" & tax 

implications of dividends, interest, & gifts enables taxpayers to 

appropriately calculate income tax & maximize tax liabilities. provision has 

broad reach, but such broad coverage or catch all is necessary for a proper 

income tax; that is, income should be taxable, no matter where it comes 

from & unless specifically excluded. 

Key Points: 

● Financial Year (FY): Assessment Year (AY): 

● FY 2023-24 is income earned between April 1, 2023 to March 31, 2024 
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● AY 2024-25 is considered year that income is assessed.  

Old vs. Taxpayers have an option to choose any of these two regimes. old 

regime permits deduction of a number of items & also a few exemptions, 

whereas new regime has lower rates but little in terms of deductions. 

Summary of tax slabs: 

Tax Regime — FY 2023-24 & FY 2024-25 (Effective w.e.f.): 

To make it more relief-y, this regime has been changed. 

● Tax Slabs: 

● Up to ₹3, 00,000: Nil 

● ₹3, 00,001 to ₹6,00,000: 5% 

● ₹6,00,001 to ₹9,00,000: 10%  

● ₹9,00,001 to ₹12,00,000: 15% 

● ₹12,00,001 to ₹15,00,000: 20% 

● Above ₹15,00,000: 30% 

● Key aspects about new tax regime. 

● Increased Rebate u/s 87A. 

Old Tax Regimes (FY 2023-24 & FY 2024-25): 

This regime enables taxpayers to claim several deductions & exemptions. 

Tax Slabs: 

● Individuals below 60 years: 

⮚ Up to ₹2,50,000: Nil 

⮚ ₹2,50,001 to ₹5,00,000: 5% 

⮚ ₹ 5,00,001 to ₹ 10,00,000: 20% 

⮚ Above ₹10,00,000: 1 30%
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● Old age (60 to 80 years): 

⮚ Up to ₹3,00,000: Nil 

⮚ ₹3,00,001 to ₹5,00,000: 5% 

⮚ ₹5,00,001 to ₹10,00,000: 20% 

⮚ Above ₹10,00,000: 30% 

● Super Senior Citizens (more than 80 years): 

⮚ Up to ₹5,00,000: Nil 

⮚ ₹5,00,001 to ₹10,00,000: 20% 

⮚ Above ₹10,00,000: 30% 

Key Considerations: 

● Surcharge: A surcharge is charged on income tax, if overall income 

exceeds some limits. 

● Health & Education Cess: A 4% Health & Education Cess is levied on 

income tax & surcharge. 

All tax laws may change. However, ensure you check official channels of 

Income Tax Department of India for the most up to date developments. 

 

SELF-ASSESSMENT QUESTIONS 

Multiple-Choice Questions (MCQs)  

1. Which of following is a type of capital gain? 

a) Business Income 

b) Agricultural Income 

c) Short-Term Capital Gain 

d) Salary Income 

2. Capital gains arise from sale of which of following assets? 

a) Fixed Deposits
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b) Mutual Funds 

c) Recurring Deposits 

d) Savings Account Interest 

3. What is holding period for an asset to be classified as a long-term  capital 

asset in case of immovable property? 

a) More than 12 months 

b) More than 24 months 

c) More than 36 months 

d) More than 48 months 

4. Which section of Income Tax Act provides exemption on capital gains if 

amount is reinvested in a residential house? 

a) Section 54 

b) Section 80C 

c) Section 10(10D) 

d) Section 80D 

5. Which of following expenses is NOT deductible from capital gains? 

a) Brokerage paid for selling asset 

b) Cost of improvement of asset 

c) Property insurance premium 

d) Stamp duty paid at time of purchase 

6. What is maximum exemption available under Section 54EC for capital 

gains reinvested in specified bonds? 

a) ₹10 lakh 

b) ₹25 lakh 

c) ₹50 lakh 

d) ₹1 crore 

7. Income earned from lottery winnings falls under which head of income? 

a) Salary Income 

b) Capital Gains 

c) Business Income 

d) Income from Other Sources
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8. What is tax rate applicable to winnings from lotteries, crossword puzzles, 

& horse racing? 

a) 10% 

b) 20% 

c) 30% 

d) 40% 

9. Which of following incomes is NOT taxed under "Income from Other 

Sources"? 

a) Interest from savings accounts 

b) Interest on tax-free bonds 

c) Gifts from relatives 

d) Dividend income 

10. Gifts from friends exceeding ₹50,000 in a financial year are taxed under 

which head of income? 

a) Capital Gains 

b) Salary Income 

c) Income from Other Sources 

d) Business Income 

11. Which of following is true about dividend income taxation? 

a) Dividend from Indian companies is tax-free for individuals 

b) Dividend is taxed under "Income from Other Sources" 

c) Dividend from foreign companies is exempt from tax 

d) Dividend is taxed under capital gains 

12. Which section of Income Tax Act allows exemption on agricultural 

income? 

a) Section 54 

b) Section 10(1) 

c) Section 80C 

d) Section 115BB 

13. What is tax rate applicable to long-term capital gains from sale of listed 

equity shares exceeding ₹1 lakh? 

a) 5% 

b) 10% 

c) 15%

Income Tax 

Law and 

practice 

MATS Centre for Distance and Online Education, MATS University



172 
 

d) 20% 

14. The basic exemption limit for senior citizens (60 years & above) under 

old tax regime is: 

a) ₹2,50,000 

b) ₹3,00,000 

c) ₹5,00,000  

d) ₹7,50,000 

15. Which of following is NOT included while computing "Income from 

Other Sources"? 

a) Rental income from house property 

b) Interest on fixed deposits 

c) Family pension 

d) Gifts received from non-relatives exceeding ₹50,000 

 

Short Answer Questions (SAQs) 

1. What are capital gains, & how are they classified? 

2. How do short-term capital gains differ from long-term capital gains? 

3. What is indexed cost of acquisition, & why is it important in capital gains 

computation? 

4. Name two exemptions available under Income Tax Act for capital gains. 

5. What is meaning of sale consideration in context of capital gains? 

6. List any three incomes that are chargeable under head "Income from Other 

Sources." 

7. How is dividend income taxed for individuals? 

8. Define gift taxability under head "Income from Other Sources." 

9. What is basic exemption limit for individuals under Income Tax Act, 1961? 

10. What are income tax slabs applicable to individual taxpayers for financial 

year 2023-24?
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Long Answer Questions (LAQs) 

1. Explain in detail types of capital gains with examples. 

2. Differentiate between short-term & long-term capital gains based on 

holding period & tax rates. 

3. How is indexed cost of acquisition calculated? Explain with an example. 

4. What are main exemptions available under capital gains taxation, & how do 

they benefit taxpayers? 

5. Discuss concept of sale consideration & its importance in capital gains 

computation. 

6. Explain different types of incomes taxable under head "Income from Other 

Sources." 

7. How is dividend income taxed in India? What are tax implications for 

resident & non-resident taxpayers? 

8. Describe taxability of gifts under Income Tax Act. What are exemptions 

available? 

9. Explain step-by-step process of calculating income tax liability for an 

individual. 

10. Discuss income tax slabs & rates applicable to individuals under both old & 

new tax regimes. 
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