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Executive Summary 

This tax alert summarizes the recent ruling 

of the Bombay High Court (HC) in the case 

of Kotak Securities Limited (the 

Taxpayer)1, on issues whether: 

• Transaction Charges paid by the 

Taxpayer to Stock Exchanges 

constitute ‘Fees for technical 

services’ 

• Consequently, under Section 

40(a)(ia)2 of the Income Tax Act 

(ITA) the expenditure should be 

disallowed. 

The Taxpayer is a company engaged in the 

business of share broking, depositories, 

mobilization of deposits and marketing of 

public issues. In the course of business, it 

                                                 
1 I.T.A. NO. 3111 of 2009 HC 

2 Under this section, it is provided that deduction for 

any business expenditure is not allowable unless 

applicable tax withholding is complied with 

paid Transaction Charges to stock 

exchanges being the amount paid on the 

volume of turnover on online trading 

system. The Mumbai Income Tax Appellate 

Tribunal (ITAT) had held that the 

Transaction Charges were not in the nature 

of ‘fees for technical services’ and 

therefore, tax withholding under Section 

194J of the Income Tax Act (ITA) is not 

required. Consequently, the disallowance of 

expenditure pursuant to Section 40(a)(ia) 

is not attracted. Reversing the above, the 

HC held that the built-in control 

mechanisms in the trading platforms of the 

stock exchanges and various regulatory 

functions performed by the stock 

exchanges tantamount to rendering of 

managerial services in consideration of 

which the transaction charges are levied. 

Hence, the said charges are liable to tax 

withholding. However, the HC noted that 

since year 1995 to 2005, the Tax 

Department did not object to non 

deduction of tax. The Taxpayer who faced 

the issue for the first time in the 

assessment year 2005-06, had in the 

subsequent years complied with the tax 

withholding. Hence, the HC ruled in favor 

of the Taxpayer that despite the non 

compliance withholding requirement for the 

assessment year 2005-06, the expenditure 

shall not be disallowed pursuant to 

provisions of Section 40(a)(ia) of the Act. 

 

Background 

• As per section 194J of the ITA, specified 

category of Taxpayers are required to 

withhold tax @ 10% from the payment 

of fees for technical services exceeding 

the prescribed threshold. 
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• As per section 40(a)(ia) of the ITA, any 

payment of fees for technical / 

professional services which is liable to 

tax withholding, is not eligible for 

deduction under the Act unless the tax 

has been so withheld. 

• In the course of scrutiny assessment 

for assessment year 2005-06, the 

Assessing Officer (AO) observed that 

the Transaction Charges paid by the 

Taxpayer were the amount paid by it as 

fees for rendering technical services; 

and therefore, the Taxpayer in terms of 

provisions of Section 194J of the Act 

ought to have withheld tax from the 

said charges paid to the stock 

exchanges. Accordingly, pursuant to 

provisions of section 40 (a)(ia), AO 

disallowed the whole expenditure. His 

action was confirmed by the First 

Appellate Authority. 

• On an appeal to ITAT, it held that the 

stock exchanges do not render any 

managerial service or technical 

consultancy service. The Transaction 

Charges are not paid in consideration of 

any service provided by the stock 

exchanges. It is a payment for use of 

the facilities provided by the stock 

exchanges, which is not liable to tax 

withholding. 

• The Revenue preferred an appeal 

before the High Court. 

 

Taxpayer’s contentions 

• The Transaction Charges were paid for 

the use of a system provided by the 

stock exchanges. 

• The BOLT system like an ATM does 

neither envisage a contract for 

rendering technical services nor a 

contract for rendering managerial 

services. 

• In the absence of contract for technical 

and/or managerial services, mere fact 

that BOLT system consists of high 

technological device, itself cannot be a 

ground to hold that the charges are in 

the nature of fees for technical 

services. 

• The taxpayer is not liable to withhold 

tax under section 194J of the ITA and 

consequently the provisions of section 

40(a)(ia) are not attracted.  

 

Tax Authority’s contentions 

• The stock exchanges through the 

screen based system provide a trading 

platform which is highly sophisticated 

and constantly monitored and managed 

by the managerial staff of the stock 

exchange. 

• The services rendered by the stock 

exchanges are technical services 

covered under 194J of the ITA. 

• The Taxpayer having failed to withhold 

tax, deduction for the expenditure 

cannot be allowed. 

 

HC ruling  

• The decision in the case of Skycell 

Communication Ltd Vs. DCIT3 relied 

upon by the Taxpayer is to be 

distinguished because that case was 

concerned with charges paid for the air 

time used by a subscriber to cell phone 

company. The subscriber was not 

concerned either with the technology 

involved in the cellular phone or with 

the managerial services rendered to 

keep the phone activated. In the 

present case, there is a direct linkage 

between the managerial services 

rendered and the Transaction Charges 

levied by the stock exchanges. 

                                                 
3
 251 ITR 53 (Mad) 
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• The stock exchanges regulate and 

manage the entire trading activities on 

the exchange till the transactions are 

finally settled through the trading 

platforms. 

• The in-built mechanism in the trading 

platforms itself is a part of the 

managerial service rendered by the 

stock exchanges. 

• Hence, the Transaction Charges paid by 

the Taxpayer is in the nature of fees for 

managerial services which constitute 

‘fees for technical services’ liable to tax 

withholding under Section 194J of the 

ITA. 

• The object of Section 40(a)(ia) is to 

augment compliance of tax withholding 

provisions in the case of residents and 

curb bogus payments. The Taxpayer 

has not withheld tax from payment of 

Transaction Charges for nearly a 

decade i.e. from 1995 to 2005  and 

Revenue never objected to it during the 

said period. Further, the Taxpayer has 

in subsequent years  commencing from 

assessment year  2006-07 complied 

with tax withholding. Hence, for 

assessment 2005-06 although Taxpayer 

was liable to withhold the tax, 

disallowance of expenditure under 

section 40(a)(ia) of ITA is warranted. 

 

Our comments 

• This is an important ruling affecting 

stock broking financial services sector 

on tax withholding obligation under 

section 194J of the ITA, arising upon 

payment of Transaction Charges to 

stock exchanges. The Court rejected 

the argument of the Taxpayer that the 

trading platforms of stock exchanges 

are accessed by its members through 

mechanical system and therefore, in 

the absence of any active human 

intervention in carrying out the 

transaction, it cannot be said that stock 

exchanges render managerial or 

technical services. The HC rejected the 

contention of the Taxpayer that he is 

carrying out transactions through an 

infrastructure laid down by the stock 

exchanges without there being any 

specific managerial or technical services 

received by him. 

• In the instant case, the Taxpayer had 

complied with tax withholding for the 

assessment year 2006-07 and onwards 

which impressed the Court and it held 

that since the Tax Department had not 

raised the issue prior to assessment 

year 2005-06, the Taxpayer should be 

spared from the consequences of 

defaults for the assessment year  2005-

06. Thus, the Court has not granted 

general relief to all the taxpayers. 

The Tax Department would be free 

to raise a dispute of non-tax 

withholding in case of any other 

taxpayer who may not have 

complied with the tax withholding 

obligation, more so, when he has 

failed to comply with tax 

withholding for the assessment 

year 2006-07 and/or subsequent 

assessment years. Such taxpayers 

will have to bear the burden of 

litigation.  

However, in our view, it may still be 

possible for such taxpayers to advance 

a contention that in view of complexity 

of the law, there was a bonafide error 

in not withholding the tax but the 

respective stock exchanges have 

adequately discharged their tax 

liabilities as applicable in accordance 

with the law and therefore, as held by 

the Hon’ble SC in the case of Eli Lilly & 
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Company (India) (P) Ltd.4, the affected 

taxpayers need not be visited with 

harsh consequences of non compliance 

of the tax withholding obligation. 

However, if such lenient view is not 

accepted, there would be huge tax 

remands raised on stock broking 

community who have chosen not to 

deduct tax at source from such 

payment. 

• In the instant case, the Court was 

concerned with tax withholding under 

section 194J of the ITA only in respect 

of “Transaction Charges” which are 

charged by the stock exchanges on the 

basis of volume of turnover. However, 

the stock exchanges also collect from 

the members various other 

infrastructural charges such as leaseline 

charges, VSAT charges etc. on account 

of the respective facilities made 

available to the broker members 

generally and without any correlation 

with turnover or such other criteria. 

Though the aspect of tax withholding 

from the payment made in respect of 

the above facilities was not before the 

                                                 
4
 312 ITR 225 

Court and therefore, the Court had no 

occasion to deal with subject matter, 

one will not be surprised if the same 

issue is agitated by the Tax 

Department, to disallow these business 

expenditure.  

• With due respect, the Court, in our 

opinion, erred in holding various 

supervisory and regulatory functions 

performed by the stock exchanges as  

the services rendered to the stock 

brokers. Control functions exercised 

by a regulator do not tantamount to 

rendition of managerial services to 

the person who is controlled. To 

that extent, this ruling requires 

reconsideration by the higher judicial 

forum.  

• The definition of ‘fees for technical 

services’ in Section 194J is derived 

from Section 9(1)(vi) of the ITA. This 

definition has also been adopted in 

many Tax Treaties where India is a 

party to the agreement. Therefore, 

there will be implications of this ruling 

on the interpretation of Tax Treaty 

Article on ‘fees for technical services’ 

because there is conceptual departure 

from the accepted tax jurisprudence 

that for any services to be considered 

as technical or managerial services, 

there should be actual rendition of the 

services.  

• Until the clarity is achieved, the 

taxpayers are well advised to ensure  

compliance with the tax withholding 

obligations in respect of the Transaction 

Charges and similar other charges paid 

to the stock exchanges.  
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 Disclaimer 

 This alert has been prepared for general information to our clients, it may not deal with the subject comprehensively. The application of any law 

 stated herein may need evaluation in specific cases under a professional advice. We accept no responsibility for any action taken or inaction, by 

 recipient of this alert. 

 At your Service 

 For any clarification or elucidation in respect of this alert, you may kindly connect to our Direct Tax Team.  
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