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Executive Summary 

This tax alert summarises the recent 

ruling of Mumbai Income Tax Appellate 

Tribunal (ITAT) in the Avshesh 

Merchantile Private Limited1 (Taxpayer) 

on an issue whether pursuant to 

section 14A of the Income Tax Act 

(ITA),   expenditure incurred in relation 

to an investment which yields   tax free 

income is non deductible in an 

assessment, if  no tax free income is 

earned in the relevant assessment 

year. 

The Taxpayer, engaged in the business 

of investment and finance,  had 

borrowed funds through issuance of 

Premium Notes (PN) for investment 

into shares of another company. It 

claimed deduction of premium paid on  

                                                 
1
 ITA 5780/Mum/2006 being the lead case heard with 

several other cases on the same issue 

 

 

redemption of the PN, which was 

denied by the tax department and the 

first appellate authority as well, 

invoking disallowance under section 

14A, justifying on the ground that for 

the purpose of the said section, it is 

sufficient that  income from the said 

shares is ‘eligible’ for tax exemption – 

whether or not such income is actually 

earned in a particular year, is of no  

relevance. On appeal, ITAT held that 

the expenditure cannot be disallowed 

u/s 14A of ITA since the  Taxpayer had 

not earned any tax free income for the 

year under consideration. 

Background 

Pursuant to Section 14A of the ITA, any 

expenditure,including interest on 

borrowings, incurred in relation to  

 

 

 

income which is tax free, is not 

deductible in computation of income. It 

had been a debatable issue as to 

whether the expenditure incurred in 

respect of an investment which is 

capable of generating tax free income 

(say, dividend on equity shares) but no 

income is actually earned in a 

particular year, is liable to disallowance 

under the above section. 

Facts 

The Taxpayer had raised finance by 

issue of unsecured PN2 optionally 

convertible into equity, for investment 

into equity shares of Relaince Utilities 

 Power Limited (RUPL). The Taxpayer, 

during the year under consideration, 

incurred finance expenditure   by way  

                                                 
2
 A financial instrument redeemable at premium on 

redemption 
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of proportionate premium on 

premature redemption of the PN. No 

income was earned from the said 

investments during the year. The 

Taxpayer claimed deduction for the 

expenditure, but was disallowed 

invoking section 14A of the Act, on the 

ground that the investments in RUPL 

shares were capable of generating tax 

free income.  

The Taxpayer, upon rejection of appeal 

before the first appellate authority, 

preferred an appeal to the ITAT, whose 

decision is discussed hereunder 

Taxpayer’s contentions 

• Being engaged in the business of 

investment and finance since 

incorporation, also supported by its 

Memorandum of Association, 

premium paid on redemption of the 

PN was a borrowing cost incurred 

for the business allowable u/s 

36(1)(iii) of the ITA 

• Though dividend income and long 

term capital gain on the shares of  

 

 

RUPL would be exempt from tax 

u/s 10(23G) of the ITA, the shares 

had the potential of earning other 

income in the form of short term 

capital gain, income from stock 

lending charges, fees for providing 

the shares as collateral, etc. which 

would be chargeable to tax 

• No exempt income was actually 

earned from the said shares in the 

year under consideration or in any 

other year 

• Exemption of dividend and capital 

gains income available u/s 10(23G) 

of the ITA could be lost if certain 

conditions were not satisfied. 

Hence, it could not be said that the 

income from the shares would 

always be tax free 

Tax Authority’s contentions 

• The Taxpayer cannot be said to be 

engaged in the business of 

investment in shares, the object 

contained in the Memorandum of 

Assocoation is not a conclusive  

 

 

yardstick in ascertaining the nature 

of business. Hence, the borrowing 

cost incurred by the Taxpayer is 

not deductible as business 

expenditure. Further, in the 

absence of any  income earned 

from the investments, the 

Taxpayer was not entitled to claim 

deduction for the expenditure u/s 

57(iii) under the head Income From 

Other Sources 

• Disallowance of expenditure under 

section 14A is attracted, whether or 

not, any exempt income in respect 

of the investment is actually earned 

for the year under consideration 

• Since the investment had the 

potential of earning tax free income 

exempt from tax u/s 10(23G) of 

the ITA, the premium paid on the 

PN was an expenditure incurred in 

relation to earning of exempt 

income, liable to  disallowance u/s 

14A. 
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ITAT Ruling 

• In view of Supreme Court’s ruling 

in case of Rajendra Prasad Moody 

115 ITR 519, deduction of 

borrowing cost is not contingent 

upon income earned from the 

corresponding investments 

• In view of the Hon’ble Bombay 

High Court ruling  in the case of 

Delite Enterprise Ltd., being a  

decision on merit, a binding 

precedent, wherein it has been held 

as a matter of principle that 

disallowance of expenditure u/s 

14A shall not be attracted if no tax 

free income has been earned in a 

particular year, the disallowance of 

the expenditure in the case of the 

Taxpayer is not justified 

Our Comments 

• In Delite Enterprise’s case (supra),  

the Mumbai ITAT was concerned 

with a case of a partner in a  

partnership firm,  the share of 

profit whereof being exempt from  

 

 

tax, the tax department disallowed 

interest on funds borrowed by the 

partner for investment in the 

capital of the firm. The ITAT then, 

was concerned with two 

assessment years. In both the 

years the firm had incurred losses 

due to which the partner had not 

earned any income exempt from 

tax. As per Deed of Partnership, a 

partner was entitled to interest on 

capital contribution. As per ITA, u/s 

28 (v) such interest is chargeable 

to tax. As a matter of fact, the 

partner had earned interest only in 

one of the years.  The partner in its 

assessment contended that its 

investment in the firm could yield 

tax free (share of profit)  as well as 

taxable (interest on capital) 

income, hence, the interest 

expenditure claimed for deduction 

cannot be said to have been 

incurred exclusively in relation to 

earning of the tax free income so  

 

 

as to attract disallowance u/s 14A. 

The ITAT, though seems to have 

agreed  with the above contention, 

in operating part of the order, held 

that since no tax free income was 

earned by the partner in any of the 

assessment years, the disallowance 

was not warranted. The tax 

department appealed to the 

Mumbai High Court(HC) against the 

ITAT ruling. Rejecting the appeal, 

the HC,  in a very brief ruling,   

observed that without there being 

any tax free income having been 

earned for the relevant years, 

disallowance of expenditure 

pursuant to section 14A was 

unwarranted 

• It may be noted that in the cases 

before the ITATand the HC, the 

investment did not yield any tax 

exempt income – which was the 

key factor to drive the ruling in 

favour of the Taxpayer 
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• In the judicial precedents referred 

to above and the ITAT ruling 

discussed in this alert, no view has 

been expressed on the Taxpayer’s 

contention that disallowance of 

expenditure is not attracted when 

an investment (in realtion to which 

the expenditure is incurred) is 

capable of yielding tax free as well 

as taxable income 

• An issue may arise in a case where 

a Taxpayer may have a portfolio of 

investments, some of which 

yielding tax free income while the 

other investments, though capable 

of yielding such tax free income, 

but in fact, no such income is 

actually earned – as to how the 

ratio laid down by the HC should be 

applied, in the context of 

disallowance of expenses pursuant 

to Rule 8D3 of the Income Tax 

Rules 

                                                 
3
 This rule prescribes formula for computation of 

disallowance of expenditure pursuant to section 14A  

 

 

In our view, each investment 

should be separately evaluated for 

applicability of the disallowance.  

Accordingly in computation of 

disallowance pursuant in Rule 8D, 

only those investments, which have 

actually yielded tax fee income, 

should be considered 

• This ruling will be particularly  

useful to the Taxpayers which are 

companies having subsidiaries who 

do not distribute profits to the 

parent companies – to defend 

against disallowance of interest or 

management expenses in 

connection with the investment in 

subsidiaries 
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of the ITA, when it is not possible to ascertain the 

expenditure directly from the records of the Taxpayer 
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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. 
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