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1. Introduction:

Section 14A was inserted by Finance Act, 2001, w.r.e.f. 1-4-1962. It provided that no deduction shall be
made in respective of expenditure incurred in relation to income which does not form part of the total
income under the Act. The Board's Circular No. 13 dated 12-12-2001 explained the scope and effect of this
section. It was clarified that the assessments where the proceedings are become final before 01-04-2001
shall not be reopened u/s 147 to disallow such expenditure. By Finance Act 2006 w.e.f. 01-04-2007 sub-
section (2) and (3) were inserted to provide that amount to be disallowed u/s 14A will be calculated in
accordance with the method prescribed. Such method will be followed only when AO is not satisfied with
the correctness of the claim of the assessee in respect of the expenditure in relation to income which does
not form part of the income. The method prescribed would also be followed where assessee claimed that
no expenditure has been incurred by him in relation to exempted income. In order to avoid controversy
between section 14A and other provisions of the Act according to which an expenditure is allowable even
in respect of exempted income, amendment was made by Finance Act 2022 w.e.f. 01-04-2022 by
substituting the expression "for the purposes of" with the expression "Notwithstanding anything to the
contrary contained in this Act, for the purposes of". Finance Act 2022 also inserted an Explanation in
section 14A to provide that expenditure incurred in relation to an exempted income which has neither
accrued nor arisen during the current year shall also be considered for disallowance under this section.
The method for computation of disallowable expenditure under this section is prescribed in rule 8D.

2. Rule 8D:

Rule 8D provided that where the AO having regard to the accounts of the assessee of a previous year is not
satisfied with the correctness of the claim of the expenditure made by the assessee or with his claim that
no expenditure has been incurred by him in relation to such income not forming part of the total income,
the disallowable expenditure shall be computed in accordance with sub-rule (2). Sub-Rule (2) provided that
the disallowable expenditure shall comprise of two parts. The first part is the amount of expenditure
directly relating to income which does not form part of the total income and second part is an amount
equal to 1% of the annual average of the monthly averages of the opening and closing balances of the
value of investment which does not or shall not form part of the total income. A capping has been
provided to the effect that disallowable expenditure calculated under rule 8D(2) shall not exceed total
expenditure claimed by the assessee. Thus, in a case where rule 8D has to be invoked, the assessee has (i)
to identify investments, income from which do not form part of the total income (ii) to work out monthly
averages of opening and closing balances of such investments (iii) to work out annual average of such
monthly averages (iv) take 1% of such annual average as disallowable expenditure and (v) restrict the



disallowable expenditure to the total expenditure claimed in respect of such investments. Rule 8D was
inserted w.e.f. AY 2008-09 and therefore, was not applicable for earlier assessment years.

3. Analysis:

(i)   Unless claim of deduction is in respect of expenditure covered by section 14A by debiting profit
and loss account or otherwise section 14A will not be triggered.

(ii)   What is to be disallowed u/s 14A is an expenditure which is actually incurred and is related to
income which does not form part of total income.

(iii)   When expenditure relating to income which does not form part of total income and expenditure
which form part of the total income are mixed, theory of apportionment will be applicable.

(iv)   If expenditure relating to income which does not form part of the total income is identifiable, the
theory of apportionment will not be applicable.

(v)   If an expenditure is directly related to taxable income, it cannot be allowed to be set off against
the exempted income.

(vi)   Business loss cannot be considered as an expenditure and therefore, cannot be disallowed u/s
14A.

(vii)   Depreciation is not an expenditure, therefore, cannot be disallowed u/s 14A.
(viii)   The AO can proceed to compute disallowable expenditure in accordance with the method

prescribed only after recording his dissatisfaction.
(ix)   He has to record that he is not satisfied with the claim of the assessee made by him in respect of

disallowable expenditure in relation to income not forming part of the total income.
(x)   Such dissatisfaction has to be recorded having regard to the accounts of the assessee.

(xi)   A payback, or return of investment, does not constitute expenditure incurred in terms of section
14A as payback does not affect profit and loss account.

(xii)   The expression "in relation to" does not mean that there should be direct and proximate
connection. It cannot be ascribed as narrow or constricted meaning. It simply means in
connection with or pertaining to.

(xiii)   Thus, if no expenditure incurred in relation to exempt income, no disallowance needs to be
made or where even though expenditure is incurred but is not claimed in the profit and loss
account, no disallowance need to be made.

(xiv)   Where an expenditure incurred in relation to exempt income and assessee makes a suo moto
disallowance, the only option available with the AO is to recompute disallowance under rule 8D
after recording satisfaction as contemplated u/s. 14A(2).

4. Propositions:

4.1 It is mandatory for the AO to record satisfaction as required u/s 14A(2).

(i)   Section 14A(2) reads as under-
  14(2) The Assessing Officer shall determine the amount of expenditure incurred in relation to such

income which does not form part of the total income under this Act in accordance with such method
as may be prescribed65, if the Assessing Officer, having regard to the accounts of the assessee, is not
satisfied with the correctness of the claim of the assessee in respect of such expenditure in relation to
income which does not form part of the total income under this Act.

(ii)   If no satisfaction is recorded on the basis of the accounts of the assessee, then no disallowance
by invoking rule 8D can be made. If the AO has merely expressed a casual dissatisfaction on the



claim of disallowance made by the assessee and nowhere has, he examined the books of
accounts of the assessee so as to arrive at a dissatisfaction having regard to the accounts of the
assessee, rule 8D cannot be invoked. A casual kind of compliance about dissatisfaction is not
envisaged in section 14A(2). Merely writing in the assessment order that he is not satisfied with
the claim of the assessee is not sufficient, but he has also to give reasons after examining the
accounts of the assessee that the claim of disallowance made by the assessee is not enough or is
not adequately related to exempted income. The compliance of dissatisfaction has to be
substantive and not merely a pretence. For this proposition, reliance can be placed on the
following authorities1.

(iii)   The concept of "having regard to the accounts of the assessee":
  It requires examination of the accounts of the assessee and a finding is required from the AO

whether (i) expenditure incurred against exempt income is shifted to taxable income for claiming
its allowability (ii) expenditure incurred against exempt income are recharacterized so that it is
allowed in the profit and loss account (iii) expenditure incurred against exempt income and
expenditure incurred against taxable income are so mixed that their separation and relationship
with exempt income is not possible (iv) the two kind of expenditures are either unvouched or
cannot be proved (v) the accounts are defective by citing specific reasons. In nutshell the physical
examination of the accounts is a must before recording satisfaction u/s 14A(2).

(iv)   Satisfaction required to be recorded should be in an objective manner by giving a notice to the
assessee asking him to place on record all the relevant facts including his accounts and
thereafter, recording of reasons by the AO in the event he comes to conclusion that he is not
satisfied with the claim of the assessee. Such decision has to be arrived by the AO in good faith
on relevant considerations. The satisfaction must reflect the fairness and fair procedure adopted
by the AO in rejecting the claim of the assessee.

4.2 The disallowance cannot exceed exempt income:

Even in a case where rule 8D is invoked and disallowance of expenditure relating to exempt income is
calculated under that Rule, but total disallowance cannot exceed exempt income earned by assessee
during the relevant assessment year. A contrary view is expressed in CBDT circular 5/2014 to the effect
that disallowance under section 14A would be attracted even if corresponding exempt income is not
earned during the financial year. The said circular cannot be relied upon since its contrary to the law laid
down by the Courts. Thus, for the proposition that disallowance cannot exceed exempt income, one may
rely on the following authorities2.

4.3 Rule 8D is to be applied only in respect of investment yielding exempted income:

Earlier rule 8D(2)(iii) postulated that in the calculation of the disallowance amount, "an amount equal to
one-half percent of the value of the investment, income from which does not or shall not form part of the total
income" should be taken into consideration. Thus, it is not all investment but only that which is expressly
spelt out in rule 8D(2)(iii) read with section 14A and rule 8D(i) which is to be reckoned for the purpose of
calculation of required average percentage. Even after amendment in this Rule what is provided is "1% of
the annual average of the monthly averages of the opening and closing balances of the value of investment
which does not or shall not form part of the total income". Thus, out of the entire investment made by the
assessee the investment which yielded exempt income has to be identified and monthly average of
opening and closing stock off such investment alone has to be considered for working out 1% for
disallowance. In other words, the investments which do not give rise to exempt income are to be excluded
from working of disallowance under rule 8D.The view that no disallowance can be made u/s 14A if there is
no exempt income, was also followed in following cases3.
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4.4 If no exemption of income is claimed, no disallowance can be made:

section 14A is triggered only when assessee claims an income earned as exempt. If no income is claimed
exempt, the disallowance of expenditure cannot be made u/s 14A. For example, where assessee has
export income but no such deduction u/s 10A is claimed, the AO cannot make disallowance of related
expenditure by invoking section 14A4. Similar view was expressed in Pr. CIT v. Oil Industry Development
Board5. However, this view is applicable upto AY 2021-22 as an Explanation has been inserted in Section
14A to the effect that even if no exempted income is shown, but an expenditure has been incurred in
relation to exempted income, Section 14A will be triggered.

5. Effect of Explanation inserted in section 14A by Finance Act 2022:

The Notes on clauses explaining the intention behind insertion of Explanation to Section 14A states as
under-

It is also proposed to insert an Explanation to the said section to clarify that notwithstanding anything to
the contrary contained in this Act, the provisions of the said section shall apply and shall be deemed to
have been always applied in a case where the income, not forming part of the total income, has not
accrued or arisen or has not been received during the previous year relevant to an assessment year and the
expenditure has been incurred during the said previous year in relation to such income not form part of
the total income. This amendment will take effect from 1st April, 2022.

Clauses 4, 5, 6 & 7 of the Memorandum of Finance Bill, 2022 reproduced hereinbelow provide following
guidelines:

"4. In order to make the intention of the legislation clear and to make it free from any misinterpretation, it
is proposed to insert an Explanation to section 14A of the Act to clarify that notwithstanding anything to
the contrary contained in this Act, the provisions of this section shall apply and shall be deemed to have
always applied in a case where exempt income has not accrued or arisen or has not been received during
the previous year relevant to an assessment year and the expenditure has been incurred during the said
previous year in relation to such exempt income.

5. This amendment will take effect from 1st April, 2022.

6. It is also proposed to amend sub-section (1) of the said section, so as to include a non-obstante clause in
respect of other provisions of the Income-tax Act and provide that no deduction shall be allowed in
relation to exempt income, notwithstanding anything to the contrary contained in this Act.

7. This amendment will take effect from 1st April, 2022 and will accordingly apply in relation to the
assessment year 2022-23 and subsequent assessment years."

Thus, Memorandum of the Finance Bill, 2022 reveals that it explicitly stipulates that the amendment made
to Section 14A will take effect from 1st April, 2022 and will apply in relation to the assessment year 2022-
23 and subsequent assessment years.

This Explanation was considered by ITAT Guwahati Bench in ACIT v. Williamson Financial Services Ltd.6,
which observed as under-

In order to remove the prevailing doubts about the interpretation of the provisions of section 14A and to
overcome the interpretation given by the various High Courts regarding the applicability of provisions of
section 14A and to make the intention of the legislation clear and to make it free from any
misinterpretation, the Parliament has brought in an Explanation to section 14A. Further, sub-section (1) of
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section 14 has been amended so as to include a non obstante clause to provide that no direction shall be
allowed in relation to exempt income, notwithstanding anything contrary contained in the Act.

Thus, the earlier judgments holding that if there is no exempt income, no disallowance u/s 14A can be
made are overruled. It is also held that this Explanation is clarificatory in nature and will therefore, be
applicable retrospectively as it effective from 01-04-2022. The view held by ITAT Guwahati Bench in the
above case is not approved by Hon'ble Delhi High Court in Pr. CIT v. Era Infrastructure (India) Ltd.7 where
it was held, following the judgment of Hon'ble Supreme Court in Sedco Forex International Drill Inc. v.
CIT8, that the amendment of Section 14A, which is "for removal of doubts" cannot be presumed to be
retrospective, even where such language is used, if it alters or changes the law as it earlier stood.
Therefore, the Explanation is held prospective. The decision of Hon'ble Delhi High Court in Era
Infrastructure Ltd. (supra) was followed in following cases9.

6. The judgment of Hon'ble Apex Court in Maxopp Investment Ltd. 10:

The Revenue often relies on the judgment of Hon'ble Apex Court in above case for inferring that "thus,
while deciding the issue of applicability of 14A, the apex court by observing in para 40 has settled the issue that
section 14A has to be invoked for disallowance of any expenditure in relation to any exempt income irrespective
of fact whether the dividend is actually earned or not in the FY." This view of the Revenue is not correct
because the Apex Court has not rejected the theory of apportionment. The observation of Hon'ble Apex
Court in above judgment that "Whether dividend is earned or not becomes immaterial" is in the context of
holding the shares as stock-in-trade and it becomes a business activity of the assessee to deal in those
shares as a business proposition. There is no applicability of section 14A in respect of the shares held as
stock-in-trade and that is why it is observed that in respect of stock-in-trade whether dividend is earned or
not becomes immaterial. Similar view was expressed by Hon'ble Delhi High Court in Pr. CIT v. PNB
Housing Finance Ltd.11 following Maxopp's case (supra) holding that where shares were held by assessee,
housing finance company, as stock-in-trade, dividend earned on said shares would not attract section 14A.

Secondly, in para 41 of the judgment, Hon'ble Apex Court has approved the theory of apportionment while
making disallowance u/s 14A read with rule 8D as under-

"41. Having regard to the language of Section 14A(2) of the Act, read with rule 8D of the Rules, we
also make it clear that before applying the theory of apportionment, the AO needs to record
satisfaction that having regard to the kind of the assessee, suo moto disallowance under Section
14A was not correct. It will be in those cases where the assessee in his return has himself
apportioned but the AO was not accepting the said apportionment. In that eventuality, it will have
to record its satisfaction to this effect. Further, while recording such a satisfaction, nature of loan
taken by the assessee for purchasing the shares/making the investment in shares is to be examined
by the AO."

Also, Hon'ble Apex Court clearly analysed section 14A(1) and held that only that expenditure which is in
relation to exempt income alone has to be disallowed. To read para 32 from the judgement-

"32. In the first instance, it needs to be recognised that as per section 14A(1) of the Act, deduction of that
expenditure is not to be allowed which has been incurred by the assessee "in relation to income which
does not form part of the total income under this Act". Axiomatically, it is that expenditure alone which has
been incurred in relation to the income which is includible in total income that has to be disallowed. If an
expenditure incurred has no causal connection with the exempted income, then such an expenditure
would obviously be treated as not related to the income that is exempted from tax, and such
expenditure would be allowed as business expenditure. To put it differently, such expenditure would
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then be considered as incurred in respect of other income which is to be treated as part of the total
income."

Thus, it is incorrect to infer from the judgement of Hon'ble Apex Court in Maxopp's case that expenditure
has to be disallowed even if there is no exempted income. ITAT Chennai in Tamilnadu Road Development
Co. Ltd. v. Dy. CIT12, following this kind of interpretation held that disallowance u/s 14A irrespective of
whether assessee has earned exempted income or not. However, this decision was reversed by Hon'ble
Madras High Court in Tamilnadu Road Development Co. Ltd. v. Dy. CIT13and held that"Provisions of section
14A read with rule 8D will have no applicability if there is no exempt income earned or received during
previous year though disallowance is linked to expenditure incurred on investment which could fetch exempt
income."

Decision of Hon'ble Apex Court in Maxopp Investment Ltd.'s case (supra) was considered by Hon'ble
Calcutta High Court in Kesoram Industries Ltd. v. Pr. CIT14 and held that-

"Two important issues have been pointed out in the aforementioned decision. Firstly, that the provisions of
section 14A has to be interpreted, particularly, the words that "in relation to the income" that does not
form of total income. Therefore, it was held that the principle of apportionment of expenses comes into
play as that is the principle which is incorporated in section 14A of the Act. With regard to as to how the
power under section 14A(2) read with rule 8D of the Rules could be invoked it was pointed out that the
Assessing Officer needs to record satisfaction that having regard to the kind of the assessee suo motu
disallowance under section 14A was not correct and it will be in those cases where the assessee in his
return has himself apportioned but the Assessing Officer was not accepting the said apportionment. In any
event, the Assessing Officer will have to record its satisfaction to the said effect."

After the decision in Maxopp's case (supra) there have been large number of decisions by different High
Courts which have categorically held that if there is no exempt income, no disallowance u/s 14A can be
made. However, Explanation inserted by Finance Act 2022 has changed the concept and disallowance u/s
14A can still be made, if expenditure related to exempt income not claimed in the relevant assessment
year.

7. Instances where section 14A can be invoked:

(i)   The interest expenditure on borrowings for agriculture purposes whose income is exempt is
liable to be disallowed.15

(ii)   The expenditure incurred on long term capital gains exempt u/s 10(38) is to be disallowed.16

(iii)   Interest on borrowed capital invested in a firm from which share income earned by a partner is
exempt u/s 10(2A), is disallowable u/s 14A r.w.r. 8D.17

(iv)   Additional tax paid on dividend: The tax paid u/s 115-O is an additional tax on that
component of the profits of the dividend distributing company which was distributed by way of
dividends and that it is not a tax on dividend income of the assessee. Hence, section 14A will be
applicable to disallow interest on borrowed capital invested in dividend yielding shares.18

(v)   Any amount disallowed u/s 14A is covered under clause (f) of Explanation 1 to section 115JB(2)
and, thus, said disallowance has to be added back while computing amount of book profits19.
However, ITAT Chennai Bench in Manali Petrochemical Ltd. v. Dy. CIT20 and Hon'ble Karnataka
High Court in Pr. CIT v. Atria Power Corpn. Ltd.21 held a different view that disallowance u/s 14A
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cannot be added while computing book profit. SLP against this decision was dismissed in Pr. CIT
v. Atria Power Corpn Ltd.22.

(vi)   Disallowance as per calculation as per rule 8D made by the AO cannot be disturbed if no mistake
in calculation is pointed out23.

(vii)   If an income is otherwise exempt under the Act, the related expenditure can be disallowed u/s
14A, even though such income is also not considered taxable as per provisions of DTAA.

8. Instances where Section 14A cannot be invoked:

(i)   No adhoc disallowance can be made. If disallowance is required, it has to be computed as per
rule 8D.24

(ii)   Where no expenditure is claimed against exempt income, Section 14A cannot be invoked. A
finding that expenditure for earning exempt income is incurred is absolutely necessary.25

(iii)   If dividend income received from overseas company was taxable as income from other sources,
Section 14A cannot be invoked to disallow any expenditure incurred for earning such dividend
income26.

(iv)   If tax free securities are held as stock in trade, provisions of section 14A cannot be invoked.27

(v)   If tax free securities are held as personal investments and not as business asset, provisions of
section 14A cannot be invoked.28

(vi)   Provisions of disallowance under section 14A cannot be applied to cooperative societies and
banks to whom section 80P is applicable.29

(vii)   Expenditure which are personal in nature such as those allowable u/s 80D cannot be considered
for disallowance u/s 14A.

(viii)   Similarly, deduction for expenditure covered under Chapter- VI-A cannot be considered for
disallowance u/s 14A as these deductions are not related to any exempt income.

(ix)   Any expenditure relating to income which is not exempt, but deduction is allowed under Income
tax Act such as u/s 80-IB and 10AA, cannot be disallowed u/s 14A.

(x)   Exemption from payment of income tax is different than exemption of income. If an income is
taxable under the Act but if certain exemption is allowed from payment of tax under a different
Act, expenditure relating to such income cannot be disallowed u/s 14A.

(xi)   Similarly, discount in rates of tax allowable to a specific taxpayer is not equivalent to exempting
income from tax.

9. Penalty u/s 271(1)(c)/270A in respect of addition made u/s 14A:

No penalty for concealment or for filing inaccurate particulars of income is leviable in respect of the
addition made u/s 14A by invoking rule 8D. There has to be independent and specific finding how the
addition made u/s 14A is concealment of income or is filing of inaccurate particulars of income.Charge of
furnishing of inaccurate particulars of income cannot be fastened upon assessee without leading any
positive evidence to the effect that there was wrong furnishing of information vis-a-vis investments which
had yielded or could yield exempt income in future30. So also, if the assessee and the AO arrive at different
figures of disallowance u/s 14A it cannot be said that there was any case of under-reporting/
misreporting.31

10. The consequences on disallowance where assessee has own funds:
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If at the time of making investment in tax free securities, assessee had interest bearing borrowed funds as
well as interest free own funds and interest free own funds are more than interest bearing borrowed
funds, no disallowance out of interest paid on borrowed funds can be made under rule 8D for making
investment in tax free securities. Where own funds are more than borrowed funds, then investment can be
presumed to be made out of own funds. Reference may be made to the following authorities.32

11. Conclusion:

Section 14A provides for disallowance of expenditure which is related to income not forming part of total
income. Investment made by an assessee may result in both type of income exempt, as well as taxable.
The expenditure incurred for earning such income may be either separately accounted for or may be
mixed. The onus is on the assessee to identify expenditure which relates to exempt income. However, the
AO can reject such suo-moto disallowance only after recording satisfaction that claim of disallowance
made by the assessee as per accounts maintained by him are not correct. If no such satisfaction is
recorded or satisfaction recorded is not based on the accounts maintained by the assessee, no further
disallowance can be made by the AO. Where AO gets jurisdiction to make disallowance, he has to compute
the disallowance in accordance with prescribed method under rule 8D. While applying rule 8D, AO has to
consider only such investments which yielded tax free income. The provision u/s 14A upto AY 2021-22
was that if there is no exempt income, no disallowance u/s 14A can be made but after insertion of
Explanation to section 14A, disallowance relating to exempt income can be disallowed even though no
exempt income was earned during the relevant year. This Explanation has been considered as prospective
applicable for AY 2022-23 and subsequent assessment years.
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