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A. Background 
 

Comptroller & Auditor General (‘C&AG’) had carried out a Performance Audit regarding 
'Assessment of Firms' under the Income tax Act, 1961 ('Act'). In its Report no. 7 of 2014, C&AG made 
certain suggestions so that in future, assessments in these cases are handled in a more effective 
manner by the Assessing Officers (AOs).  
 
Considering the recommendations and in order to improve the quality of assessments being framed 
in these cases and also to reduce the scope for committing errors, Central Board of Direct Taxes 
(‘CBDT’) has issued Circular no. 12 of 2019 dated 19 June 2019 which prescribes the guidelines for 
AOs to conduct the assessments of partnership firms. 
  

B. Highlights of guidelines 
 

(a) Remuneration and interest paid to Partners needs to be cross verified from the tax returns 
of Partners. 

(b) AOs should invariably call the copy of Partnership Deed and the payment of 
remuneration/interest to Partners should be verified. 
 

(c) Specific guidelines related to interest payable to Partner 
 
i) If the rate of interest payable to Partners as per Partnership Deed is below 12%, then 

the deduction of interest paid must be restricted to the rate specified in the Deed. 
ii) If the rate of interest as per the Deed exceeds 12%, then the deduction should be 

restricted to 12% [section 40(b)(iv) of the Act]. 
iii) AOs should refrain from using different yardsticks for calculating interest such as 

opening balance of capital, closing balance of capital, fixed capital or current capital, 
etc. AOs should refer to the terms of Partnership Deed for purpose of computation of 
interest payable to Partner. 
 

(d) Specific guidelines related to remuneration payable to Partner 
 

i) Remuneration payable to Partners should be strictly as per the Partnership Deed. 
ii) Clauses (ii) and (v) of section 40(b) of the Act implies that remuneration should not be 

undetermined or undecided.  
iii) Where the remuneration, either so specified in Partnership Deed or computed as per 

the method indicated therein, is less than the amount allowable under section 40(b)(v) 
of the Act, it would be restricted to the figure computed as per Partnership Deed. 

iv) While computing 'book profit' for purposes of section 40(b)(v) of the Act, all income 
which do not fall under the head 'profit or gain of business or profession', should be 

excluded, such as capital gains, interest, rental income, income from other sources, etc. 
 

(e) Compliance with section 184 
 
Compliance by the Firm or its Partners with provisions of section 184 of the Act must be 
examined. Any non-compliance may result in denial of expenses such as remuneration, 
interest etc. payable to the Partners [section 185 of the Act]. 
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(f) Examination of inflated profits while claiming section 80-IA deduction 
 

i) AOs should ensure that the profits of the Firm are not inflated for claiming deduction 
under section 80-IA of the Act by not claiming expenditure towards remuneration, 
salary, interest, etc. which are payable to the Partners.  

ii) AOs may invoke provisions of sub-section 10 of section 80-IA to recompute the profits 
if the same are excessive. 
 

(g) Carry forward and set-off of losses 
 

i) Claim of carry forward and set-off of losses should be verified and allowed only after 
considering provisions of section 78 of the Act. 

ii) Section 78 provides for disallowance of carry forward and set-off in case of change in 
constitution of the firm or on succession. 
 

(h) Action against Tax Auditors 
 

i) Directions given earlier vide Instruction No. 09/2008 dated 31 July 2008 of CBDT, 
regarding possible action against the Tax Auditor for furnishing incomplete 
information in the Tax-Audit Report and effective utilization of information in the Tax 
Audit Report by the AOs, should be followed scrupulously by the field authorities. 
 

(i) The guidelines in the Circular apply to complete as well as limited scrutiny. 
 

C. Key takeaways 
 
The Circular has reiterated and summarized the provisions of law in respect of taxability of 
Partnership Firms. The most important basis of assessment is the Partnership Deed and it is very 
important that Deed is properly drafted, and the provisions of the Act are duly considered while 
drafting. 
 
Further, the guideline regarding computation of ‘book profit’ to only include profits and gains from 
business or profession, there have been some judicial precedents which have held that all incomes 
credited to Profit & Loss account have to be considered while computing book profits [Md. 
Serajuddin & Brothers vs. CIT (Calcutta HC) ITA no. 201 of 2003]. This guideline may lead to enhanced 
litigation between taxpayers and the revenue authorities. 
 
Another important aspect of the Circular is that it instructs the AOs to take possible actions against 
the Tax Auditors, if it is found that incomplete information has been furnished in the Tax Audit 
report. In recent times the reporting by Tax Auditors has come under scrutiny, hence reinforcing the 
importance of appropriate reporting in the audit reports. 
 

********************** 
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This material and the information contained herein prepared by LVC is intended to provide general 
information on a particular subject or subjects and is not an exhaustive treatment of such subject(s). 
This material contains information sourced from third party sites (external sites). LVC is not 
responsible for any loss whatsoever caused due to reliance placed on information sourced from such 
external sites. None of LVC or its Partners or its employees is, by means of this material, rendering 
professional advice or services. This information is not intended to be relied upon as the sole basis 
for any decision which may affect you or your business. Before making any decision or taking any 
action that might affect your personal finances or business, you should consult a qualified 
professional adviser. No representation or warranty (express or implied) is given as to the accuracy 
or completeness of the information contained in this publication, and, to the extent permitted by 
law, LVC, its Partners, employees and agents accept no liability, and disclaim all responsibility, for 
the consequences of you or anyone else acting, or refraining to act, in reliance on the information 
contained in this publication or for any decision based on it. Without prior permission of LVC, this 
publication may not be quoted in whole or in part or otherwise referred to in any documents. 
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