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Background 

Recently, the Punjab and Haryana High Court in the 

case of State Bank of Patiala
1
 (taxpayer) and the 

Calcutta High Court in the case of G K K Capital 

Markets (P) Limited
2
 (taxpayer) have held that since 

the securities are held as stock-in-trade, no 

disallowance of expenditure is to be made under 

Section 14A of the Income-tax Act, 1961 (the Act). 

State Bank of Patiala 
 

Facts of the case 

 The taxpayer filed a return declaring an income 

of about INR670 crore which was selected for 

scrutiny. The return showed dividend income 

exempt under Section 10(34) and (35) of about 

INR11.07 crore and net interest income exempt 

under Section 10(15)(iv)(h) of about INR1.12 

crore. The total exempt income claimed in the 

return was, therefore, INR12.19 crore. 

 The taxpayer while claiming the exemption 

contended that the investment in shares, bonds, 

etc. constituted its stock-in-trade. The 

investment was not made with the intention of 

earning tax free income. The tax free income 

was only incidental to the taxpayer’s main 

business of sale and purchase of securities and, 

therefore, no expenditure had been incurred for 

earning such exempt income. 

________________________ 

1
 Pr. CIT v. State Bank of Patiala (ITA No.244 of 2016) (P&H) – 

Taxsutra.com  
2
 CIT v. G K K Capital Markets (P) Limited (G. A. No. 1150 of 2015) (Cal) – 

www.itatonline.org 

 The Assessing Officer (AO) restricted the 

disallowance to the amount which was claimed as 

exempt income and added the same to the 

taxpayer’s income by applying Section 14A of the 

Act. The AO, accordingly applied Rule 8D of 

Income-tax Rules, 1962 (the Rules) for 

determining the expenditure to be disallowed as 

per Section 14A of the Act. 

 The Commissioner of Income-tax (Appeal) 

[CIT(A)] held that the AO had wrongly restricted 

the disallowance to the extent of exempt income 

claimed by the taxpayer and that the entire sum of 

INR40.72 crore of expenditure should have been 

disallowed by the AO as there was no legal 

provision either in Section 14A or Rule 8D to limit 

the disallowance to the amount of dividend 

received. 

 The Tribunal set aside the order of the AO and of 

the CIT(A) and held that if shares are held as 

stock-in-trade and not as investment, even the 

disallowance under Rule 8D would be nil as Rule 

8D(2)(i) would be confined to direct expenses for 

earning the tax exempt income. 

High Court’s decision 

 The Central Board of Direct Taxes (CBDT) 

Circular
3
 carves out a distinction between stock-in-

trade and investment and provides that if the  

________________________ 
 
3
 CBDT Circular No. 18, dated 2 November 2015 
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motive behind purchase and sale of shares is to 

earn profit then the same would be treated as 

trading profit and if the object is to derive 

income by way of dividend then the profit would 

be said to have accrued from the investment. 

 The investments made by the taxpayer in the 

case before us are part of its banking business 

and the income arising from trading in the 

securities is attributable to the business of the 

bank/taxpayer falling under the head ‘profits and 

gains of business’. Further, the securities dealt 

with in the course of such trading constitutes the 

taxpayer’s stock-in-trade. 

 The expenditure incurred in relation to stock-in-

trade arising as a result of investment in shares 

and debentures is deductible under Sections 28 

to 37 of the Act. 

 What is to be disallowed under Section 14A of 

the Act is expenditure incurred to ‘earn’ exempt 

income. 

 The securities in question constituted the 

taxpayer’s stock-in-trade and the income that 

arises on account of the purchase and sale of 

the securities is its business income and is 

brought to tax as such. That income is not 

exempt from tax and, therefore, the expenditure 

incurred in relation thereto does not fall within 

the ambit of Section 14A of the Act. 

 The entire expenditure including administrative 

costs was incurred for the purchase and sale of 

the stock-in-trade and, therefore, towards 

earning the business income from the trading 

activity of purchasing and selling the securities. 

Irrespective of whether the securities yielded 

any income arising therefrom, such as, dividend 

or interest, no expenditure was incurred in 

relation to the same. 

 The High Court was in agreement with the 

Karnataka High Court’s decision in the case of 

CCI Ltd.
4
. The taxpayer has not retained shares 

with the intention of earning dividend income 

and that the dividend income is incidental to the  

 

_______________ 
 
4
 CCI Ltd. v. JCIT [2012] 250 CTR 291 (Kar) 

business of sale of shares. It cannot be said 

that the expenditure incurred in acquiring the 

shares has to be apportioned to the extent of 

dividend income and that should be 

disallowed from deduction.  

 A financial decision of the taxpayer that 

trades in securities may and, in fact, would 

factor in the dividend or interest that the 

securities it acquires as its stock-in-trade 

yields or is likely to yield. 

 Once it is found that no expenditure was 

incurred in earning this income, there would 

be no further expenditure in relation thereto 

that falls within the ambit of Section 14A of 

the Act. 

G K K Capital Markets (P) Limited 
 
Facts of the case 

 In the computation of total income the 

taxpayer had claimed INR25.68 crore as 

Long-Term Capital Gain (LTCG) being 

exempt income. 

 Applying Rule 8D of the Rules, the AO 

computed disallowance under Section 14A 

the Act. 

High Court’s decision 

 The object of Section 14A of the Act is to 

disallow the direct and indirect expenditure 

incurred in relation to income which does not 

form part of the total income. 

 The Tribunal in its order observed that the 

taxpayer does not have any investment and 

all the shares are held as stock in trade as is 

evident from the orders of the lower 

authorities. Accordingly, the Tribunal held 

that once, the taxpayer has kept the shares 

as stock in trade, the Rule 8D of the Rules 

will not apply. 

 The decision in the case of Dhanuka & Sons
5
 

relied by the tax department is 

distinguishable on the basis of facts. 

 
_____________ 
 
5
 Dhanuka & Sons v. CIT [2011] 12 taxmann.com 227 (Cal) 
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 In view of the clear finding of fact regarding the 

exempt income claimed treated to be business 

income and the shares held by the taxpayer 

having been treated as stock in trade, the High 

Court does not find the case involves a 

substantial question of law. 

Our comments 
 
The issue with respect to disallowance of 

expenditure under Section 14A of the Act has been 

a subject matter of debate before the 

courts/Tribunal.  

The Karnataka High Court in the case of CCI Ltd 

held that since the expenditure incurred on 

purchase of shares was for normal course of 

business and the said expenditure was not incurred 

to earn dividend income, no expenditure is 

disallowed under Section 14A of the Act. However, 

the Delhi High Court in the case of Maxopp Ltd.
6
 

held that even if the interest expenditure has been 

incurred not to earn dividend income but to acquire 

a controlling stake in the course of normal business, 

the same would be subject to disallowance under 

Section 14A of the Act. 

In the instant cases, the Punjab and Haryana and 

the Calcutta High Courts have held that where 

securities are held as stock-in-trade, disallowance 

under Section 14A cannot be made.  
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6
 Maxopp Investment Ltd. v. CIT [2012] 247 CTR 162 (Del) 
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