Non-refundable maintenance charges received
KPMG inadvance are taxable inthe vear of receipt

Executive summary @

There has been a controversy with regard to the year of
taxability of amount received in advance under a maintenance
contract spilling over more than one financial year.

Tax Flash

The taxpayers defer the recognition of the revenue over the
contract period based on the matching principle as the
expenditure to provide the services will be incurred in the
ensuing financial year(s).

The tax authorities take the position that the entire revenue is
taxable in the year of receipt.

In the case of Johnson Lifts?, the Madras High Court held that
the maintenance charges collected in advance should be
recognized as income at the time of receipt regardless of the
year of rendition of the services.

ot , The decision is rendered in the context where the
Ef . - maintenance charges received by the taxpayer were non-
. ) refundable and there was no uncertainty regarding the amount

of consideration accruing from the rendition of the service.
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Facts of the case

The taxpayer was engaged in the business of
manufacturing and supplying lifts.

It also provided maintenance services for the lifts
installed and commissioned by it.

For the maintenance services, it collected non-
refundable annual maintenance charges (AMC) in
advance from the customers.

It treated a part of these charges as income received
in advance, classifying it as a current liability in its
books of account as the services were to be
provided by the taxpayer partly during the ensuing
financial year. Accordingly, such part of charges was
not offered to tax in the year of receipt.

The tax officer treated the entire amount as taxable
in the year of receipt.

2 Recognising/ reporting revenue at the same time as the cost it is related to.

Taxpayer’s contentions Q)

The advance collection of AMC should be attributed to
the period covered by the maintenance contract and
recognized as income when the service is rendered,
adhering to the accrual system of accounting and the
matching principle?.

The taxpayer’s position was in line with the
Accounting Standards notified under the Income-tax
Act, 1961 which supports the recognition of income as
it is earned.

When the taxpayer has assumed the obligation for
maintaining the lifts for a particular period of time and
collects fee for such services in advance, it is
iIncumbent upon the taxpayer to provide the liability for
unexpired period from the total advance collections
made from the customers.
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Revenue’s contentions Q

The entire amount of AMC received in advance
should be treated as income in the year it is
received, regardless of when the services are to be
rendered.

The taxpayer is following a mercantile system of
accounting and has received the entire AMC amount
in advance without any clauses for refunding the
same, which justifies its inclusion in taxable income
for the year of receipt.

The customer had deducted tax at source on these
payments and had also paid service tax, indicating
recognition of these receipts as income.

Decisions relied by the taxpayer are distinquishable

The taxpayer relied on the decisions in the case of
Coral Electronics and TVS Electronics3.

In those decisions, the customer had a right to
terminate the contract if the services rendered by the
vendor were not to the satisfaction of the customer
and get a refund for the unexpired period.

3CIT v. Coral Electronics (P) Ltd [2005] 274 ITR 336 (Mad) and DCIT v. TVS Electronics Ltd
[2012] 22 taxmann.com 215 (Chennai)

It was highly uncertain as to whether the amount
collected would at all remain as income of the taxpayer.

The amount received by the taxpayer at the time of
entering into contract was nothing but an advance,
which on the progress of each day got converted into
revenue. The income was accruing on a day-to-day
basis based on the progress of time.

In the instant case, there is no clause for the
cancellation of contract by the customer.

The decision of the Special Bench of the Tribunal in the
case of Mahindra Holidays* is also distinguishable as in
that case, the unexpired period of the contract therein
was very long and the income was spread over 33 or
25 years depending on the scheme whereas in the
present case, the contract period was only one year.

The Revenue relied on the Madras High Court decision
in the case of G.S.R. Krishnamurthy® where there was
no obligation to refund the amount collected.

4 ACIT v. Mahindra Holidays Resorts India Ltd [2010] 3 ITR(T) 600 (Chennai) (SB)
5 CIT v. G.S.R. Krishnamurthy [2003] 262 ITR 393 (Mad)
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High Court decision @

The Supreme Court in the case of J.K. Industries®
held that if the accounting standards are properly
applied, accounting income is to be the adopted as
the taxable income of a taxpayer. The adoption of
accounting standards and of accounting income as
taxable income would avoid distortion of accounting
income which is the real income.

However, if a taxpayer fails to adopt accounting
standards properly for the computation of income
and the method adopted by the taxpayer results in
distortion of profits, the tax officers’ has the
discretion to complete the assessment to the best of
their judgment.

In the instant case, the treatment of the AMC as a
current liability was incorrect and led to a distortion
of the true state of its income.

As per the accounting standards, only the
uncertainties regarding the determination of amount
may influence the timing of recognition of income.

6 J.K. Industries Ltd v UOI (2007) 13 SCC 673
7 Under section 145(3)

As the spare parts and software of the lift installed by
the taxpayer are not available in the open market,
the customers will have no choice to opt for other
service provider.

There was no significant uncertainty regarding the
amount of consideration that would be derived from
rendering the service.

In such a situation, if the amount is received, the
taxpayer cannot stagger the recognition of income to
a future date merely because service is to be
provided during the ensuing financial year.

Accordingly, the AMC collected in advance should be
recognized as income at the time of receipt, even if
mercantile system of accounting was followed.

The conclusion may be different if there was a
possibility to refund the charges to the customer
based on the terms of the agreement.

The matching principle is not an absolute principle
invariably applicable in each and every case.
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Our comments

The Supreme Court in the case of E.D. Sassoon®
has held that the income accrues when the taxpayer
acquired a right to receive the income. There must
be a debt owed to him by somebody.

This decision underscored the need to evaluate the
terms of the maintenance agreement and
accordingly, determine the year of taxability of the
maintenance charges.

8 £.D. Sassoon & Co. Ltd. vs. CIT [1954] 26 ITR 27 (SC)
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