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JUDGMENT

Jawad Akbar Sarwana, J.: The Applicant taxpayer, a private limited

liability company incorporated under the Companies Ordinance, 1984,
M/s. Elahee Buksh & Company (Pvt.) Ltd. (hereinafter referred to as
“the Applicant taxpayer”), obtained an interest-free loan from a related
party/associated company, M/s. Khayaban-e-Ilgbal (Pvt.) Ltd.
(hereinafter referred to as “Kh-e-Igbal (Pvt.) Ltd.”). The Revenue
Respondents found the transaction to be a benefit out of business, and
the interest income accrued therefrom was charged to tax under
Section 18(1)(d) of the Income Tax Ordinance (“ITO”), 2001. The
Applicant taxpayer, aggrieved by this treatment of the Revenue and the
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Orders dated 30.06.2021, 28.11.2022,%2 and 10.05.20232 has preferred
this ITRA under Section 133 of ITO, 2001.

2. The brief background of the matter is that the Applicant
taxpayer filed a Return of Income Tax for the Tax Year 2015,
whereafter the Taxation Officer issued a show-cause notice (“SCN”)
dated 23.08.2016 to the Applicant taxpayer under Section 122(9) read
with 122(5A) of ITO, 2001 to show cause, inter alia, as to why u/s
18(1)(d) of ITO, 2001, the interest as per prescribed rate should not be
charged to tax on the funds parked in the books of accounts of the
Applicant taxpayer. In its reply, the Applicant taxpayer denied the
liability of tax accruing from the loan, explaining that the loans received
were from related parties based on “no interest”, duly disclosed in the
company's audited accounts. The Taxation Officer did not accept the
explanation submitted by the Applicant taxpayer and applied KIBOR
rate of 7.38% to the loans received, creating an interest income of
Rs.16,733,318 chargeable to tax, and leading to a tax demand of
Rs.5,009,716 payable by the Applicant taxpayer as per the amended
Order u/s 122(5A) of ITO, 2001 passed by the Additional Commissioner
Inland Revenue (“ACIR”) dated 30.06.2021. The Applicant taxpayer
preferred first appeal with the CIR (Appeals-1V), who upheld the said
amended Order of ACIR vide its Order dated 28.11.2022. Thereatfter,
the Applicant taxpayer filed second appeal before the Additional
Commissioner (Audit-1ll), Internal Revenue (“IR”). In the second
appeal, the ACIR vide its Order dated 10.05.2023 did not find any
infirmity in the two orders below and upheld the same. Aggrieved by

the Orders, the Applicant taxpayer filed this ITRA.

2. The Applicant taxpayer proposed the following questions of law
to be framed in this ITRA:

1 Amended Order dated 30.06.2021 under Section 122(5A) of the Income Tax Ordinance,
2001, passed by Respondent No.1, available on pages 37 to 61 (13 sheets) of the ITRA.

2 Order dated 28.11.2022 under Section 129(1) of the Income Tax Ordinance, 2001,
passed by Respondent No.2, available on pages 75 to 119 (23 sheets) of the ITRA.

3 Order dated 10.05.2023 under Section 122 (5A) of the Income Tax Ordinance, 2001,
passed by Respondent No.3 available on pages 121 to 125 of the ITRA.
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()  Whether the impugned order passed by the Appellate Tribunal
Inland Revenue (Pakistan), Karachi is a judicious and speaking
order?

(i)  Whether provisions of Section 18(1) of the Income Tax
Ordinance, 2001 are applicable in case of interest free loan
between associated companies of a group?

(i)  Whether placement of funds by an associated Company
without any underlying business transaction is covered under
the Explanation to section 18(1)(d) of the Income Tax
Ordinance, 2001?

(iv) Whether there is any loss to the revenue by not booking
interest on the interest free loan between associated Company
by the Appellant?

3. During the course of arguments, we reduced the questions of
law to questions (iii) and (iv) above, and Counsels submitted their

argument on the following reframed questions:

(i)  Whether placement of funds by an associated
Company is covered under the Explanation to
section 18(1)(d) of the Income Tax Ordinance,
20017

(i)  Whether there is any loss to the revenue by not
booking interest on the interest free loan
between associated Company by the Applicant?

4. Learned Counsel for the Applicant taxpayer has argued that
transactions between associated companies, having common
ownership as well as directors, do not amount to a business
relationship; hence, section 18(1)(d) is/was not applicable to the case at
hand. He contended that the Respondents failed to appreciate that the
placement of funds were interest-free loans placed by an Associate
Company to meet the working capital requirements and, as such
potentially, are neither a business transaction nor a financing
transaction. Kh-e-Igbal (Pvt.) Ltd.'s funds placement was temporary,
and there was no agreement between the Applicant taxpayer and its
Associate Company. Finally, he contended that the Revenue had not

given any specific reason for their decision. Therefore, the Orders
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passed by the Respondents were erroneous and liable to be set aside.
In support of his contentions, the Counsel for the Applicant taxpayer
relied on 2015 PTB (Trib.) 386, Commissioner Inland Revenue v. Lucky
Cotton Mills (Pvt.) Ltd., 2017 PTD 864 (DB, Sindh High Court), and
Wisal Kamal Fabrics (Pvt.) Ltd. v. Commissioner Inland Revenue
Lahore and Another, 2019 PTD 1077 (DB, Lahore High Court).

5. The learned Counsel for the Respondents argued that the
relationship between the Applicant taxpayer and its Associate Company
was a business relationship, and the Respondent officers and
Tribunals, have passed well-reasoned Order(s) after giving the parties
an opportunity of hearing. As such, the impugned Order(s) should be
upheld by this Court.

6. We have heard the learned Counsels for the parties and
reviewed the record. As mentioned above, the issue to be decided in
this matter is whether the placement of funds in terms of interest-free
loans received by an Applicant taxpayer from its Associate Company
amounts to a business transaction and a benefit covered under section
18(1)(d) of ITO, 2001.

7. Section 18 and its sub-section* applicable to the case in hand

reads as follows:

‘Income from business (1).---The following
incomes of a person for a tax year, other than
income exempt from tax under this Ordinance, shall
be chargeable to tax under the head "Income from
Business"

(d) the fair market value of any benefit or perquisite,
whether convertible into money or not, derived by a
person in the course of, or by virtue of, a past,
present, or prospective business relationship

Explanation.-- For the purposes of this clause, it is
declared that the word "benefit' includes any benefit

4 Income Tax Ordinance, 2001 amended upto 30.06.2015
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derived by way of waiver of profit on debt or the
debt itself under the State Bank of Pakistan,
Banking Policy Department's Circular No.29 of 2002
or in any other scheme issued by the State Bank of
Pakistan.”

8. Section 18(1)(d) states that any benefit a person receives
during a business relationship is subject to income tax. The main
condition is that the benefit must be received during the business
relationship. The question arises as to whether the relationship
between the Applicant taxpayer and the Associate Company involves a
business relationship. The Counsel for the Applicant taxpayer did not
place any reported judgment involving a discussion of section 18(1)(d)
in the context of associates advancing interest-free loans. The three
reported cases relied upon by the Counsel for the Applicant taxpayer
(as mentioned above) concerned the treatment of loans made by the
directors of a taxpayer company to the same company. The Division
Bench of this Court and the Lahore High Court, in these Report
Judgments, concluded that the Company's directors, who manage the
company, have a fiduciary relationship with the company and are not
engaged in a business relationship with it. Therefore, interest-free loans
given by the directors of a company to their taxpayer company did not
fall within the meaning of benefit derived during the course of a
business relationship. Consequently, in the facts and circumstances of
the two cases, section 18(1)(d) of the Ordinance did not apply to the
profit earned from the interest-free loans which the company's directors

advanced to the said taxpayer company.

9. It is evident from the factual plane of the above-mentioned
reported authorities that the three reported cases relied upon by the
Counsel for the Applicant taxpayer are different from the case in hand.
The present matter concerns an Associate Company placing funds with
the Applicant taxpayer and not the directors extending a loan to the
Applicant taxpayer. The question before us is an entirely different one,
I.e., whether the provisions of section 18(1)(d) can be invoked in cases
of placement of funds, in the form of interest-free loans, placed by the
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Associate Company with the Applicant taxpayer. The Supreme Court of
Pakistan in The Commissioner Inland Revenue, Islamabad v. Messrs.
Fauji Foundation and Another, 2024 SCMR 788, paragraph 7, laid down

the following two-pronged test for bringing income under the head of

“income from business”:

“It would appear from the perusal of the provision
reproduced above [Section 18(1)(d)] that it
prescribes a two-pronged test for bringing income
under the head "income from business". The first is
that any benefit or perquisite must have a fair
market value, not necessarily whether it can be
converted into money. The second is that a person
may have received the value of that benefit or
perquisite during or under a past, present, or
prospective business relationship. The coexistence
of both is necessary. The absence of one of them
will not constitute income from a business.”

10. In the Fauji Foundation case (supra), the Supreme Court first

determined whether the Revenue had succeeded in establishing that
the taxpayer's gain from a long-term investment was liable to be taxed
as business income. Thereafter, the apex Court turned to the second
constituent component of the test. In both the first and second limbs of
the test, the Supreme Court sought to apply the legal proposition to the
facts of the case to examine whether a business relationship existed
between the taxpayer and the subsidiary company. To this end, the
Supreme Court noted that the Revenue had not brought any material on
record which disclosed definite information that the taxpayer had made
such investment in furtherance of its business or in connection
therewith. In the present case, the SCN under Section 122(9) r/iw
Section 122(5A) clearly identified to the Applicant that:

“You have acquired interest free loan of
Rs,226,738,736 from related party which may be a
deemed benefit out of business activity, hence the
interest as per prescribed rate for the period under
consideration shall be charged to tax u/s 18 of the
Ordinance.”
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11. The Taxation Officer of the SCN mentioned and identified to
the Applicant taxpayer that total income had been undervalued arising
out of the loan advanced by the Associate Company to the Applicant
taxpayer. The onus was now on the Applicant taxpayer to rebut the
same on the cogent ground that the loan did not meet any one of the

limbs of the Fauji Foundation case (ibid.). Instead, the Applicant

taxpayer conceded that there was a loan and that it was on a “no
interest” basis. This was all it submitted on the matter. Such defence
on its own was not sufficient. The taxpayer did not submit how such
placement of funds during the course of, or by virtue of, a past, present,
or prospective business relationship did not amount to the taxpayer
company deriving any benefit from it. Neither the Applicant taxpayer’'s
reply to the SCN nor, in the subsequent proceedings, did the Applicant
bring any evidence on record to show that Section 18(1)(d) was not
applicable. There was no explanation as to the purpose of the interest-
free loans in the proceedings before the Revenue Authorities until filing
of this Reference, when, for the first time, the Applicant taxpayer
submitted that the interest-free loans were allegedly a temporary
placement by the Associate Company and potentially based on the
need to meet working capital requirements of the Applicant taxpayer.
Yet even this plea was/is not substantiated by any supporting
documentary evidence. Nothing was placed before the Revenue or us
to show that there is no business/trading relationship between the
related parties and that the placement of funds did not result in profit or

gain or benefit to the Applicant taxpayer.

12. There is another aspect of the transaction, i.e. once it was an
admitted position that the Applicant taxpayer had received funds from
its Associate Company, the former had to address the statutory
provision under the scheme of the ITO, 2001 referring to transactions
between associates. To this end, Section 108 of the ITO, 2001 under
Chapter VIII of the Ordinance titled: “Anti-Avoidance” at the material

time,® read as follows:

5 Income Tax Ordinance, 2001 amended upto 30.06.2015



“CHAPTER VIII
ANTI-AVOIDANCE

Section 108. Transactions between associates.
— (1) The Commissioner may, in respect of any
transaction between persons who are associates,
distribute, apportion or allocate income, deductions
or tax credits between the persons as is necessary
to reflect the income that the persons would have
realised in an arm’s length transaction.

(2) In making any adjustment under sub-section (1),
the Commissioner may determine the source of
income and the nature of any payment or loss as
revenue, capital or otherwise.

13. In the backdrop/context of Section 108, the Applicant taxpayer
had entered into a transaction with its associate which involved the
placement of funds, described as an interest-free loan, and the onus
was on the Applicant taxpayer to bring forth such material to negate the
adjustment proposed to be made by the Revenue Authorities in respect
of such placement of funds accruing interest income, and that the
transaction did not attract the provisions of law relating to “anti-
avoidance” under the ITO, 2001. It is relevant to mention here that the
chapter heading of Chapter VIII is “anti-avoidance,” which implies that
the legislature introduced this chapter to provide the Revenue with the
framework and powers of anti-avoidance to address transactions aiming
to avoid the incidence of tax on the taxpayer's part. Section 108
requires that anti-avoidance be looked into, particularly in cases of
transactions between associates. Thus, in transactions between
associates, the Revenue has the statutory powers to examine
transactions between associates to determine whether the taxpayer is
involved in practices of avoidance of tax and, if so, then, under the anti-
avoidance provisions of law, to make such adjustments as provided
under the law. In this regard, there was nothing brought on record by
the Applicant taxpayer to show that with the placement of funds by the
Associate Company, the Applicant taxpayer did not derive any benefit,

whether convertible into money or not, that there was no business
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relationship between the associates and that this transaction was not
appropriate for the exercise of powers by Revenue under the anti-

avoidance provisions of ITO, 2001.

14. In addition to Section 18(1)(d) and Section 108 of the ITO,
2001, the Revenue subjecting to tax the interest earned on the
placement of funds made by the Associate Company to the Applicant
taxpayer was also in the nature of recharacterization of the payment as
a part of Revenues powers for anti-avoidance under Section 109 of the
ITO, 2001. Section 109 of the ITO 2001,° states as follows:

“Section 109. Recharacterisation of income and
deductions. — (1) For the purposes of determining
liability to tax under this Ordinance, the
Commissioner may —

(a) recharacterise a transaction or an element of a
transaction that was entered into as part of a tax
avoidance scheme;

(b) disregard a transaction that does not have
substantial economic effect; or

(c) recharacterise a transaction where the form of
the transaction does not reflect the substance.

(2) In this section, “tax avoidance scheme” means

any transaction where one of the main purposes of

a person in entering into the transaction is the

avoidance or reduction of any person’s liability to

tax under this Ordinance.”
15. The Applicant taxpayer had the opportunity to negate the
recharacterisation on the part of the Revenue Authorities to treat the
placement of funds between the associates as business to obtain a
benefit for the purpose of tax avoidance and to charge tax on such
benefit during the proceedings before the Revenue, but the Applicant
taxpayer did not offer any information to the Revenue not to
recharacterize the transaction. According to the Annual Audited
Accounts provided to the Revenue, the funds placed with the Applicant

taxpayer were entered in the Balance Sheet under the heading

8 Income Tax Ordinance, 2001 amended upto 30.06.2015.
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“Liability” and not credited to its Capital Account. If the funds had been
applied to capital, then it would amount to capital expenditure, which
could not be allowed when computing income. However, the Revenue
treated the funds as revenue receipts that could be taxed. The
Applicant taxpayer submitted no explanation to the Revenue not to
apply principles of recharachterization and other anti-avoidance
provisions under Chapter VIII of the ITO, 2001.

16. We note that the Revenue did not articulate the
recharacterization in the impugned Orders; however, Chapter VIII and
its Sections 108 and 109 are a part of the statute in relation to
transactions involving associates. The Applicant taxpayer knew the
powers of the Revenue to recharachterise the placement of funds and
should have addressed this aspect. The Applicant taxpayer also did not
show that the placement of funds was a genuine transaction between
associates, and not hit by the provisions of Chapter VIII on anti-
avoidance. By not responding to the Revenue Authorities
recharachterization of the placement of funds as to why the transaction
between associates did not attract the provisions of Chapter VIl of the

ITO, 2001, the Applicant taxpayer must now face the consequences.

17. We are of the view that the Applicant taxpayer has not brought
on record any material to show that Section 18(1)(d) of ITO, 2001, read
in the light of Sections 108 and 109 of the ITO, 2001, was not attracted
to the facts and circumstances of the case at hand. Accordingly, the
first question for a determination of whether the placement of funds by
an associated Company is covered under the Explanation to section
18(1)(d) of the Income Tax Ordinance, 2001 is answered in the
affirmative, against the Applicant taxpayer and in favour of the Revenue
Authorities. Whereas the second question, whether there is any loss to
the Revenue by not booking interest on the interest-free loan between
the associated company by the Applicant, is answered in the affirmative

against the Applicant taxpayer and in favour of the Revenue Authorities.



-11-

18. The upshot of the above is that no grounds are made out to

interfere with the impugned Orders.

19. The Reference filed by the Applicant taxpayer is dismissed in

the above terms with no order as to costs.

20. Office is instructed to send a copy of this Order to the learned

Appellate Tribunal in terms of Section 133(5) of ITO, 2001.

JUDGE

JUDGE

Announced in Court on 04.09.2024

JUDGE

JUDGE



