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Section 36(1)(vii) read with section 37(1) of the
Income Tax Act, 1961 empowers an assessee to
claim deduction of any bad debt or part thereof
whichiswritten off asirrecoverable.

ThustheAct providesfor deduction of debt which
is bad and written off as irrecoverable i.e. twin
conditions of the debt being bad and write off as
irrecoverableisrequired to be established.

However, earlier law was not clear and the courts
took anarrow view regarding deduction of bad debts.

The Madras High Court in the case of South
India Surgical Co. Ltd. v/s. Asstt. CIT (Mad)
reportedin 287 1 TR 62 hasobserved asunder :

“It isnot sufficient for the assessee to say that he
became pess mistic about the prospect of recovery
of the debt in question. He must feel honestly
convinced that thefinancial position of the debtor
was so precarious and shaky and that it would be
impossible to collect any money from him. The
question isreally one of fact depending upon the
variousfactsand diverse circumstances bearing on
the debtor’s pecuniary position, hiscommitments
and obligations. The judgment of the assessee
regarding the debt as bad debt must be an honest
judgment and not a convenient judgment. The
judgment of the assessee must be established to
have been taken on relevant facts and
circumstances, which should show that the debt is
not realisablefor somefault on the part of thedebtor
or some supervening impossibility on the part of
the debtor to pay, but not possible difficulties or
hurdles the assessee may haveto incur to compel
therecalcitrant debtor to pay. The assesseefor his
convenience may decidethat the debt istoo small
and it is not worthwhile to pursue the debtor but
that judgment would not be a honest judgment,
which would establish that the debt hasbecomea
bad debt. A time-barred debt can be assumed to be
bad, but isnot necessarily bad because of expiry of
limitation for recovery of thesame.”

Withthe above observationsthe M adrasHigh Court
hasheld asunder:

“Except the unilateral act of the assessee to write
off the debts as bad debtsin the books of account
for thepreviousyear rel evant to the assessment year
in question, the assessee has not made out any case
regarding the debtsasirrecoverable. Thejudgment
of the assesseein regarding the debtsas bad debts
was not an honest judgment having regard to the
financia position of thehospitals. The Tribunal was
rightinlaw in holding that the debt claimed by the
appellant as bad had not become bad and thus not
allowabl e as deduction under Section 36(1)(vii).”

Under the scheme as provided for under the
Income-tax Act, the entries which were made, as
to whether the same were genuine entry and not
imaginary and fanciful entry, qua the same the
Assessing Officer was fully empowered to make
inquiry. However, wisdom of the assessee could
not be in such manner questioned and no
demonstrativeor infalible proof of bad debt having
become bad was required, and commercial
expediency wasto be seen from the point of view
of the assessee, depending on the nature of the
transactions, capacity of debtor, etc., but quaentry,
semblance of genuinenesswasthere and the same
should not be mere paper work. The High Court
was of the view that under section 143(2) of the
|.T. Act, the Assessing Officer was empowered to
require the assessee to produce the evidence in
support of the return, as such where the assessee
had claimed as bad debt or part thereof, written of f
as irrecoverable in the accounts of the assessee
under the provisions of sec. 36(1)(vii) of thel.T.
Act, 1961, then on the strength of the amendment
made on 1.4.1989, it could not be said that an
inquiry was not permissible under the provisions
of the Income-tax Act to see and satisfy that there
was some semblance of thegenuinenessintheentry,
which had been made, thesamewasnot at all totally
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fake entry as the assessee would be entitled for
deduction only if it wasbad debt, or part thereof.

Now let merefer to the judgement of the Supreme
Court inthecaseof Travancore TeaEstatesCo. Ltd.
v. CIT (1998) 233 ITR 203 (SC). In this case the
Supreme Court had takentheview, that asto whether
a debt had become bad or at what point of time it
became bad, were al questions of fact. Though
standard of proof of proving the same asbad debt, is
not r-equired to be adopted and isto be decided on
the wisdom of the assessee and not on the wisdom
of theAssessing Officer, but to show that entry which
had been made as bad debt therewas some materia
in support of the same,. Giving some semblance of
genuineness and truthfulness to the same in the
direction of forming opinion, that said debt was
arisngout of trading activity, therewasrel ationship
of debtor or creditor, the same was irrecoverable.
Thus, it washeld that in thiscase on the substantial
guestion of law posed, theprovision of section 143(2)
of thel.T.Act vis-a-vissection 36(1)((vii) of thel.T.
Act, read with section 36(1) of the I.T. Act both
would be harmonized to give purposeful meaning
to both the statutory provisions, as one extends
benefitsto the assessee of deduction for their debt or
part thereof becoming bad and to other authorizes
theAssess ng Officer to seethat the provision of the
Income-Tax Act are not flouted by any means.

Inthe caseof DCIT v/s. Oman International Bank,
theAllahabad High Court held that the order passed
inthecaseof Oman International Bank dated 4.08.06
isquashed and set aside with an observation that u/
S. 143(2) of the Income Tax Act 1961, the AO is
empowered to require the assessee to produce the
evidencein support of the claim of abad debt.

We should also not loose sight of on the decision
of Dhal Enterpriseand EngineersPvt. Ltd. v/s.CIT
295 TR 481 wheretheir Lordshipsof GujMat High
Court has held that the assessee has to prove that
debt asabad debt irl view of thelanguage of law
used in section 3G(1)(vii) of the Income Tax Act,
1961.

However let me now focus on recent Judicial
devel opmentsregarding claim of deduction of bad
debts.

Deduction of Bad Debts - Law is now settled

TheAhmedabad Bench of thel T AT in thecase
of Asstt. CIT Barodav/s. M/s. TDW.India Ltd.
hasheld asunder:

“1 have considered the submissionsof theld.A.R.
and the facts of the case. The rule of evidence
regarding thewriting off of bad debtsu/s36(1)(vii)
has undergone change with the amendment of the
section with effect from 1-4-1989. In the pre-
amended section, the expression used was “any
debt or part thereof, which is established to have
become abad debt in the previousyear.” Thishas
been omitted by theamendment and substituted by
the expression “written off asirrecoverable”. Thus,
theintention of the Legislature appearsto bethat,
whereasearlier it wasincumbent upon the assessee
to establish that the debt had become bad during
the previousyear, after the said amendment, it was
sufficient that the assessee had merely written off
thedebt asirrecoverable however, there continued
to prevail an opinion that since the word “debt”

was preceded by the word “bad”, not every debt
written off was allowable but only a debt which
was “bad” was alowed to be written off. In this
view, there still remained a duty cast upon the
assesseeto establish that the debt had become bad
during the previousyear.

Inorder toresolvethedivergent judicia opinionthe,
Special bench of the IT AT wasconstituted to ook
into the issue. The Special Bench has held in the
caseof DCIT vs. Oman International Bank, 1001TO
285 (Mum.SB) that prior to theamendment, assessee
had to establishthat the debt had become bad during
the previousyear and theAO could allow or disallow
the claim on the basiswhether the debt had become
bad during the said previous year or not. In other
words, irrespective of the write-off claimed by the
assessee, the deduction was still dependent on the
finding of the A.O. regarding the previous year in
which the debt has become bad, based on which,

theA.O. would dlowthedeductioneitherinan earlier
assessment year or in alater assessment year, which
wasdifferent fromthe assessment year inwhichthe
assessee had written off the debt asbad. Referring
tothe CBDT Circular No, 551 dated 23.1.1990, the
Special Bench observed that the amendment was
brought to do away with all the complications
involved in determining theissue of deductibility of
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bad debtsaswell astheyear in whichthededuction
wasto bea lowed. Thedisputeregarding theyearin
which the debt hasto be all owed as deduction was
held to be resolved by the clear statement of the
amended law that the deduction was allowablein
the year in which the debt has been written off as
irrecoverable. Thus, thewording of thelaw and the
legidativeintent wereclear inasmuch astheearlier
rule of establishing that the debt had become bad
wasomitted fromtheprovisionsof law. It wasfurther
heldthat “theact of writing off adebt asirrecoverable
in the accounts of the assessee, is deemed to be
discharging theonusof theassesseein holding adebt
asbad. When the statute has provided the mode of
discharging theonusof proof by writing off the debt
asbad, itisnot incumbent ontherevenueto call for
further evidence. Theruleregarding the deductibility
of bad debt provided in section 36(1)(vii) after the
amendment isagtatutory ruleby itself and, thereis
no need of ing ting on any other proof. Thestatutory
ruleitself declarestherule of deduction of bad debt.
If it is again necessary to prove by demonstrative
proof that the debt has become bad, then therewas
No necessity to insert a statutory rule. The onus of
proving the debt asbad debt hasbeen prescribed by
the statutory rule. Oncethat statutory ruleissatisfied
by following the prescribed method, no further
obligationsremain ontheassesseeto be discharged.”

Inview of thedecision of the Specia Bench, which
issguarely applicable on the facts of the present
case, | am of the opinion that the AO was not
justified in asking for demongtrative proof regarding
theirrecoverability of thedebts. Theaboveviewis
reinforced by the decision of the Gujarat High Court
in CIT vs. Girish Bhagwat Prasad 256 ITR 772.
Following the above cited decisions, the
disallowance of bad debts amounting to
Rs.10,11,966/- isdirected to be deleted.”

Alsointhecaseof T.R.F. Ltd. v/s. CIT reported in
230 CTR 14(SC) hasheld asunder:

“Thispositioninlaw iswell-settled, after I't April ,
1989, itisnot necessary for the assesseeto establish
that the debt, in fact, hasbecomeirrecoverable. It
is enough if the bad debt is written off as
irrecoverablein the accounts of the assessee.”

Finaly:

It is submitted that once adebt iswritten off asa
bad debt, the same hasto be allowed as deduction
u/s. 36(1)(vii) of the Income Tax Act, 1961, unless
the write off is not genuine and is proved by the
AO that the sameisnot genuine.

The Central Board of Direct Taxes, initsCircular
No. 551 dated 23-1-1990[183 ITR St.) 37)] , has
explained the object and theambit of theamendment
inthefollowing manner:

Amendments to section 36(1)(vii) and 36(2) to
rationalize provisions regarding allowability of
bad debts

The old provisions of clause (vii) of sub-section
(1} read with sub-section (2} of the section laid
down conditionsnecessary for allowability of bad
debt. It was provided that the debt must be
established to havebecomebad inthepreviousyesr.
Thislead to enormouslitigation on the question of
allowability of bad debt inaparticular year inwhich
the same had been written off on the ground that
the debt wasnot established to have becomebad in
that year. In order to eliminate the disputesin the
matter of determining theyear inwhich abad debt
can bealowed and alsoto rationalizethe provisons,
theAmendingAct, 1987 hasamended clause (vii)
of sub-section (1) and clause (i) of sub-section (2)
of the section to providethat the claim for the debt
will be allowed in the year in which such a bad
debt has been written off asirrecoverable in the
accounts of the assessee”

Prior to the amendment explained above, an
assessee had to establish that the debt hasbecome
bad during the previous year and the Assessing
Officer may allow or disallow theclaimintermsof
section 36(2) on the basis of his observation
whether- the debt has become bad during the. said
previousyear or not. In other- words, irrespective
of the write off claimed by the assessee, the
deductionwasstill dependent on thefinding of the
Assessing officer- that in which previousyear the
debt has become bad and based on which the
Assessing Officer could allow the deduction either
inan earlier assessment year or in alater assessment
year whichisdifferent from the assessment year in
which the assessee has written off the debt asbad
debt. As explained by the above circular, the
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amendment has been brought to do away with all
the complicationsinvolved in determining theissue
of deductibility of bad debtsunder section 36(1)(vii).
The amendment decided the year in which the
deduction hasto be alowed; astheyear in which
the assessee haswritten off the debt asbad debt in
thebooksof account. Theamendment hasal so done
away with the requirement of establishing that the
debt hasbecome bad.

Thisisclear fromthecircular of the Board whereit
isstated that the amendment has been brought to
eliminate the disputesin the matter of determining
the year in which abad debt can be allowed and
also to rationalize the provisions. Even after the
amendment, if theassesseeisagain called uponto
establish that the debt hasbecomebad, thetrue spirit
of theamendment will not befulfilled. Theintent
and purposeof theamendment isto avoidlitigations
and do away with al sorts of disputes regarding
the alowability of bad debts as a deduction in
computing theincome of an assessee.

The dispute regarding the year in which the debt
hasto beall owed asadeduction has been resol ved
by theclear statement of the amended law that the
deduction shall beallowed intheyear inwhichthe
debt has been written off asirrecoverable. Itisvery
important to note that the earlier expression” any
debt, or part thereof, which isestablished to have
become abad debt in the previousyear "has been
conspicuously omitted by the amendment and
substituted by the expression” written off as
irrecoverable’.

The words of the law are clear and the intent and
purpose of the amendment are manifest. Theearlier
rule of establishing that the debt hasbecomebad is
omitted fromthe provisionsof law. Therefore, there
iSno occasi on or provocation to consider whether
the assessee has again to establish that the debt has
becomebad. In fact, thereisno provocation at all
to go to that extent of discussion because the
amendment hasomitted the expression* debt which
isestablished to have become abad debt.”

| am of theview that when the amendment hasbeen
brought to cure a defect and the amendment has
omitted the expression which has made way for
such defect there is no reason to ponder over the
past and to decidethematter till under thelaw asit

Deduction of Bad Debts - Law is now settled

stood prior to the amendment.

CBDT Circular No. 551, dated 23rd January, 1990
inter aliaclarifiestherationaefor amending section
36(1)(vii) by stating that the section was being
amended, so that the claim for Bad Debts would
beallowed in theyear in which such abad debt is
written off asirrecoverablein the accounts of the
assessee. The Hon’ble Gujarat High Court hasin
the case of CIT V/s Girish Bhagwatprasad (256
ITR 772) observed that with effect from 1st April,
1989 all that the assessee had to show wasthat the
bad debt was written off asirrecoverable and the
veracity of the doubtful debtscannot begoneinto
by the Department. An assesseewould be the best
judge from the commercial perspective as to
whether the debt has become bad and the
Department could not go behind it. The reliance
onthejudgment of theHon’ ble Gujarat High Court
in the case of Dhall Enterprises (295 ITR 481) is
misconceived sincethe said judgment pertainsto
the assessment year prior to the amendment dated
1.4.1989. Thus, the said judgment isnot applicable
inview of theamended provisionsand the settled
legal position with regard to the effect of the
amendment to thesectionw.e.f. 1.4.1989.

The Delhi High Court also extensively relied on
thiscircularinthecaseof CIT v. Morgan Securities
and Credit Pvt. Itd. and held that this circular
clearly |eft no scopefor debate and that a bad debt
was allowable in the year as write-off in the
accounts. The said view is also supported by the
decisoninthecaseof Dy. CIT v/sPatidar Ginning
and Pressing Co. (157 CTR 177) wheretheissue
beforethe Hon' ble Gujarat High Court waswhether
it wassufficient for the assesseeto write off asbad
debts and he need not establish that the same had
becomebad. The High Court affirmed the view of
the Tribunal relying upon the amendment to the
sectionw.e.f. 1.4.1989.

Itisrespectfully submitted that after the amendment
to section 36(1)(vii) of the Act with effect from
01.04.89 and inview of thedecision of the Supreme
Court in this case of TRF Ltd. once the debt is
written off asbad debt, the same hasto be allowed
asdeduction u/s. 36(1)(vii) of the Income Tax Act
1961 unlessthiswrite off isnot genuine.
ooo
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