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1. The petitioners carry on the business, inter alia, of manufacturing, supplying and
installing air-conditioning, refrigeration, ventilation and humidification equipment.
The petitioners entered into an agreement dated September 23, 1982, with
Messrs. Taj Lanka Hotels Ltd. On or about March 24, 1983, the petitioners had
applied for approval of this agreement under section 80-O of the Income-tax Act,
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1961. The Central Board of Direct Taxes, by their order of 6th/10th of March,
1986, declined to approve the agreement under section 80-O. The Board also did
not grant approval in a review petition which was filed by the petitioners. Hence,
the present writ petition has been filed.

2. The agreement of September 23, 1982, which is annexed as exhibit 'A’", recites
that the petitioner-company has developed and acquired technical expertise in the
areas of design and developing heating, ventilating and air-conditioning systems
and in selection of appropriate heating, ventilating and air-conditioning equipment
from various international markets and sources. It also recites that the petitioner-
company has offered to make available its technical know-how and services and
expertise in all these areas to Messrs. Taj Lanka Hotels Ltd., which is a foreign
company incorporated in Sri Lanka. The agreement defines the scope of technical
know-how. The term 'technical know-how' is to include technical date, drawings,
designs, trade secrets, formulae, expertise of engineers and technicians, selection
of equipment, exploring and locating appropriate sources of equipment and
materials in renowned international and Indian markets, installation of equipment
and accessories to make the heating, ventilating and air-conditioning systems
operative. Under the terms of the agreement, the petitioner-company has agreed
to supply and provide technical know-how including installation of equipment and
the establishment of heating, ventilating and air-conditioning systems in conformity
with the specifications provided by the Sri Lanka company. Clause 8 of the
agreement provides for consideration in respect of equipment, while clause 9
provides for consideration in respect of know-how. Consideration for know-how
includes charges for delivery and installation of the equipment also. Clearly,
therefore, the agreement in question includes payment for scientific knowledge,
experience and skill made available to the foreign company by the petitioners as
also fees for technical services to be rendered by the petitioners to the foreign
company. Under section 80-0O, as it stood at the relevant time, where the gross
total income of the assessee includes such income, the assessee is entitled to
certain deductions provided in that section. An application for approval of the
agreement is made to the Central Board of Direct Taxes in the prescribed form
and verified in the prescribed manner prior to October 1 of the assessment year in
relation to which the approval is first sought.



3. As from April 1, 1983, section 80HHB has been added to the Income-tax Act,
1961. Where the gross total income of the assessee includes any profits and gains
derived from the business of execution of a foreign project undertaken by the
assessee in pursuance of a contract entered into by him or the execution of any
work undertaken by him and forming part of a foreign project undertaken by any
other person in pursuance of a contract entered into by such other person, the
assessee is allowed certain deductions as set out in this section. 'Foreign project’
is defined in sub-section (2)(b) as a project for construction of any building, road,
dam, bridge or other structure outside India, and the assembly or installation of
any machinery or plant outside India.

4. In the light of these two sections, i.e., sections 80HHB and 80-O, which were
both in existence at the relevant time, it is clear from the nature of the agreement
that it involves payment which falls under section 80-O, though the entire payment
may not be attributable to income falling under section 80-O. In the case of such
composite agreements, the Board originally issued Circular No. 187 dated
December 23, 1975 (see : [1976]102ITR83(Mad) ). That circular has been
modified by Circular No. 253 dated April 30, 1979 (see [1980] 126 ITR 21). In the
circular of April 30, 1979, paragraph 3, inter alia, deals with a composite
agreement in which a consolidated amount is mentioned as consideration which
may include matters outside the scope of section 80-O. Under the previous
circular, it had been stated that the Board may not approve such an agreement for
the purposes of section 80-O if it was not possible to property ascertain and
determine the amount of the consideration relatable to the provision of the know-
how or technical services, etc., qualifying under section 80-O. The circular of April
30, 1979, however, set out that, 'lIt has since been decided that, in such cases,
approval would be granted by the Board subject to a suitable disallowance for the
non-qualifying services, after taking into consideration the totality of the
agreement, so that the balance of the royalty/fees, etc., which is for the services
covered by section 80-0O, can be exempted'.

5. This circular has been approved by the Supreme Court in the case of
Continental Construction Ltd. v. CIT : [1992]195ITR81(SC) , and the Supreme
Court has said that, 'the Board has chalked out for itself, we think quite legitimately



and properly, a very detailed and dominant role as to the availability of exemptions
under section 80-0O..... while granting the approval under section 80-O, the Board
has not only the jurisdiction but also the responsibility of examining the agreement
submitted for approval from all angles relevant to the deduction provided for under
section 80-O and it is not competent to the Department to question the
maintainability of the claim for deduction under section 80-O in respect of the
aspects gone into and decided upon by the Board.' The Supreme Court has also
made it clear that this does not deprive the Assessing Officer of all functions while
making the assessment on the applicant. The Officer has to satisfy himself (i) that
the amounts in respect of which the relief is claimed are amounts arrived at in
accordance with the formula, principle or basis explained in the assessee's
application and approved by the Board; (ii) that the deduction claimed in the
relevant assessment year relates to the items, and is referable to the basis, on
which the application for exemption was asked for and granted by the Board. The
second of these functions is particularly important as the approval for exemption
granted in principle has to be translated into concrete figures for the purposes of
each assessment.’

6. In the present case, however, the Central Board of Direct Taxes, after seeking a
detailed composition of receipts from the petitioners, which the petitioners supplied
along with their letter of October 4, 1985, has held that it cannot approve the
agreement for the purpose of section 80-O because ‘'all or any of the activities
under the above-mentioned agreement involve the execution of a foreign project
as described in section 80HHB of the Act'. The Board has to see whether the
consideration or a part of it is covered by section 80-O or not. Even if it is a
composite agreement, if any part of the consideration can be held to be income
falling under section 80-0O, the Board is required to approve the agreement in the
light of the circular which we have referred to above and the ratio of the Supreme
Court's decision referred to above. The order of the Board suffers from non-
application of mind to the relevant provision of section 80-O and the circular.

7. The second order of March 20, 1986, also sets out that 'the main activity under
the agreement is squarely covered by the provisions of section 80HHB. In view of
the specific prohibition of sub-section (5) of section 80HHB', therefore, the Board



regretted their inability to entertain the review petition in the matter. Here also the
Board has not applied its mind to the question as to whether any part of the
consideration under the agreement is covered by section 80-O or not. Both these
orders are, therefore, the result of non-application of mind to the relevant facts and
the provisions of law.

8. In the premises, both the orders of March 6, 1986, and September 29, 1986, are
set aside.

9. The application of the petitioners for approval under section 80-O it referred
back to the Central Board of Direct Taxes and the Board is directed to dispose of
the same in the light of the ratio of this judgment as also in the light of Circular No.
253 dated April 30, 1979 (see [1980] 126 ITR 21), and the decision of the
Supreme Court in the case of Continental Construction Ltd. : [1992]195ITR81(SC)

10. Rule is made absolute accordingly.

11. The application shall be disposed of within ten weeks from the date of receipt
of the order.

12. Certified copy expedited.
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