ANALYSIS OF DIRECT TAX CODE FOR NPOs

SUMMARY OF KEY ISSUES 

1. The proposed code has replaced the term ‘Charitable Purpose’ with ‘Permitted Welfare activities’. Though the definition remains same but there is a radical shift in approach. 

1.2 The existing act provides for computing the exemption available to NPOs, but the proposed code provides that the taxable income of an NPO shall be computed. Again there is a radical shift in treatment of NPOs from exempt entities to tax paying entities. 

1.3 The concept of different registration for NPOs under section 10(23C) and section 12A have been deleted. There will be only one form of registration for all NPOs. 

1.4 The incentive u/s. 35AC which provide 100% deduction to the donors has been deleted. Under the proposed code the donors can get only 50% deduction on the donations. 

1.5 Religious trust or NPO have been kept out of the purview of the act. However they may have to get themselves registered under appropriate statutes. 

1.6 The benefits of 85% of application and 15% indefinite application has been deleted. The NPOs have to spend 100% of the funds during the year itself. 

1.7 The benefit of utilising unspent funds in the succeeding year under explanation to section 11(1) has been deleted. In other words if an NPO is unable to spend its funds during the year for reasons such as late receipt of fund, then the entire unspent amount will become taxable. 

1.8 The benefit of utilising unspent funds in the next five years u/s. 11(2) has been deleted. In other words if an NPO is unable to spend its funds during the year and it wants to apply the same in the next five years, it is not possible and the entire unspent amount will become taxable. 

1.9 The new code has proposed various new terms for assets, such as ‘financial assets’, ‘investment assets’ etc., which have not been defined from a NPOs perspective. 

1.10 The new code prohibits investments in ‘financial assets’. This provision may imply that even creating FDRs may become difficult. 

1.11 The existing act allows exemption on all types of capital gain, provided the entire amount is reinvested in another asset. However the proposed code partially allows this benefit. The capital gain from financial assets will be subject to tax. It may be noted that it is not clear what a financial asset is. 

1.12 The existing act provides that all kind of capital expenditure are permissible if applied for the purposes of the NPO. The proposed code does not allow capital expenditures towards financial assets. 

1.13 The existing act allows depreciation as a valid expenditure. The proposed code has completely ruled out the possibility of claiming depreciation. 

1.14 The existing act allows accrual as well as cash basis of accounting. The proposed code prescribes only cash basis of accounting as well as admissibility. 

1.15 Under the existing act, by virtue of Supreme Court ruling in THANTI Trust case, even unrelated business activity is permissible. However the proposed code clearly provides that business can only be carried as a part of welfare activities. 

1.16 Under the existing act, the business activities of the 6th category NPOs are not permissible, i.e. NPOs engaged in advancement of any other general public utility. The same has been retained in the proposed code. This was totally unnecessary in the light of 1.15 above. 

1.17 The existing act is silent but the proposed code provides that if an NPO convert itself into a commercial organisation then its entire networth will be taxed at the rate of 30%. 

1.18 The existing act is silent but the proposed code provides that if an NPO fails to transfer, on its dissolution, assets to another NPO, then its entire networth will be taxed at the rate of 30%. 

1.19 The existing act is silent but the proposed code provides that if an NPO ceases to be an NPO in the financial year and any two financial year out of the preceding four years, then its entire networth will be taxed at the rate of 30%. 

1.20 Under the existing act expenditure outside India are permitted for specific purposes. The same has been retained in the proposed code. However under the existing act NPOs registered under section 10(23C) can have activities outside India, this provision is deleted. 

1.21 Under the existing act there is no compulsion of having some activity during the year. The proposed code requires that NPO has to have welfare activity. If an organisation does not have welfare activity in three out of five years then the entire networth will become taxable.

1.22 Under the existing act businesses can be held as corpus assets. The proposed code does not allow any such benefits. 

FROM CHARITABLE PURPOSE TO PERMITTED ACTIVITIES 

2.1 ‘Charitable Purpose’ has been replaced by ‘Permitted Welfare Activities’ and therefore the 
emphasis is now on activities rather than only on intent. The new code has replaced the definition 
of ‘Charitable Purpose’ which is as under : 
“Permitted Welfare Activity” means any activity,

(i) involving the relief of the poor; 
(ii) for the advancement of education; 
(iii) for providing medical relief; 
(iv) for the preservation of environment (including watersheds, forests and wildlife; 
(v) for the preservation of monuments or places or objects of artistic or historic interest; or 
(vi) for the advancement of any other object of general public utility; 

2.2 The possible impact of this shift in nomenclature could be as under : 
(a) The existing Act talks about the intent or the purpose, the proposed code is mentioning 
‘activity’. In other words only intent will not be sufficient. For instance under the current 
provision even a clause about business activity in the memorandum may attract the 
provisions of Section 2(15). This may not be the case if the new code is enacted. 

(b) A very narrow view is being taken of the term ‘Charitable Purpose’ by relegating it to 
welfare activities. It may create needless conflict and confusion, for example one may 
debate whether Strengthening of Panchayats or Youth Leadership is a welfare activity or 
not. Narrowing down the scope of the basic definition is totally unwarranted and is unlikely to serve any purpose from revenue’s perspective. 

(c) There is radical shift by proposing discrimination within the gamut of welfare activities. The current act distinguishes between welfare activities and non welfare activities. The new code proposes to permit certain welfare activities, in other words certain activities may not be permitted even if they serve a welfare purpose. 

FROM EXEMPTED INCOME TO TAXABLE INCOME 

3.1 Under the existing Act the income which is exempted is required to be determined under 
Section 11(1). Under the proposed code the taxable income of charitable organisation is required to be computed under Section 87. There is a very fundamental and serious shift which brings charities on par with any other assessee. The existing section 11(1) begins with the wordings “...the following income shall not be included....” whereas the proposed section 87 says “.....the total income shall be computed.....”. In other words, the existing act determines the exempted income but the proposed code will determine the taxable income. 

3.2 As a result all the existing regulatory provisions have been brought within the definition of NPO and therefore any default in complying even with the regulatory provision will put the organisation out from the purview of Chapter-IV. 

3.3 For the purpose of this chapter the income

 

Posted By : Manoj Fogla & Suresh Kejriwal(Chartered Accountant)   Posted On :9/5/2009 4:18:37 PM
