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Illustration 1 

Different between ‘Tax Avoidance’ and ‘Tax Evasion’. 

 

Solution 

The difference between Tax Avoidance and Tax Evasion is given below – 

Aspect Tax avoidance Tax evasion 

Meaning  Tax avoidance refers to arranging the affairs in such 

a way that the tax liability is avoided by the use of 

artifice or device, which are sham or make-believe, 

thus, defeating the basic intent of the legislature 

behind the statute. 

Tax Evasion refers to 

evasion of tax by adopting 

dishonest means like 

falsification of accounts, 

concealment if income, etc. 

Legality  In spite of being within the framework of law, it 

takes advantages of loopholes in the law. 

It is unlawful and unethical 

in nature and includes an 

element of deceit. 

Acceptability  The judiciaries in India do not accept or recognize 

this concept 

It is illegal, therefore, 

prohibited. 

Impact  It results in revenue loss to Government and brings 

a sense of injustice and inequality in a common man. 

Now a days, in order to check tax avoidance, statute 

contains specific provisions. 

Tax evasion, once proved, 

attracts heavy penalties and 

prosecution. 

 

Illustration 2 

Capital structure decision: X Ltd. Has share capital of Rs. 60 Lakh. For expansion of business, it 

requires additional Rs. 60 Lakh. To finance the project, the company has three options: 

a) Issue of equity shares only. 

b) Issue of equity shares of Rs. 30 Lakh and issue of 12% debentures amounting to Rs. 30 Lakh. 

c) Issue of equity shares of Rs. 15 lakh, issue of 12% debentures of Rs. 30 lakh and remaining 

amounting from borrowing from bank @20% interest per annum. 

Assuming that the expected rate of return is 25%, advise which alternative the company should opt 

to maximize the rate of return. The rate of tax being 31.2%. 

 

 

 

TEST 1: CORPORATE TAX PLANNING & TAX MANAGEMENT 



 

 

CMA VIPUL SHAH                                          CS PROFESSIONAL FOR JUNE/ DEC 22                          CORPORATE TAX PLANNING 

www.vipulshah.org                                                                        75591 73787 1.2 

 

Solution 

Selection of the option 

Total Capital Employed = Existing capital structure + proposed capital structure 

= Rs. 60,00,000 + Rs, 60,00,000 

= Rs. 1,20,00,000 

 

expected rate of return =
EBIT

Capital Employed
 × 100 

 

25% =
EBIT

𝑅𝑠. 1,20,00,000
 × 100 

 

EBIT = Rs. 30,00,000 

Particulars Alternative 1: 

Issue of equity 

shares only 

Alternative 2: 

Issue of equity 

shares and 

debentures 

Alternative 23: 

Issue of equity 

shares, debentures 

and borrowings from 

bank 

EBIT 30,00,000 30,00,000 30,00,000 

Less: Interest Nil 3,60,000 6,60,000 

EBIT 30,00,000 26,40,000 23,40,000 

Less: Tax @ 31.2% 9,36,000 8,23,680 7,30,080 

EAT available of equity 

shareholders  

20,64,000 18,16,320 16,09,920 

No. of shares (Face 

Value: Rs. 100 per 

share) 

1,20,000 90,000 75,000 

EPS 17.2 20.18 21.47 

Analysis: Company should opt for Alternative 3. 

 

Illustration 3 

Tax planning with reference to make to buy: XYZ manufactures electric pumping sets. The company 

has the option to either make or buy from the market Component – Y used in manufacture of the 

electric pumping sets. The following additional details are also available: 

 The component will be manufactured on a new machine costing Rs. 1 lakh with a life of 10 years. 

The material required cost Rs. 2 per kg. and wages of Rs. 0.30 per hour. The salary of the foreman 
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employed is Rs. 1,500 per month and other variable overheads include Rs. 20,000 for manufacturing 

25,000 components per year. Material requirement is available in the market at Rs. 4.30 per piece.  

 The component t is available in the market at Rs. 4.30 per piece. 

Will it be profitable to make or to buy the component? Does it make any difference, if the 

component can be manufactured on an existing machine?  

 

Solution 

Computation of Cost of manufacture of the component (Amount in Rs): 

Material cost @ Rs. 2 per Kg. (25,000 × 2) 50,000 

Labor cost @ Rs. 0.30 per hour (50,000 × 0.30) 15,000 

Salary of the foreman (1,500 × 12) 18,000 

Other variable overheads  20,000 

Total variable cost of manufacturing 1,03,000 

Variable cost per component (1,03,000 × 25,000) 4.12 

Fixed Costs: (In case of manufacturer on new machine)  

After tax cost of new machine [1,00,000 – 17,296] (see note below) 82,704 

Net fixed cost per component (82,704/ 2,50,000 components in 10 years) 0.33 

Total cost if component manufactured on new machine (A + B) 4.45 

Decision in Respect of “Make or Buy”: 

Options If component manufactured 

on few machine (cost Rs) 

If component manufactured 

on existing machine (cost Rs) 

a) Manufacture 4.45 4.12 

b) Buy  4.30 4.30 

Decision Buy Make 

Note: In case the component is manufactured on new machine costing Rs. 1,00,000, the company would 

incur additional fixed cost on account of depreciation. Since depreciation is tax deductible, the tax 

savings on account of depreciation will be deducted from the cost of machine to arrive at net 

additional fixed cost. The computation for the aforesaid purpose is given below: 

Year Depreciation @ 15% on 

plant of Rs. 1 lakh 

Tax savings @ 31.2% 

of depreciation (Rs) 

Present value of tax savings 

(discounted @ 10% p.a.) 

P.V. Factor Present Value 

(Rs) 

1 15,000 4,680 0.909 4,254 

2 12,750 3,978 0.826 3,286 

3 10,838 3,381 0.751 2,539 

4 9,212 2,874 0.683 1,963 
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5 7,830 2,443 0.621 1,517 

6 6,656 2,077 0.564 1,171 

7 5,657 1,765 0.513 905 

8 4,809 1,500 0.467 701 

9 4,087 1,275 0.424 541 

10 3,474 1,084 0.386 418 

Total present value of tax savings on account of depreciation  

Note: tax on capital gains/ loss in relation to balance WDV of Rs. 19,687 has been ignored 

 

Illustration 4 

Repairs vs replacement: from the following information, advice as to which shall be a letter option, 

I.e. repair or replacement of machine: 

 The cost of repair is Rs. 90,000 and the machine will work for 4 years. 

 An expenditure of Rs, 18,00,000 shall be incurred on the purchase of new machine and the scrap 

value of machine after 10 years would be Rs. 72,000. 

 On purchase of new machine the production will increase and the profit of the organization will 

increase from Rs. 9,00,000 to Rs. 15,00,000 per year. 

 Rate of interest is 15% (on purchase). 

 The old machine can be sold at present for Rs. 1,50,000 and after 4 years it would be sold for Rs. 

30,000. 

 The rate of income-tax 30% and no surcharge is payable. HEC is applicable as per rules. 

 

Solution 

Comparative statement showing after tax profit from different alternatives (Amount in Rs.) 

Particulars Repair Replacement 

Annual repairing expenses                                    [WN - 1] 22,500 - 

Depreciation on new machine                               [WN - 2] - 1,72,800 

Interest on Rs. 18,00,000 @ 15% p.a. - 2,70,000 

Depreciation on hold machine                               [WN - 3] 30,000 - 

Total expenses 52,500 4,42,800 

Expected profit 9,00,000 15,00,000 

Less: Total expenses 52,500 4,42,800 

Net profit before tax 8,47,500 10,57,200 

Less: Income tax @ 31.2% (Tax @ 30% + HEC @ 4%) 2,64,420 3,29,846 

Profit After Tax 5,83,080 7,27,354 

It is better to replace old machinery with a new one. 
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Working note: 

1) Annual repairing expenses = Rs. 90,000/4 = Rs. 22,500. 

2) Depreciation on new machinery = (cost – scrap value)/ life of asset = Rs. (18,00,000 – 72,000)/10 

= Rs. 1,72,800. 

3) Depreciation on old machinery = (present value – sale value)/ balance life = Rs. (1,50,000 – 

30,000)/4 = Rs. 30,000. 

 

Illustration 5 

Allowances vs Perquisites: An employee has been offered a job in Delhi in a private company at a basic 

salary of t 20,000 per month Besides basic salary, he is given an option to choose between Package-I 

or Package-II as detailed below 

 

Package - I: 

1. HRA 4,500 per month (rent payable Rs. 4,500 per month) 

2. Education allowance 400 per month for one child 

3. Telephone allowance @ Rs. 1.500 per month 

4. Medical allowance @2000 per month 

5. Conveyance allowance 1,500 per month (private purpose). 

 

Package – II: 

1. Rent-free company owned unfurnished house, fair tent being 50,000 per annum. 

2. Free education facility to a child in the institution owned by the company, reasonable fee t 800 

per month. 

3. Free telephone facility at the residence of employee. 

4. Medical reimbursement upto t 24.000 per annum. 

5. Facility of motor car for private use valued at 15,000 per annum. 

 

Decide, which package will be suitable to minimize tax liability of the employee  

 

Solution 

Computation of taxable salary: 

Particulars Package – I Package – II 

Basic pay 2,40,000 2,40,000 

HRA/ rent free unfurnished house [WN] 24,000 36,000 
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Education allowance (400 × 12 – 100 × 12)/ education 

facility 

36,000 - 

Telephone allowance/ Telephone facility 18,000 - 

Medical allowance/Medical reimbursement 24,000 24,000 

Conveyance allowance/Facility of motor car 18,000 18,000 

Gross Salary 3,27,600 3,18,000 

Less: Standard deduction u/s 16(ia) 50,000 50,000 

Total taxable salary 2,77,600 2,68,000 

Package II will be suitable to the employee as taxable salary is less in it as compared to the other 

package.  

Working Note: Computation of exempt HRA: Whichever is lower. 

 

(amount in Rs.) 

Actual HRA received Rs. 4,500 × 12 
54,000 

Rent paid Less 10% of salary 50% of salary 4,500 × 12-10 % × Rs. 240,000 
30,000 

50% of salary  50% of Rs. 2,40.000 1,20,000 

Rent free accommodation: 15% of salary: 15% of Rs. 240,000 – Rs. 36,000. 

 

Illustration 6 

Examine in brief the doctrine of "form and substance" in the context of tax planning under the 

Income-tax Act 1961, Support your answer with the decided court cases explaining the principle of 

form and substance which will prevail in Income Tax matters.  

 

Solution 

The following are certain principles enunciated by the Courts on the question as to whether it is 

the form or substance of a transaction, which will prevail in income-tax matters: 

1. Form of transaction is to be considered in case of genuine transactions - It is well settled that 

when a transaction is arranged in one form known to law, it will attract tax liability whereas if it 

is entered into in another form which is equally lawful, it may not. Therefore, in considering 

whether a transaction attracts tax or not, the form of the transaction put through is to be 

considered and not the substance. However, this rule applies only to genuine transactions - CIT 

Motor and General Stores (P) Ltd. v. CIT [1967] 66 ITR 692(SC). 1) 

2. True legal relation is the crucial element for taxability - It is open for the authorities to pierce 

the corporate veil and look behind the legal facade at the reality of the transaction. The taxing 
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authority is entitled as well as bound to determine the true legal relation resulting from a 

transaction. The true legal relation arising from a transaction alone determines the taxability of 

a receipt arising from the transaction - CIT, B.M. Kharwar [1969]72 ITR 603 (SC)] 

3. Substance (i.e. actual nature of expense) is relevant and not the form - 

a) In the case of an expenditure, the mere fact that the payment is made under an agreement does 

not preclude the department from enquiring into the actual nature of the payment - Swadeshi 

Cotton Mills Co. Ltd. v. CIT [1967) 63 ITR 57(SC) 

b) In order to determine whether a particular item of expenditure is of revenue or capital nature, 

the substance and not merely the form should be looked into - Assam Bengal Cement Co, Ltd. v. 

CIT [1955] 27 TTR 34 (SC) 

 


