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gt $r 30T A/Respondentby : | Ms. Saumya Pandey Jain, Sr. DR

Date of Hearing 27/02/2024
Date of Pronouncement 21/03/2024
ORDER

PER Ms. MADHUMITA ROY - JM:

The instant appeal filed at the instance of thesegsee is
directed against the order dated 21.06.2023 pabgetthe National
Faceless Appeal Centre (NFAC), Delhi, arising odttbe order
dated 08.12.2017 passed by the DCIT, Circle 1(3pdddara,
under Section 143(3) of the Income Tax Act, 196herginafter

referred to as ‘the Act’) for Assessment Year 20U6&-
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2. During the course of assessment proceeding, as iound
that the appellant has shown salary payment of R€.000/- to
one Smt. Palak A. Shah and deducted TDS of Rs.48;26Upon
deduction of the same, the remaining amount hasbs#ewn as
unsecured loan obtained from Smt. Palak A Shahrdutihe year
under consideration. Relevant to mention that SRalak A Shah
iIs the Administrative Head, possesses the degreéMas$ters in
Business Administration from University of Houst@obwntown
engaged in looking wupon areas related to studenise |
accommodation, food facility, water supply, disamdry actions
etc. of the hostel. A show cause was issued sinaereturn of
income was filed by Smt. Palak A Shah with the &aling

contents:

“Please refer to your letter dated 12.09.2017 reeed in this office on
13.09.2017, it is seen that amount of Rs.4,20,0Q0id to Palak A Shah
as a business transaction. However, it is observleat Palak A Shah has
not filed any return of income for A.Y. 2015-16. Mdover, no payment of
salary by cheque or otherwise has been made to &ed it is only a
journal entry.

Even, the tax paid by her is also at the rate o4 @nly which is
not the total tax required to be paid

It is also seen that the same amount has been gbeak by Palak A
Shah to M.S. Hostel and no interest has been charge it. Therefore, in
effect the money has been claimed as an expenditummck routed back in
the form of a loan without any cost to you i.e. MHstel. Therefore, you
are required to show cause as to why the salarydptd Palak A Shah of
Rs. 4,20,000/- should not be disallowed and addedkbto your total
income u/s. 40A(2)(b) of Income Tax Act, 1961". “

3. The appellant submitted a reply dated 07.12.204Rich was
rejected by the Ld. AO on the premise Smt. PalakShAah is a
relative of the partner and stands covered withhe purview of
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Section 40A(2)(b) of the Act. Further that, by ichang this

particular expenditure, the appellant has got adbenof 30% as
per its taxation rate being a partnership firm. nide, this is a
collusive transaction to evade payment of tax. Agaom that as
the same amount has been immediately given baclSity. Palak
A Shah as an interest free unsecured loan to theeldgpnt and
particularly when the same was neither made throlighk account
or by any other means the transaction has been dotm be
paper/sham transaction to claim excess expenditetging upon
the judgment passed in the matter of McDowell and. €Ctd.,

reported in [1985] 154 ITR 148, Workmen of AssoedtRubber
Industry Ltd. vs. Associated Rubber Industry Ltdeported in
[1986] 157 ITR 7 (SC), CIT vs. Sri Meenakshi Millsd., reported
in 63 ITR 609 (SC), CIT vs. Durga Prasad More, rdpd in 82
ITR 540 (SC) & Bombay Oil Industries Ltd. vs. DClTeported in
[2000] 82 ITD 626 etc. The amount debited by thgpeallant
found to be bogus salary expenses in the P&L actcamd the
same has been disallowed under Section 40A(2)(b)thef Act,
which was further confirmed by the First Appelladaithority. It

was further confirmed by the Ld. CIT(A) with the [fowing

observations:

“3.4.3 The appellant has contended that the AO doahly have disallowed
the expense which he considered in excess of mar&kte. As held in the
case of CORONATION FLOUR MILLS. Versus ASSTT. ChyTthe hon'ble
High Court of Gujarat, the jurisdictional High Cotr in TAX APPEAL
No0.345 of 1999, in para 8 "The contention raised dehalf of the
appellant-assessee that the fair market value hgvinot been ascertained
by the Assessing Officer no disallowance could haeen made therefore
does not merit acceptance”, while upholding the wieof the AO
questioning the claim of the appellant regardingrssiees rendered by a
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4.

party covered u/s 40A(2), Similarly, in this cadeetservices rendered are
questionable in terms of actually being performdd. view of this, the
decision of the AO is upheld. Consequently, theugms of appeal are
dismissed.”

At the time of hearing of the instant appeale thd. Counsel

appearing for the appellant relied upon the submiss made by

him before the CIT(A) and reiterated the same befars. The

contents whereof is as follows:

"1l The order of learned DCIT is against law and fac2 Salary paid to
Palak Shah of Rs 420000 is in respect of adminigom work handled by
her for the appellant firm 3 She has pursued Mastein Business
administration 4 The tax due has been paid on tb&l salary income and
hence there is no evasion of tax. The computatiéntadal income was
submitted during the course of assessment procegdim The shortfall in
TDS was made good by payment of self assessmerdntaith April 2015 6
Since she was not in need of funds she has notdwathn the same and
kept with the appellant firm to the credit of heccaunt”

2.1 Vide notices dated 06/01/2021, 11/06/2021, @62022, 25/04/2023
the appellant was requested to file its reply, lasponse to the notices,
appellant filed the reply dated 02/07/2021, 07/0822 & 01/05/2023
which reproduced as under:

"The learned Deputy Commissioner of Income Tax (DCMuring the
course of assessment proceedings has disallowedrgapaid of Rs.
4,20,000/- to Smt. Palak Shah (relative of partnés) invoking provisions
of section 40A(2)(b) of the Income Tax Act, 1961.

Brief facts of the case:

The appellant firm has paid salary of Rs. 4,20,00@ Palak A. Shah who
is administration head. Mrs. Palak Shah possesdes degree of Master's
in Business Administration (MBA) from University dbuston, Downtown.
The learned A.O. has disallowed the claim of thesessee firm for salary
paid to Palak Shah amounting to Rs.4,20,000 ondwlihg grounds:

1. Mrs. Palak Shah has not filed her return of Imte.
2. Tax is deducted @ 10%
3. By claiming the expenditure, the assessee fias pot a benefit

of 30% as per its taxation rate. This is clear cubllusive
transaction.
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4. The whole salary is a book entry as no paymeas$ wmade to her.

5. The unpaid salary is given as an interest freesecured loan to
the assessee firm.

In this connection we have to submit as follows:

1. In respect of salary paid to Palak Shah and alkbility of expense
firstly we would like to draw your kind attentiom tprovisions of section
37 of the Act which clearly states

e The expenditure should not be of the type of expenalready covered
under sections 30 to 36 of this Act.

e Expenses should have been incurred in the relewamiounting year.

« Expenses should be in respect of the business edrann by the assessee
and the profits of which are to be computed andess®d and should be
incurred after the business is set up.

« Expenses should not be in the nature of persongpleeses of the assessee.
The expenses should have been incurred totally amrdlusively for the
purposes of the business of the assessee.

« Expenses are not of capital nature.

e The expenses are incidental to the business of abgessee and directly
spring from the carrying on of it.

shall be allowed in computing the income chargeahieder the head
profits and gains of business or profession." Thtise basic and foremost
requirement of allowability of any expense it shdube incurred wholly
and exclusively for the purpose of business andusthamot be in nature of
capital or personal expenditure.

1. Secondly, the provisions of section 40A speaksua non allowability of
expenses or payments in certain circumstances. $Saditon 2(a) of the
said section says "where the assessee incurs apgrediture in respect of
which payment has been made or is to be made topergon referred to in
clause (b) of this subsection and the officer is @finion that such
expenditure is excessive or unreasonable havingardgio the fair market
value of goods. services or facilities for whichetlpayment is made or
legitimate needs of the business or profession lé assessee or the
benefit derived by or accruing to him therefrom, souch of the
expenditure as is so considered by him to be exwessr unreasonable
shall not be allowed as deduction."

Thus, as per the provisions of section 37 r.w.sA4@ny sum paid to the
persons covered by the provisions of section 408(R)if found to be
excess or legitimate though incurred for the purposf business or
profession shall not be allowed as deduction.

1. In the given case of the appellant firm, it hpaid salary of Rs.
4,20,000/- to Mrs. Palak A Shah for administratismork handled by
her. She has pursued Master's in Business Admiatain from
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University of Houston, Downtown and appellant fiist engaged in
running hostel needs an administrator to look upanmeas related to
students like accommodation, food facility, wateracility,

disciplinary actions, etc. Mrs. Palak A Shah beifBA is well
qualified to look after smallest needs of the stunide as any
unsolved issue can bring down the image of the wemed hostel
resulting into decline in its business affairs. Sksewell educated
and fully responsible to confirm that all the studs are properly
accommodated and none of the rooms are overloaddat students
which may result into quarrels and also unintendddsues.
Moreover, she has to confirm that the quality asliwees quantity of
water as well as food is appropriately maintaineg the Hostel as
any lack of her responsibility means playing withet health of
students and such scenario is not acceptable byepts resulting
into deterioration of the image of well-known holsté&lso, she is
obliged to see that proper discipline is always mtained in the
hostel. The silence required in the hostel, timirtgsbe followed by
the students for going out as well as coming baegkhe hostel, the
policy for meeting the students, any complaints sifidents or
parents or staff all is to be taken care of by hé&wor undertaking
all the above work, she is paid Rs. 35,000/- pemumowhich is very
much as per the prevailing rates.

2. Now, the allegation of learned AO that she had filed her return
of income for the relevant assessment year canreothe basis for
disallowance of expense u/s 40 of the Act. Sect3Gnas well as
section 40A is attracted only if expenditure is natcurred
exclusively for the purpose of business and is egcas compared to
fair market value. The appellant firm has incurresélary expense
for the purpose of business and has been paid asthe normal
business standards prevailing in the market. Theapant firm has
also deducted tax on the same. On the total salafryRs. 4,20,000/-
the tax of Rs. 43,260/- has been deducted and pbgidhe appellant
firm to the credit of central government. Moreoveif, any non-
related party is hired for the said position helieswould have been
paid similar or even more salary looking to the pessibilities
handled by her.

3. Another allegation by your esteemed office ispayment of salary
by cheque or otherwise has been made to her and dnly journal
entry. Again, we would like to state that for allability of an
expense, its payment is not the pre- requisite. Words used are
expense has to be incurred and if the intention lafv was
allowability of expense only on actual payment tharstead of
incurred they would have definitely used word paitlich is not the
current scenario. Hence, the amount payable is dbualigible for
claiming as an expense. Thus, whether salary hasiaty been paid
or not does not determine allowability or disallohiséity of an
expense.
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Thirdly, it has been alleged that tax paid byrtie also at the rate
of 10% only which is not the total tax required be paid. Here, we
would like to state that the appellant firm has gars 4,20,000/- to
Palak Shah and deducted tax of Rs. 43,260/- andchhsged its

liability. Furthermore, she was paid salary for thheork executed by
her and service actually rendered to the appelldimm. Thus, since
the said expense was wholly and exclusively incdrror the

purpose of business, it is very much eligible agu&ion

In respect of total income of Palak: Shah, wevédaalready
submitted during the course of assessment procegdiin our
submission dated 27th July, 2017 that she has easeddry income
of Rs. 4,20,000/- each from Ambe Vidhyalay KG smttand MS
Hostel during the year. The total income earmed idgrthe year
amounts to Rs. 8,40,000/- and she has made invedtnoé Rs.
29,000/- a's 800 of the Income Tax Act, 1961. Tht maxable
income amounts to Rs 8,11,000 on which total taygide amounts
to Rs. 89,816/- The appellant firm and Ambe VidlayaKG section
has deducted tax of Rs. 57,783/- resulting into et payable of
Rs. 32,327/- which was paid by her vide challan fhem 51716
Dated 7th April 2015. Thus, the question of evasodntax does not
arise at all and she has discharged her tax liabjlin accordance
with the applicable tax rate Even if a non-relatiyerson would
have been paid the above stated salary, the tailisy would
remain same and even in such circumstances, theedapt firm
would be eligible to derive benefit at the rate 80% as per its
taxation rate being a partnership firm. Only becaushe is a
related person does not entitle the appellant fiwith extra benefits
and most importantly the salary was paid as per flresent market
rate and that too to the person who is competenbugh to look
after allocated responsibilities.

Lastly, it has been alleged that the said amowats not withdrawn
and in fact given back by her to the appellant fiam interest-free
unsecured loan. The payment of salary and grantofignterest free
loan are two different transactions and need not bamrcefully
clubbed to attract the provisions of section 40A() of the Act.
Salary was given for the actual services rendergdol would have
been given to any other person recruited on thedspost Now in
such a scenario question of diversion of funds outing of funds
does not arise as both the transactions. |l.e. sglas well as loan is
through journal entry and the amount stands payablther in form
of creditor or lender. Since she has not withdrawhe salary, the
amount is lying as unsecured loan as per normal aoting
principles. If interest was paid, the revenue woutdve at loss
because firm attracts 30.9% tax whereas Palak slaahemployee
falls under 20.6% tax slab

In this regard, we rely on following judgements:
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*

The Hon'ble Supreme Court in the case of S.A.l@aris Ltd. v. CIT
(Appeals) [2007] 288 ITR 1 (SC), where in it waddias under:

"once it is established that there was nexus betwdee expenditure
and the purpose of the business (which need noessarily be the
business of the assessee itself), the revenue daustifiably claim
to put itself in the arm-chair of the businessmanio the position
of the board of directors and assume the role ta@ide how much is
reasonable expenditure having regard to the circtamses of the
case. No businessman can be compelled to maximizeitofit. The
income- tax authorities must put themselves in Himes of the
assessee and see how a prudent business man woectid The
authorities must not look at the matter from thawn view point
but that of a prudent businessman..."

The Hon'ble Supreme Court in the case of CIT valétiand & Co.
(P.) Ltd. [1967] 65 ITR 381 held that the Incomexlauthonties
have to decide whether 2 the expenditure claimedansallowance
was incurred voluntarily and on grounds of commaeicéxpediency.
In applying the test of commercial expediency foetermining
whether the expenditure was wholly and exclusiviaiy out for the
purpose of the business, the Supreme Court laid rdawat the
reasonableness of the expenditure has to be adjddgem the paint
of view of the businessman and not of the Revehlosm.'ble Madhya
Pradesh High Court in the case of Birla Gwalior (R}d. Vs. CIT-
(1962) 44 ITR 847 has stated that, "it is for thesassee to judge as
to what rate is reasonable. It is further statedathwhen the income
tax authonties have found that the borrowing tracgans are not
illusory or colourable and the capital is borroweny the assessee
for purpose of business and the amount of intetiegtaid, they have
no jurisdiction to determine whether the rate ofténest to pay is
reasonable or not and to disallow a portion of inést which has
been paid”

ITAT Ahmedabad Bench the case of Omkar Mal Gashianker vs.
ITO -(1991) held that "the rate of 24% cannot beedted as
unreasonable or excessive and therefore directedovednce of
entire interest. Further it was held that deposkeing old, interest
thereupon was never disallowed in the past. In viewhe above, it
was held that the fund was used for business pueposming over
from preceding assessment years, in the past it haen allowed at
the rate of 24%, interest of 24% was not excessioe
unreasonable."”

ITAT, Rajkot Bench in the case of AC-3, Jamnagas. Suresh
Magan Lal Ravani (2013) 143 ITD 25 has held thantdrest @ 18%
in AY 2008-09 on unsecured loans of family cannet daid to be
excessive or unreasonable u/s 40A(2)(b) of the meoTax Act,
1961."
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* Hon'ble Allahabad High Court in the case of Abb®sazir (P) Ltd.
Vs. CIT - 265 ITR 77 (All) has held that "even whilnvoking the
provisions of section 40A (2) of the Act, the remaableness of
expenditure for the purpose of business has to leged from the
point of view of a businessman and not that of tleeenue. The
reasonableness must be looked into from businessmpamt of
view."

Similar view is held by Hon'ble Madras High Courh iCIT vs.
Computer Graphic Ltd. (258 ITR 84).

Section 40A(2) stipulates that where the assesseeirs any expenditure
in respect of which payment has been made or ibdanade to any person
referred to clause (b) of this sub-section and thssessing Officer is of
the opinion that such expenditure is excessive areasonable having
regard to the fair market value of the goods, seeda or facilities for

which the payment is made or the legitimate neefishe business then so
much of the expenditure as is so considered by himbe excessive or
unreasonable shall not be allowed as a deductiomork reading of this

section, it is clear that the expenditure shouldvkeabeen incurred by the
assessee which is otherwise deductible, but theud&dn is restricted to a
part of the sum by considering such expenditurebt excessive having
regard to the fair market value of the goods or wees etc., the

disallowance is to be restricted to 'so much pafttlee expenditure as is so
considered by him to be excessive or unreasonabiearder to be covered
within the ambit of this section it is necessaryaththe expenditure
incurred by the assessee should be proved by theegsing Officer to be
excessive or unreasonable Such unreasonableness l&anproved by

considering the fair market value of the goods @ar\d@ces for which the
payment is made. It cannot be so as per the meranwhand fancies of the
Officer.

Hence, it is crystal clear from the assessment ordethe learned AO that
neither it was proved that the salary paid to Pal&kah is excessive or
unreasonable in terms of fair value for invokingopisions of section
40A(2)(b) nor it was demonstrated that the salarxpense was not
incurred for the purpose of business of the appetldirm to attract
provisions of section 37 of the Act. Thus, only dee she is working at
two places simultaneously or return was not filed ber or tax was paid
only at the rate of 10% or the salary was not pdildough cheque or any
other mode and the same was given as interest tmegecured loan to the
appellant firm are not feasible criteria for disaWwance of salary expense
u/s 40A(2)(b) of the Act. Therefore, we kindly reqtiyou to delete the
additions made by the learned AO considering thetfaof the case and as
decided by varibus jurisdictions for which act thmdersigned shall be
highly obliged"



ITA No 614/Ahd/2023 (M S Hostel
vs. DCIT) A.Y.— 2015-16 -10-

5. The Ld. DR only relied upon the order passed the
authorities below but has not been able to contrbvéhe

submission made by the Ld. AR as indicated hereovab

6. Hence, the instant appeal before us.

7. Upon considering the case made out by the appéland the
statutory provision sought to be invoked by thehaurities below,

we find the following:

7.1 The basic and foremost requirement of allowiaypilof
expenditure is this that it should be incurred wigar exclusively
for the purpose of business and should not be im nature of
capital or personal expenses as per Section 37sr.4w0OA of the
Act. Only if the sum paid to the persons coveregdtlhe provisions
of Section 40A(2)(b) of the Act found to be exceamsillegitimate
though incurred for the purpose of business or essfon was not
be allowed as deduction. So far as the allegatbmon-filing of
return by Smt. Palak A Shah is concerned as itastended by the
Ld. Senior Counsel that this cannot be the basis toe
disallowance of expenses under Section 40 of thé gince both
the Section 37 & 40A of the Act are attracted ietbxpenditure is
not found to have been incurred exclusively for tbesiness
purpose and is excess as compare to the fair marklete is found
to be acceptable. Moreso, the appellant firm aleducted tax on
the said salary paid to Smt. Palak A Shah and phedsame to the
credit of the Central Government.
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7.2 Apart from that, the case of the appellant thfata non-
related party is hired for the said position thadsperson would
have been paid similar or even more salary consimderthe
responsibility handled by her cannot be brushediasi

7.3 Further that, Smt. Palak A Shah was paid safarythe work
executed by her and services actually rendered by to the
appellant. Therefore, the expenditure was wholhd @&xclusively
incurred for the purpose of business and very metigible as

deduction.

7.4 The details of income earned by Smt. Palak AalSlas it
appearing from the reply filed by the appellant etht27" July,
2017 is as follows:

“1. In respect of total income of Palak Shah, wevkaalready submitted
during the course of assessment proceedings in subrmission dated 27
July, 2017 that she has earned salary income of £80,000/- each from
Ambe Vidhyatay KG section and M S Hostel during shemar. The total
income earned during the year amounts to Rs. 8,80/0and she has made
investment of Rs. 29,000/- as 80C of the Income Aak 1961. The net
taxable income amounts to Rs. 8,11,000/- on whiohalt tax payable
amounts to Rs. 89,816/-. The appellant firm and AmWidhyalty KG
section has deducted tax of Rs. 57,783/- resultimgp net tax payable of
Rs. 32,327/- which was paid by her vide challan bem51716 Dated 7
April 2015. Thus, the question of evasion of taxesi;mot arise at all and
she has discharged her tax liability in accordanwéth the applicable tax
rate.”

7.5. Under these facts and circumstances, even npba-relative
person would have been paid the said salary, the ltability

would remain same and even in such circumstandes,appellant
firm would have been eligible to derive benefit @80s per its

taxation rate being a partnership firm; merely hexa Smt. Palak
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A Shah is related person the same cannot be a groordisentitle
the appellant firm when no extra benefit, is givearticularly,
when the salary was as per the present marketaatiethe service
was rendered by a competent person capable enomdbok into

allocated responsibility.

7.6 Apart from that, payment of salary and grantiofginterest
free loan are two different transactions and theseno scope of
clubbing the same to attract the provision of Seectd0A(2)(b) of
the Act. The same salary would have been givenamny other
person recruited by the appellant for the said poBhus, question
of diversion of funds or routing of funds does reotd cannot arise
as these two transactions i.e. payment of salarywald as loan is
through journal entry and the amounts stands pag,abh the other
hand, in the form of creditor or lender as rightppinted out by
the appellant. As Smt. Palak A Shah did not withersalary, the
amount was lying as unsecured loan as per normabwatting
principle. Had the interest been paid the Revemoaild have at
loss because the appellant firm attracts 30.9% wdvereas Smt.

Palak A shah, an employee falls under 20.6% tak.sla

8. Keeping in mind the aforesaid facts, we have thar

considered the judgments relied upon by the appélla

i The Hon'ble Supreme Court in the case of S.Ail8ers Ltd. v. CIT
(Appeals), reported in [2007] 288 ITR 1 (SC),

ii. The Hon'ble Supreme Court in the case of CITWalchand & Co.
(P.) Ltd., reported in [1967] 65 ITR 381
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i, ITAT Ahmedabad Bench the case of Omkar Mal GiaGhanker vs.

ITO -(1991)

iv. ITAT, Rajkot Bench in the case of AC-3, Jamnagas. Suresh
Magan Lal Ravani, reported in (2013) 143 ITD 25

V. Hon'ble Allahabad High Court in the case of AbWazir (P) Ltd.

Vs. CIT - 265 ITR 77 (All)

9. The ratio laid down by these judgments is thimtt the
Income Tax Authority must put themselves in the sfoof the
appellant and to see as to how a prudent businessa@uld act.
The authorities must not look at the matter froneithown view

point but of a prudent businessman.

10. He has further relied upon the judgment passsd the
Hon’ble Madras High Court in the case of CIT vs. Quuter
Graphic Ltd., reported in 258 ITR 84, where it hasen held that
where the appellant incurs any expenditure in resp&f which
payment has been made or is to be made to any pasferred to
Clause (b) of Section 40A(2) of the Act and the LA is of the
opinion that such expenditure is excessive or uso@able having
regard to the fair market value of the goods, seesior facilities
for which the payment as is so considered by hinbéoexcessive
or unreasonable shall not be allowed as a deductimsier Section
40A(2) of the Act.

11. Thus, having regard to the entire aspect of mhatter, we
find that when the expenditure incurred by the dppd is
otherwise deductible but deduction is restrictedatgart of the
sum by considering such expenditure to be excessivaving
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regard to the fair market value of the goods orvsmas etc. and so
much part of the expenditure is disallowed or irhext words, if
the expenditure incurred by the appellant is probgdthe Ld. AO
to be excessive or unreasonable considering the mairket value
of the goods or services for which the payment aaden the
deduction under Section 40A(2)(b) of the Act is mpessible.
None of the order passed by the authorities belowubded the
services so rendered by Smt. Palak A Shah nor aldetp have
been paid salary excessive or unreasonable whictine qua non
in invoking the provision of Section 40A(2)(b) ohd Act, in the
absence of which, the order of disallowance is fouoe be not

sustainable, bad in law and therefore, quashed.

12. In the result, appeal preferred by the assessadlowed.

| This Order pronounced on 21/03/2024 |

Sd/- Sd/-
(ANNAPURNA GUPTA) (MADHUMITA RQOY)
ACCOUNTANT MEMBER JUDICIAL MEMBER
Ahmedabad; Dated 21/03/2024
S. K. SINHA T'rue Copy
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