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In brief 

In a recent decision, the Karnataka High Court (HC) held that exemption under section 10A of the 
Income-tax Act, 1961 (the Act) was available even if the onsite activities were sub-contracted to an 
Associated Enterprise (AE) abroad.  

 

In detail 

Facts 

 The taxpayer1 was engaged 
in the business of software 
development and 
rendering business process 
outsourcing services. The 
taxpayer was a Software 
Technology Park of India 
unit (STPI unit), eligible to 
claim exemption under 
section 10A. 

 The taxpayer had sub-
contracted on-site 
development of software 
work to its AE abroad 
while the balance software 
development work (off-
shore work) was carried 
out by the taxpayer from 
India. 

 The tax officer (TO) denied 
the exemption claimed by 
the taxpayer to the extent 
of the ‘on-site’ work sub-
contracted to the AE. 

 On appeal, the 
Commissioner of Income-
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tax (Appeals) (CIT (A)) 
upheld the TO’s order. 

 The Income-tax Appellate 
Tribunal (Tribunal) 
accepted the taxpayer’s 
claim and allowed 
exemption under section 
10A as claimed.  

Proceedings before the HC 

Revenue’s Contentions 

 The taxpayer would not be 
entitled to exemption 
under section 10A on 
income earned from ‘on-
site’ development of 
software as the work was 
not carried out by the 
taxpayer through its 
personnel. The taxpayer 
only carried out overall 
supervision and control of 
the ‘on-site’ work. 

 Reliance was placed on 
Circular No. 694 dated 23 
November 1994 and 
Circular dated 17 January 
2013 issued by the Central 
Board of Direct Taxes 
(CBDT). 

 The conditions laid down 
under section 10A(2) were 
not satisfied as production 
of ‘on-site’ work was not 
done in a free trade zone, 
and the work was sub-
contracted to an AE 
abroad.  

 The conditions of section 
10A need to be strictly 
construed to claim the 
benefit. 

Taxpayer’s Contentions 

 The Revenue’s assumption 
that no work under the 
contract was performed in 
India was misplaced. The 
TO had verified and 
accepted the fact that off-
shore work was performed 
in India. 

 The object of introducing 
section 10A was to 
encourage exports for 
generating foreign  
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exchange. Both ‘off-shore’ as 
well as ‘on-site’ work 
generated foreign exchange 
for the country, and hence, 
the purpose of section 10A 
would not be defeated by 
allowing a deduction in 
respect of these activities. 

 The circulars referred to by 
the Revenue did not mention 
that the work needed to be 
carried out by the taxpayer’s 
personnel. 

 The provision had to be 
construed beneficially where 
conditions provided in 
section 10A were satisfied. 

 Reference was made to 
Explanation 3 to section 10A 
which extended the benefit of 
section 10A exemption to 
profits derived from ‘on-site’ 
development of software 
outside India 

High Court ruling  

 The HC accepted the 
taxpayer’s arguments that 
‘off-shore’ work was carried 
on by it in India and ‘on-site’ 
work was undertaken under 
its supervision and control. 
The taxpayer had the right to 

reject the AE’s work that did 
not conform to specifications 
agreed under the contract. 

 It was wrong to deny benefit 
under section 10A merely 
because the ‘on-site’ work was 
not done by the taxpayer’s 
personnel. 

 The circulars relied on by the 

Revenue did not specify that 
the taxpayer’s personnel had 
to be deputed for carrying out 
the ‘on-site’ work.  

 Explanation 3 enlarged the 
scope of section 10A to 
include profits derived from 
‘on-site’ development of 
software. The HC held that if 
the Revenue’s contention 
(conditions of section 10A (2) 
not being satisfied) was 
accepted, the purpose of 
inserting Explanation 3 
would be defeated. 

 As the AE had carried out 
activities on behalf of the 
taxpayer (and had no direct 
dealing with the ultimate 
customer), it could not be said 
that there was no nexus 
between ‘off-shore’ and ‘on-
site’ development of software.  

The takeaways 

This judgment of the Karnataka 
High Court would be useful to 
companies who have been denied 
a tax holiday for work sub-
contracted outside India. 

Companies with units in a Special 
Economic Zone (SEZ) claiming 
deduction under section 10AA 
could also evaluate applicability 
based on individual facts.  
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