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ill a few years back, the Indian taxation
process somewhat resembled the Great
Indian Rope Trick. The Tax Officer collected
the taxes, climbed up the rope, and simply
disappeared with the money. With the advent of
computers and internet, it has become difficult for
the Tax Department to avoid public scrutiny.
However, computerization has made life difficult
for assessees. All the tax returns are now coded into
a database and cross-checked. The program then
throws up a list of the ones that deserve
closer scrutiny.
Most of the time, your case will not come up for
scrutiny. You will, therefore, be blissfully unaware of
any mistake that you have made in your tax return.
However, if your receipts run into crores, you are
likely to face scrutiny. Are you prepared for it? Read
on to find out….

Separate accounts for business
If you are running an NGO with conventional objectives (education, medical relief, relief of the poor),
you are allowed to carry on business activities.
However, you should meet two conditions1 :
Firstly, these should be incidental2 to the main
objectives of the organization. This means that
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running the business should not be an objective in
itself. It should be secondary or connected to the
main charitable objective.
Secondly, you should keep separate books of
account for the business activities. This means a
separate cash book and ledger should be kept for all
transactions related to business. At the end of the
year, you should prepare a Profit & Loss Account
for the business. This should be attached with the
Income Tax return.
What happens if you don't do this? The
Department can either compute your business
income on its own, or deny you the tax exemption
under section 11 for that year.

Audit U/S 44AB
If the NGO has business income (from sale of
goods) exceeding Rs. 40 lakh in a year, then it
should get its accounts audited under section 44AB
also. If the income is in the form of fees for consultancy, training etc., then the cut-off is
Rs. 10 lakh.
The audit report in form 3CB
along with statement of particulars
in form 3CD should be filed by 30th
September. This is the normal due
date for filing the return. If your
return has been delayed for some
reason, even then you should ensure
that this audit report is received
from auditor on or before 30th September. If you
don't do this, you may have to pay 0.5% of your
business turnover as a penalty.
1
2

Section 11(4A)
‘Subordinate to something of greater importance;
having a minor role’ (Black’s Law Dictionary, 7th
edition, 1999)
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Computation of Income
Your computation should include your project grants as
well as ordinary donations.
Sometimes, people treat project grants as a liability, and
do not show it in the Income & Expenditure. From an
accounting point of view, this is wrong3. From the income
tax point of view also, this is incorrect4.
Further, it also creates two problems:
1. It reduces the amount of funds you can set-aside for
future use. This amount is calculated as 15% of the total
receipts. If you don't include grants as receipts, this figure
will also be reduced:

Donations

Option A

Option B

5,00,000

5,00,000

Grants

1,00,00,000

Total

5,00,000

1,05,00,000

85% Spending
Requirement

4,25,000

89,25,000

Shortfall in spending

-

9,75,000

2. It may mislead you into making a wrong calculation.
For instance, you may think that you have spent 85% as
reqired (option A). However, if the Income Tax
Department recomputes your income, there will be a
spending shortfall (option B):

Donations

Option A

Option B

5,00,000

5,00,000

Grants

1,00,00,000

Total

5,00,000

1,05,00,000

Spent

4,50,000

79,50,000

85% Spending
Requirement

4,25,000

89,25,000

Shortfall in spending

-

9,75,000
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Imagine your situation now. You could have easily
escaped being taxed by simply filing a carry-forward5
request with your tax return. However, because you were
following option A, you did not file this request. Now you
are completely at the mercy of the tax department.

Corpus Donations
If a donor contributes money to your corpus6, you should
get them to specify this in writing. This will allow you to
keep this contribution
out of your income.
You can then take it
directly to your
Corpus fund.
Some donor agencies
may give you money for
an Endowment Fund. This
is similar to a Corpus, in the
sense that the principal
money should
not
be
spent. Only
the income from

3

Please see AccountAble 86: Accounting for Project Grants
at www.AccountAid.net for a discussion on this, including the
ICAI recommendation.
4
According to sec. 2(24) of the Income Tax Act, income
includes 'voluntary contributions' received by an NGO. This leads
some practitioners to argue that the Act covers only donations.
This interpretation would lead to an anomaly where all the
project grants, being for specific purposes, would fall out of the
tax net completely. These could then conceivably be spent in any
manner, including large payments to key persons as well.
The interpretation also does not consider the fact that only
contributions specifically meant for a corpus are exempt from
definition of income.
5
If the funds were for a long term project, you might also
have filed form 10 for accumulation.
6
For more on this, please refer to AccountAble 8: Corpus and
Endowments and AccountAble 67: Corpus, both available at
www.AccountAid.net.
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the endowment investments should be used
for your expenses.
In such a case, you should request the
agency to use the word ‘corpus’ along
with the word ‘endowment’7 . This
will save you from arguments
with the literal minded tax
department.

Grants from accumulated funds
A restriction was placed on giving
grants to others from accumulated
funds in 20029. This became effective from the financial year
2002-03.
So if you have accumulated
any funds by filing form 10, then you
must spend these directly, yourself.
If you pass these on to other
NGOs, then the payment will be
disallowed. However, payment
to
other
commercial
organizations or consultants etc. is

Business-like receipts
Section 2(15) was amended last
year, with effect from 1st April
2008. According to this amendment, a modern NGO8 is not
expected to have any income from
business-like activities. Such income may include
interest from micro-credit finance, training fees,
consultancy, sale of handicrafts etc.
This amendment was designed to prevent business or commercial organizations from masquerading as NGOs. However, it has also caught a lot of
small NGOs on the wrong foot. These NGOs were
simply trying to generate some income for their
overheads, or to create some reserve funds for lean
times.
If you are such an NGO, you should make sure
that you discontinue all such activities. This can be
done very easily by setting up another public trust
seperately, for the business activities. This trust
need not take 12A registration. If any small profit
occurs in future, then the trust can pay tax on it.
Alternatively, the trust can donate the profit to
another NGO which has 35AC approval.
If the trust is making profits regularly, you can
even obtain 35AC approval for your own NGO. In
such a case, the trust can donate its profits to your
NGO, and pay no tax at all.

permitted.

Payments to key persons
All payments to key persons10 should be reported in
form 10B. This includes payment of salaries, fees etc.
to key persons from project funds, as well NGO's own
income. These payments are scrutinized by the
Department for reasonableness.
Also keep in mind that the definition of key persons
is quite wide11 . It includes anyone who can directly
or indirectly influence an NGO's decisions.
7

For example, 'XYZ Endowment (Corpus)'
For more details on this, please see Account-Able
141: Charitable purpose and Income Tax at
www.AccountAid.net.
9
For more on this, see AccountAble 91: Income Tax
Exemption u/s 11, available at www.AccountAid.net
10
Section 13(3)
11
For more on this, please see AccountAble 52: Key
Person Transactions and Income Tax, available at
www.AccountAid.net
8
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If a donor contributes money to your corpus, you should get them to
specify this in writing. This will allow you to keep this contribution
out of your income. You can then take it directly to your Corpus fund.
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What is AccountAble: Each issue of
'AccountAble' covers a different topic related to
NGO regulation or accounting and is mailed to
about 4500 persons in NGOs, Agencies and audit
firms. AccountAid encourages reproduction or redistribution of ‘AccountAble’ in workshops or NGO
newsletters for non-commercial use, provided the
source is acknowledged.

Interpretation of law: Interpretation of law
given here is of a general nature. Please consult
your advisors before taking any important decision.
The law stated in this issue of AccountAble is valid
as of 1st April 2009.

AccountAble on the Web: All the past issues
of ‘AccountAble’ are available on our web-site
www.AccountAid.net.
AccountAble by e-mail: To get e-mail
notification about uploading of new AccountAble
issues, send a blank e-mail to
accountable-subscribe@topica.com.
AccountAble in Hindi: Aka%{qebl ihNdI me< leoayaeg ke nam se %plBx hE,

AccountAid Capsules: Short items of
information on NGO accounting and related
issues.
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To subscribe, send an e-mail to accountaid-subscribe@topica.com.

Questions and doubts? AccountAid provides
complimentary advice to implementing NGOs and
NGO auditors on matters related to accounting or
financial regulation. You can send your questions
by e-mail or letter. You can also discuss these
over the phone.
Comments: Your comments and suggestions
can be sent to AccountAid India, 55-B, Pocket C,
Siddharth Extension, New Delhi-110 014; Phone:
011-2634 3128; Phone/Fax: 011-2634 3852;
e-mail: accountaid@gmail.com.
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