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Chapter 1 - Imposition of Income tax
1.1 Charging Provision

1.2 Types of Persons and Special Industries
1.2.1 Types of Persons

Under the charging provision, income tax is payable by a person. A person is defined as an
individual or an entity, and includes an executor, non-governmental organization and charitable
institution (s. 195(1)) An entity means a company, the charglng pl’OVISIO is found in Chapter I of
of the provisions
considered as branches Generally, income tax is payable/@n: me; and (b) final

The distinction between taxable income and final withhol is i or two
reasons. First, taxable income and final withholding payments t rates of
tax. The relevant rates to be applied to taxable income and final wi g payments in order to

is entitled to deduct tax credits (including any forei to the person for that
year of assessment, s. 2(3). In contrast, tax cre educted against any amount
withheld on a final withholding tax payment.

In conifa 03 hich provides special rules that apply to particular types of
es special rules that are particular to certain types of activity



Chapter 2 - Income Tax Base

2.1 Taxable Income (S.3)

Taxable income of a person is defined in S.3 of the Act, which comprises of four heads of income
sources assessable, namely:

(a) assessable income from employment;

(b) assessable income from business;

(c) assessable income from investment; and

(d) assessable income from other sources.

In arriving at taxable income of a year of assessment of
deductions shall be made for:

e fallowing

- qualifying payments, and
- reliefs

In addition, only an individual if falls unde ing catég s entitled to subtract the tax-free
threshold in arriving at the taxable incom sg(2) and (3) of section 52]:

Section 4 clarifies the a
resident person for a year Q
which is equal to-

ble income and the liability of both a resident person and the non-
assessment from an employment, business, investment or other source,

(@) in the case of a resident person, the person's income from the employment, business,
investment or other source for the year of assessment, irrespective of the income source,
wherever the source arises (i.e. worldwide basis of taxation); and



(b) in the case of a non-resident person, the person's income from the employment, business,
investment or other source for the year of assessment, to the extent that the income arises
in or derived from a source in Sri Lanka.

2.3 Sources of income
2.3.1 Employment income (S.5)

Calculation of an individual's gains and profits from employment for a year of assessment will be
described in Chapter 3

2.3.2 Business Income

A person'’s income from a business for a year of assessment
conducting the business for the year. For more information p

2.3.3 Investment Income (S.7)

A person's income from an investment for a year o

holding payments; and

calculating the person’s income from an employment,

2.4 General Rules

24.1 Concept of “Payments”

The concept of "payment” in the interpretations S. 195 is the central feature in calculating the
income tax base. For example, amounts to be included in calculating a person's income are
typically described in terms of payments derived. The concept of payment is intended to
encompass all manners in which one person may bestow value on another person.



The ""payment’ means the conferring of value or a benefit in any form by one person on another
person and includes —

(a) the transfer by one person of an asset or money to another person or the transfer by another
person of a liability to the one person;

(b) the creation by one person of an asset that on creation is owned by another person or the
decrease by one person of a liability owed by another person;

(c) the provision by one person of services to another person; and

(d) the making available of an asset or money owned by one person for use by another person
or the granting of use of such an asset or money to another person;

Accordingly, paragraph (a) of the definition includes not ofilly a transfer or an asset but
also the transfer of a liability.

Example 2.1

Mr. Perera owes Company Z RS. 100,000 pa 1 : any Z is a wholly

Paragraph (b) i als of value similar to those in paragraph (a) but
which, for tg

ides, in the ordinary course of his profession, legal services
s the owner of an office block. Instead of paying Mr. Silva
pany Z grants Mr. Silva a lease of an office on favorable terms.
g¢fby Company Z before it is granted to Mr. Silva and so could not
constitute a transfeépof the lease. Nevertheless, the granting of the lease is a "payment”
from Company Zgto Mr. Silva within the meaning of paragraph (b) of the definition of the
term in S. 195 and Mr. Silva must include its benefit (normally the market value of the
lease) in calculating his income. Similarly, if Company Z was a construction company and
had built an extension on Mr. Silva's home in return for his legal services, the benefit of
the extension would be treated as a payment from Company Z to Mr. Silva.

The lease is not



Example 2.3

Mr. Sunil runs a grocery store. He borrowed Rs. 100,000 from Mrs. Priyanka. During a
six-month period, Mrs. Priyanka buys Rs. 20,000 worth of groceries from Mr. Sunil.
Instead of paying Mr. Sunil in cash, Mrs. Priyanka releases Rs. 20,000 of the debt owed by
Mr. Sunil, (i.e. the loan amount due is Rs 100,00 and it is reduced to Rs 80,000 with this
release). The release constitutes a payment of Rs 20,000 from Mrs. Priyanka to Mr. Sunil,
which Mr. Sunil must include in calculating his income.

Paragraphs (c) and (d) of the definition similarly broaden the concept of payment to include
services and use benefits.

Example 2.4

Mr. Jagath is an executive officer of Company Z.
Company Z provides Mr. Jagath with the use of a ¢
gardener. Mr. Jagath must include these benefits, (i.e.
in calculating his income from employment. The benefits
S. 27.

alued using the rules in

2.4.2 Deciding factors of the source

2.4.2.1 Employment, Business or Inves

The taxable income of a person for of assessmen e total of that person’s assessable

income for the year " siness”, "investment" and "other sources". The terms
"employment” ol i are defined in S. 195. Generally, employment
involves prg in, i jnvolves holding assets for gain and business
involves s a combination there are difficulties in clearly

and business on the one hand and business and
me that does not fall neatly within the definition of
ment" will fall into the residual category of "other sources",

2.4.2.2 Employment@

It is important to propegy classify a person as an employee or an independent contractor. The
employee will derive income from employment from their activities whereas the contractor will
derive income from business. The rules for calculating these types of income are different and, no
deductions are permitted in calculating income from employment, section 10(1)(a) since,
employees have few expenses, but an independent contractor providing services may have
substantial expenses for which relief is granted.



The definition of "business” in S. 195 specifically excludes "employment”. Therefore, if an
activity amounts to employment it cannot also be a business. The definition of "employment™ in
S. 195 essentially refers to the general law concept of employment. The definition also clarifies
that managers of entities, individuals holding public office, and directors are employees. Past and
prospective employment is also employment; as a result, amounts received either before or after
employment are required to be included in income.

The concept of "employment™ is a developing area of law and causes particular difficulties in
classifying the status of persons who are often called "consultants”. It is important to properly
classify a person as an employee or an independent contractor. The former will derive income
from employment from their actlvmes whereas the latter will derlve mcome from busmess The

essed to have the rights
hose of a typical employee,

e.g. they work few or very flexible hours o o0 delegate their duties to a third party
Investigation is also required of those per ( e rights set out in the bylaws but
their working conditions are substanti al employee, e.g. they are engaged to
perform services unde irecti trol of another person.

In these bord eigh a series of relevant factors to determine
whether oafBalance a partic yee or not. The factors to be considered are

(b) 3 egtiipment are used. Independent contractors use their own
Employees are pr@Vided with equipment and materials.

(c) Timing of Work. Independent contractors are told when a job must be completed but
within this timeframe set their own hours (and these often do not coincide with those of
normal employees). Employees are told when to work. These are typically set hours that
are similar for other employees. The typical employee works fulltime.

(d) Who Does the Work. Independent contractors may hire third parties to perform the
work. Employees have no power to delegate.



(e) Exclusivity. Independent contractors work for more than one client and often many.
Employees typically have just one job.

()] Training. Independent contractors arrange and pay for their own training. Employers
arrange and pay for the training of employees.

(9) What is Paid For. Independent contractors are paid to produce a result for hours worked.
Employees are paid to attend for a set time, typically by the week or month.

(h) Continuing Relationship. Independent contractors have a limited relationship with the

relationship with their employer.

Q) Calculation of Remuneration. Independent contra
returns. Typically, their expenses are not reimburse

remuneration is a flat amount for time worked and thefe i ortunity for additional
profit or loss.

No particular factor is determinative. In the vast I it wili¥be obvious whether a
person is an employee or not. The IRD is particul i caseS of high paid executives
who argue that they are not employees.

Example 2.5
pany to design a new software program to support
required to be in the company office every
pany provides her with general instructions on
meets with a supervisor once a week. She is not
ork to any other person. Ms A is paid a guaranteed weekly
1s if the software is completed to the company’s satisfaction
acturing company provides her with any materials she needs
to complete

Ms A will be co fed to be an employee. She is provided with guidance on how to
complete the workg’the company provides her with any materials she needs; she is not able
to subcontract; she is paid weekly (although with a bonus on satisfactory completion), so
there is no risk to her remuneration. Even though the agreement is not lengthy, the weight
of the factors suggests that Ms A is an employee.



Example 2.6

Mr. Perera is an Engineer providing consultancy services on constructions to company X.
During the year of assessment 2018/2019, he engaged several constructions projects and
derived income according the services he provided on the submission of various reports
amounting to Rs. 5,000,000. He uses his own computers and equipment’s for these
purposes. Moreover, it was revealed that he has provided same type of services to few other
companies too.

Here, the matter in dispute is whether the income derived by Mr. Perera from company X
constitutes an employment income or business income for the year of assessment
2018/2019.

Since Mr. Perara is doing his work independently b
time framework without limiting to one client an

5(1) extends beyond the generic terms "trade",
it imcludes "isolated arrangement with a business

Before applying the r't 8ISt in determining a taxpayer’s taxable income, the type of income
earned must be characte his involves determining whether a person is engaged in sufficient
activity to constitute a "business"”. Two key distinctions to be made here are (1) whether the person
is just passively holding®assets such that they have an "investment™ rather than a "business™ or (2)

whether the taxpayer is merely engaged in a hobby, which is an activity without a source.

Dealing first with the distinction between business activities and investment, the definition of
"investment™ is very broad; the holding of any asset (except for an asset being the principal place
of residence of an individual, subject to conditions) amounts to an investment if it is not a business.
As stated above, a business is defined to include a "trade", must be understood according to its
general meaning. As with employment, assessing whether a person is engaged in a trade involves



the weighing of the factors that typically indicate such activity to determine whether on balance
the person is conducting a trade:

(a) What is Sold. If product sold produces no income of itself and cannot be used personally,
this points to a trade. So, for example, the purchase of commercial quantities of a product
that cannot be used personally would suggest a trade or at least an isolated transaction of a
business character.

(b) Length of Ownership. Trades often make money through buying and selling assets.
Investment involves the holding of assets. Therefore, if an asset is held for a short period
of time, this suggests a trade rather than an investment.

(c) Repetition. Repetition of transactions suggests a trad

(d) Supplementary Work. Trades often process assets able products.

(e) Motivation for Activity. Trades acquire assets or c
making a profit. Trades do not acquire assets or

taxpayers must use these factors to deter
typical example involves the holding of p

ires an office building and the land of it is
. Mr. Silva's activities (passively renting out a
of "business™ in S.195, there is no "trade”. Mr.
ty, which will produce an income of itself through the rent.
Silva's only office building, there is no repetition. His
y fall within the definition of "investment" in S.195. At the

The situation w0 different if Mr. Silva owned and rented out 5 office buildings and
managed the propgfties by a manager and staff. Here the repetition and active engagement
of Mr. Silva with the properties would be sufficient to constitute a business of property
rental. So, at the end of 1% year Mr. Silva must calculate his income from the business

under S. 6.

Similar factors may be relevant in distinguishing business or investment income from hobby
activities, which do not have a source. The primary factor in distinguishing income that is taxable
from a non-taxed windfall is the taxpayer’s motivation for the activity. Traders acquire assets or
conclude contracts with the intention of making a profit. This motivation can be distinguished
from activities that are hobbies. Hobby activities are undertaken for personal reasons. Therefore,

9



windfalls from hobby activities are usually non-recurring and casual, the taxpayer is not organized,
the windfall is unexpected and unplanned, and there is no compensatory or market element to the
activity.

Example 2.8.

Ms A makes pottery for her personal enjoyment. Other than regularly attending at the
market, she is not organized, she does not have a strategy to earn a profit, and she has no
training in pottery making. Her activities are neither a business nor investment; therefore,
she is not able to claim her losses from her crafting activities.

is dominant over
r the definition of

As per the concept of dominancy, just as the definiti
the definition of "business”, the definition of "busi
"investment”. So, if an activity amounts to busines .
The definition of "investment™ is very broad; the ho for Jan asset
being the principal place of residence of an individua i unts to
an investment, if it is not a business.

Example:2.9

Mr Anura is carrying out a furniture shop. om in order to expand
his business. Currently, he does not need t hopes to require it all in
the near future. Mr Anura rented it the eXce ace to a saloon.

Whether this rent falls under the i
There is an effective connectio ween the rent e business of Mr Anura because he
ting the furniture shop. Hence, the rent should be
ome from his business.

et café and makes profits in excess of his operating capital
cess funds on deposit with a bank and derives interest from
s the remainder of the excess in purchasing a residential
of the purchase price of the residential property is funded
Gamage rents out the residential property and pays the bank

interest on the P
Neither the interest on th

Gamage is effectively c@

abank deposit nor the rent on the residential property received by Mr
nected with his business. so, it does not constitute a business income.

Example 2.11:

Mr.Silva is an employee in a reputed firm and he rents out his own car to a company and
earned rent income. His rent income falls within the meaning of investment {7 (2)(a)} but
disposal gain of such car does not falls within the meaning of any sources of income. As it
IS neither investment assets nor business asset.

10



In determining whether an amount is from an investment or business, it should be identified the
connection with those types of activity. So, if an amount is derived in the context of a business, it
is treated as business income irrespective of whether such returns mentioned in s. 7. The s.6(2)(g)
also emphasize this idea. That is, investment type returns that are "effectively connected™" with a
business are treated as business income.

The "effectively connected™ test is a question of nexus or association. There are varying degrees
of connection and so it is not possible to state concrete rules in this area. Nevertheless, all that is
required is an "effective” connection with a business and so a broad approach should be adopted.
Just because a business has funds on deposit with a bank does not mean that the interest earned is
not effectively connected with the business. The nexus mig the funds are on
fixed deposit for 3 years or more. In such a case it is still to show that there
is an effective connection between the business and the inte eel Corporation
Limited v. Commissioner General of Inland Revenue).

derived.

Prospective Business

What amounts to be included in a "prospective” business will be a que
factors considered in determining whether a person cg a "prospec usiness are similar
to those considered in determining whether a pergbn co a busin These will include

DEE , expected volume of trade
and repetition all being considered. A profit motiveus’a @

and degree. The

tical element in conducting
a business but it is here that there might be

een gjprospective business and actually
conducting a business. With a business t gun the actual activity by which a

ot be the case. A person may have a
prospective business even usiness is never conducted.

setting up a restaurant and Company Z approaches him.
opean cuisine restaurants within Colombo and is concerned

expenses. Further, any gain he makes on the sale of his prospective business will be treated
as income from a business under S. 6(2)(c). This is also true of the payment for the future
restriction on his conducting the business, s. 6(2)(e).

11



Chapter 3 - Employment Income

3.1 What is employment?

Employment involves provision of labour for gain. The definition of "employment™ in section 195
essentially refers to the general law concept of employment. This general law concept is extended
to include past and prospective employment and so amounts received either before or after
employment may be required to be included in income.

"employment” —

(a) means —
I.  aposition of an individual in the employme
ii.  aposition of an individual as manager of an

iii.  a position of an individual entitling the indiv r a fixed o rtainable

remuneration in respect of services performed:;
iv.  apublic office held by an individual;

v. a position of an individual to who
employer or who receives any other

due by or from an
or in a similar capacity;

vi.  aposition as a corporation or comp

(b) includes a past, present or prospe mployme

3.2 Gain angspro

allowance, includ
allowance;

g any cost of living, subsistence, rent, entertainment or travel

- Payments providing discharge or reimbursement of expenses incurred by an individual or
an associate of the individual;

- Payments for an individual's agreement to conditions of employment;

- Payments or transfers to another person for the benefit of an individual or an associate
person of the individual;

12



- The fair market value of benefits received or derived by virtue of the employment by an
individual or an associate person of the individual;

Example 3.2.1.1

Mr. Silva is an executive officer of Company X. As part of his remuneration package,
Company X provides Mr. Silva with a car and the services of a driver and a gardener. Mr.
Silva must include these benefits (use of the car and the services) in calculating his income
from employment under section 5(2)(h) and valued under section 27.

- The market value of shares, at the time they were all
including shares allotted as a result of the exerci
shares, excluding the employer’s contribution for s

Example 3.2.1.2

Mr. Perera is employed as a manager of Company Z. Durln r Mr. Perera receives
as part of his remuneration package an option tQg i the Company at a
price of Rs 500 per share. At the time of rg€eip f the options is Rs
300,000. In the middle of 2" year Mr. Pergfa g options by paying Rs. 500,000

and receives 1,000 shares in Company Z.
allotment to Mr. Perera is Rs. 800,0

fle to a retirement fund on behalf of the employee and
adl in respect of the employment, other than contributions made
a penston fund, provident or savings fund/society, approved by the
ot Inland Revenue.

by the emp
Commissione
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3.2.2 Items excluded
The following benefits are excluded:

- Benefits identified as exempt and benefits subject to final withholding tax;

- A discharge or reimbursement of expenses incurred by the individual on behalf of the
employer;

- A discharge or reimbursement of an individual's dental, medical or health insurance
expenses where the benefit is available to all full-time employees on equal terms;

ory basis that, by
hvely impracticable

- Payments made to or benefits accruing to employees
reason of their size, type and frequency, are unreaso
for the employer to account for, or to allocate to th

- The value of a right or option to acquire shares at t
employee under an employee share scheme.

Related case law
Kanakasabapathy vs CGIR 4 SLTC 140
N. E. Weerasooriya vs CGIR 4 SLTC 82
P. M. Jeyarajan vs CGIR 4 SLTC 257
Shilton vs Wilmshurst 64TC 78

3.2.3 Value of Benefits (section

(a) value sg

3.3 Pre-and post-¢

Almost all amounts that are” derived in respect of employment must be included in calculating
employment income under section 5. For this purpose, as discuss in following examples, the
concept of "employment" itself is very broad and encompasses both "prospective” and "past"
employment.
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Example 3.3.2.1 — Prospective Employment

Mr. A works for a large accounting firm. Company Z, a rival accounting firm, wishes to
recruit Mr. A and they approach him. Mr. A is reluctant so Company Z tries to convince
him by giving him a new motorcycle for agreeing to commence employment with them in
3 months. The market turns and by the end of 3 months Company Z no longer wishes to
employ Mr. A and so Mr. A stay with his current firm. Mr. A has a prospective employment
with Company Z at the time he is given the motorcycle. A prospective employment is an
"employment” for the purposes of s. 195(1). Therefore, the value of the motorcycle must
be included in calculating Mr. A's income from the employment with Company Z, section
5(2).

Example 3.3.2.2 — Past Employment

Mr. Perera worked for Company A, a firm of eng
employ last year to pursue his lifelong dream to write

3.4 Basis of payment

Income from employment of an indiw
basis under section 21(2).

for income tax purpose on cash

Example 3.4

the year of assessment 2017/2018 and ABC Company must
deduct V [ the month of December 2017.

Section 83 instructs employers to withhold tax from income from employment at the rates
specified by the Commissioner General as per First Schedule to the Act. An employer must provide
an employee with a withholding tax certificate not later than thirtieth day of April of that year, or
where an employment ceases during the year of assessment, not more than 30 days from the date
of cease of the employment. The withholding tax certificate must be in the required form and
contains pertinent information in relation to the withholding tax affairs of the employee in respect
of that employment, including the amount of income received by the employee for that year of
assessment and the amount of tax withheld.
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A resident individual who only has income from employment that is subject to withholding by
employer for a year of assessment will not be required to file a return for that year of assessment,
section 94(1)(a)(ii).

3.4.2 Aggregate reliefs referred to in section 52 (schedule 5)

(a) Personal relief of Rs. 500,000 for each year of assessment

This relief is available for resident individuals and for individual who is not resident in Sri
Lanka but is a citizen of Sri Lanka

(b) Relief of Rs. 700,000 for each year of assessment

This relief is available for resident individual with i

3.5 Treatment for Retirement Benefits

Profit from employment include certain lump sum receipts of nt. These
receipts are profits for the year of assessment in which they Tece tirement benefits other
than compensation is taxed at lower rates. Compensation is taxed at | he employer has
made such payments in accordance with a scheme i i plicable to all his

employees. Where the employer does not have a uni
compensation for loss of office, it should be taxed

e for the payment of

i. Retiring gratuity

ii. Commuted pension
iili. Compensation for IQ
iv. Withdrawa

Lower

(a) where the ibuti the period of employment is 20 years or less

from Employment Tax Payable
,000,000 Nil

On the Rs. 1,000,000 5%

On the f#8 10%

(b) where the period of contribution or the period of employment is more than 20 years

Total Income from Employment Tax Payable
On the first Rs. 5,000,000 Nil
On the next Rs. 1,000,000 5%
On the balance 10%
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3.6 Exemptions relevant to employment income (Third Schedule)

e Compensation or gratuity paid in lieu of personal injuries or death.

e Amounts paid on retirement from any provident fund approved by the Commissioner
General of Inland Revenue.

e Amounts paid on retirement from any pension fund or the Employees’ Trust Fund,
representing investment income earned for any period commencing on or after 1 April
1987.

e Pension received from the Sri Lankan Government or from a Department of the
Government.

e Benefits derived by a government employee, from
employee.

e Income derived by an individual entitled to privile
Law and other specified conventions.

e Employment income of expatriate employees (up to a
are working in a company which has incurred ex

time of payment or credited. Tax so deducted each
e employee on that part of income.

is or her employment, or in the case where the employee has
multiple employments, G is or her employments, as a "primary employment™ by providing
a declaration to the em#ployer nominating such employment as the employee’s primary
employment (“primary *employment declaration™). An employee can only have one primary
employment at any one time and once nominated, such employment will remain as the employee’s
primary employment until expressly withdrawn. Employee also need to provide the withholding
tax certificate issued by the former primary employer for that year of assessment. The new primary
employer must take into consider the income and tax withheld by former primary employer when
calculating the employee’s tax to be withheld for that year of assessment at the appropriate rates
in the tax tables specified by the Commissioner General of Inland Revenue.
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Where an employee ceases his or her primary employment and commences a new employment
within the same year of assessment, the new employer can treat the employment as a primary
employment if the employee provides the new employer with a new primary employment
declaration and withholding tax certificate(s) issued by the former primary employer(s) in respect
of the former primary employment(s) for that year of assessment. The new primary employer must,
for the purposes of calculating tax to be withheld under s. 83, add to the income from the new
primary employment for the year of assessment all income from the employee’s former primary
employment as well as add to the tax considered to be withheld by the new primary employer all
tax withheld by the employee’s former primary employer, based on the information set out in the
withholding tax certificate issued by the former primary employer.

3.8.2 Secondary Employment(s)

Any employer that is not presented with a primary emplo be treated as a
secondary employment must withhold tax on that empl
employment in accordance with the following:

(a) where the monthly payment to the employee is less thaft or
at 10%; or

(b) where the monthly payment to the employee

LKR 50,000 per month,

month, at 20%.

3.9 Employer’s Obligations

i. Deduct income tax from the gross rem
tax according to tables provided bysthe Commission

ees, who are liable to pay income
ral of Inland Revenue.

forms in respect of each employee who is liable tax
n or before the 15" of the following month.

e on taxe@eduction to employees on or before 30" of April
the year of assessment or within 30 days from the cessation
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Chapter 4 - Business Income
4.1 What is Business Income?

Business income is defined in the Act as follows
“business”

(@) Includes

i. trade, profession, vocation or isolated arrangement with a business character

however short the duration of the arrangeme

ii. apast, present or prospective business; but
(b) excludes an employment;

iness in terms of "trade",
its general meaning.

According to the above definition, it is important to underst
"profession” and "vocation". These terms must be understood accor

arrangement".
Further, the definition of "business” is e

business. So, amounts derived either befo
income (Prospective business will be di

business and a prospective
alist be accounted for in calculating

The def|n|t|on Q i des "employment" So, if an act|V|ty amounts to

definition of "business" and the definition of "business" is
dominant over iti i tment".

4.1.1 Trade, Profes

41.1.1 Trade

The factors to be considered in deciding whether an activity amounts to a trade are mentioned in
the chapter 2.4.3

No particular factor is determinative in itself. In the vast majority of cases, it will be obvious

whether a person is conducting a business or not. In some circumstances, the existence of one
single badge is enough to show trading. In other cases, a combination of the badges of trade need
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to be looked into. However, these tests have to be applied having regard to the relevant facts and
circumstances of each case.

References:
Ruthledge v. CIT (14 TC 490)
Leeming v. Jones (15 TC 33)
Edward v. Bairstow & Harrison (36 TC 207)
Mahawitharane v. CIR (3SLTC 156)
Ram Iswarav. CIR (3 SLTC 241)

4.1.1.2 Profession & Vocation

The Act does not define Profession and VVocation. Both vo
the career or the occupation through which an individual m
term than profession. A profession is an occupation that req nsive trai
and mastery of specialized knowledge, and usually has a profes ssociation,

vocation is an occupation, either professional or vol
benefit than for income, which might be regarded the vocation, however
beneficial. Vocations can be seen as fulfilling a ps lal need for the worker, and
the term can also be used to describe any i A Person is specifically gifted, in
other words born with talents, and usuall er has a form of “calling™ for the

siness will be a question of fact and degree. The
hether a person conducts a business may applicable to
ducts a "prospective™ business. However, when considered
pe a difference between a prospective business and an actual
e person will have begun the actual activity by which a profit

prospective business eveRigheugh the actual business is never conducted.

Example 4.1.2.1

Ms Rita runs a reputed restaurant and catering business in Colombo and wishes to open a
new restaurant in Kandy. Mr John is the market leader for the same type of business in
Kandy. He concerned that Ms Rita might prove to be a serious competitor in the long run.
Therefore, Mr John offers to purchase Ms Rita's prospective business and under the terms
of the arrangement Ms Rita will agree not to open up a restaurant in Kandy for the next 5
years. Ms Rita accepts the offer before the restaurant is opened and she still has a
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"prospective” business even though has not actually conducted the business. This is also
true of the payment for the future restriction on her conducting the business.

The expenses she made for the prospective business can be deducted from such business
receipt (payment for the future restriction on her conducting the business). And if she made
loss from the prospective business, such loss can be deducted from the profit, if any, from
her other business.

4.2 Deciding facts of Business income

business on the
der chapter 2.4.2

There are difficulties in clearly defining the boundaries betw;,
one hand and business and investment on the other. This will

4.3 Gains and Profits from Business

All gains and profits from conducting the business for the year of a nt has to be taken in to
account in computing the business income. Section 6 ex i i e the following

(a) Sale of any goods or article and receipts b idi ice including mixed receipts;
(b) consideration received in respect of

(g) amounts derived that are effectively connected with the business and that would otherwise
be included in calculating the person’s income from an investment;(eg. Penalties,
surcharges or default interest derive by conducting the business, Government grants
derived by the business).

(h) other amounts required to be included under this Act.
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These will include;

a partner’s share of partnership income to the extent that such partnership income comprises
income from a business of the partnership, s. 55(1);

Viil. gains on disposal of an interest of a partner in a partnership as calculated in
accordance with Chapter IV and s. 56, s. 55(2);

iX. amounts derived by a trust to which a beneficiary is presently entitled (see 3.4.1 below)
that would otherwise be treated in the hands of the trust as income from a business, s. 57(1);

X. distributions of a non-resident trust to a beneficiary to the extent that underlying income
has not been subject to tax in the hands of the tru
effectively connected with a business of the benefici@r

xi. gains on disposal of interest of a beneficiary in a
connected with a business of the beneficiary, s. 58(

Xii. distributions of a non-resident company to a
effective connected with a business of the shareholder

Xiil. gains on disposal of interest of a shareholder in a co
effectively connected with a business of the s

In calculating a person’s gains and profits ffom co siness for a year of
assessment the following shall be excluded:
(a) exempt amounts and final withholdin
(b) amounts that are included in calc

the person’s e from an employment.

source of income, generally deduction of the act

Section 10 provides general deduction rules in calculating profits and income of a person.
Basically, four general rules have been set out in s.10.

I
(a) No deduction shall be made in calculating a person’s income from employment.

(b) Certain specific deductions are not allowable in calculating a

person’s income (will be discussed under item no......)
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. A deduction for a payment shall not be allowed until the tax, if required, withheld has been paid to the

Commissioner General.

iii. No deduction shall be allowed except as expressly permitted by the Act.

Where more than one deduction applies, the most specific deduction shall be applied even if that results

in the denial of a deduction (Refer Examples 11 and 12)

Section 10(1)(b)

The Following deductions shall not be made in calculating a person’s income.

1.

Domestic expenses (refer item 4.4.1.1)

I. Tax payable under the Inland Revenue Act. (This j
WHT including PAYE tax paid by any employer i
any employee).

, Interest, penalty,
ment income of

ii. Interest, penalties and fines payable to a governm
government of any country for breach of any written |

iii. Expenditure incurred on tax exempted income and income re the final withholding
payments.

Example 4.4.1.1

and shares in resident companies.
income from sovereign bonds a
companies. Such business re
payments respectively.

h contribution;
efit of an employee; or

the employer to a pension, provident or saving fund or to a

v. Dividends of a cC
vi. Entertainment exg@enses and outlays-

“entertainment” means the provision to any person of food, beverages, tobacco,
accommodation, amusement, recreation or hospitality of any kind” (S.195).

vii. Transfers to reserves or provisions for future expenditure or losses which has not incurred
during the year of assessment.

viii. Amounts incurred on lotteries, betting or gambling, other than amounts incurred from
conducting a business of lotteries, betting or gambling.
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iX. Taxes or other levies specified by the Commissioner-General.

4.4.2 Domestic expenses
Section 197 defined the Domestic Expenses as follows.

(A)Where an individual incurs expenditure in respect of himself, the expenditure shall be domestic
expenditure to the extent that it is incurred —

I. in maintaining the individual, including in providing shelter as well as meals, refreshment,
entertainment or other leisure activities;

ii. in the individual commuting from home;

iii. in acquiring clothing, including shoes, for the indi
suitable for wearing outside of work;

expenses contain prohibition on deductibili penses contain limited exception
to the prohibition. The following exampl

(@) As per i \)(iii ing is not deductible unless it is unsuitable to wear
' ' ohibjt protective clothing. Ex. The cloak worn by

Ex. Cost of Suits by Lawyers, Medical Consultants.

(b) Item No.1 (A)(iv) prohibits the deduction for the expenses made by the individual in
educating himself. But, it does not prohibit the expenses made for the education that is
directly relevant to business conducted by the individual and that does not lead to a degree
or diploma.

For example, expense made for the usual type of training taken by professionals to keep
up-to-date and which is directly relevant to the business in question is not prohibited.

24



e.g. the cost of a training course offered to lawyers on recent changes in the law is not prohibited
but cost for a course on creative writing is prohibited and so not allowable.

Further, a deduction is also denied if the education is part of a course leading to a degree or
diploma.

(B) Where another person incurs expenditure in making a payment to or providing any other
benefit for an individual, the expenditure shall be domestic expenditure except to the extent
that —

I. the payment or benefit is shall include in calculating the income of the individual,

ii. the individual provides consideration of an equal mar
or

iii. the amount of the expenditure is so small as to mal
impracticable to account for it.

These are the expenses incurred by a person on behalf of an in.
benefit constitutes a “payment” from the person who made it and t
incurred by such person.

becomes an cexXpense

Tax treatments on such expenses with special attengion to th

by following examples.

xceptions are elaborate

Example 4.4.2.1

Company A employs Mr es Mr Z with private use of a company car and, along
e payments from Company A to Mr Z. The
lating Mr Z's income from employment under

precluded imi duction for expenses incurred in making the car available to
Mr Z, i.e.

But, as per s. 5(4 0 amount is required to be included in Mr Z's income with respect
to the meal benefig§. As a result, Company A is not allowable to deduct expense incurred
in providing meals to the employees including Mr. Z.

Example 4.4.2.2

Mr A runs a restaurant. He regularly permits members of his family to dine free of charge
with his paying customers. The meals provided by Mr A constitute a payment from him
to both his paying customers and his family members.
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Mr A's paying customers pay market value in consideration for their meals. As a result,
Mr A is not precluded from deducting expenses incurred in providing the meals to his
paying customers as per item no 1(B) (ii). In the normal course, such expenses would be
deductible under s. 11 too.
But, because Mr A's family members do not pay for their meals, Mr A is precluded to deduct
expenses incurred in providing meals to his family members.

(C) Expenditure referred to in (A) and (B) shall include interest incurred with respect to money
borrowed that is used in a manner referred to in those subsections.

4.4.3 Main deduction rule

investment can be deductible in ascertaining the income from®us
Section 11 specifies as follows;

expenses to the extent they are incurred during t nd in the production of
income from the business or investment, shall be d

(2) No deduction shall be allowed under i ense of a capital nature.

(3) In this section, “expense of a capit ] ense that secures a benefit capable

ot allowable.

of a capital nature cannot be deducted. As per section 11(3),
includes an expense that secures a benefit capable of lasting

However, this dogs'not necessarily mean that an expense which secures a benefit lasting
twelve months of less is revenue in nature and wise versa. In determining whether such an
expense is revenue or capital in nature, the various tests under case law, such as the fixed
or circulating asset test, enduring benefit test and once-and-for-all test, will continue to

apply.

Reference:
Van Den Berghs Ltd V clark (19 TC 390)
Barr Crombie & Co Ltd V CIR (26 TC 406)
Short Brothers Ltd V The CIR (12 TC 955)
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Vallambrosa Rubber Co Ltd V Farmerb (5TC 529)
Atherton V British Insulated and Helsby Cables Ltd (10 TC155)
Heather V P.E. Consulting Group Ltd (48TC 293)

ii. “Actual cost” are eligible for deduction.

As per section 11, only "actual costs" are eligible for deduction. So it will not permit the deduction
of "notional™ costs, such as those put to a reserve. This is confirmed by section 10(1)(b)(viii) too.

iii. Possibility of an apportionment. (*'to the extent they are incurred™).

This means that under section 11, expenses are allowed “to the extent they are incurred”.

Example 4.4.3.1.1

A person who has home office and incurs expenses
must apportion the expenses between business
attributable to the business is allowed to deduct under

a profit or gain. But, this does not mea
profitable in the year the expense is | gible for a deduction. What

ity that is intended to make the

nature. This means, if another provision of the Act denies a
Section 11 not permit a deduction. This is because of the operation of

he Act.

section

“Where more
if that results in t

e déduction applies, the most specific deduction shall be applied even
1al of a deduction” [10(4)]

Particularly, sections 12 to 19 of the Act are called as specific deduction provision of the
Act. Accordingly, if an expense is of a particular kind that is dealt with in one of those
sections then, as the more specific provision, that section must be used irrespective of
whether the result is the granting or denial of a deduction. In such a circumstance, section
11 has no application and so become “residual”.
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Example 4.4.3.1.2

Section 11(2) does not permit deductions for capital nature expenses. As per the definition
in section 11(3), expense made for acquiring capital asset is a capital nature expense. If a
debt obligation has been incurred to acquire such a capital asset, then interest made there
on also becomes a capital nature expense. As per section 11(2), such capital nature
expenses cannot be deducted.

However, section 12 of the Act deals with the interest deduction. As per the section 12(a),
interest on a debt obligation which has been incurred to acquire an asset is deductible if
such asset is used during the year in the production of income. Accordingly, even if capital
nature expenses denied by section 11, section 12
specific section applicable to interest deduction.

Example 4.4.3.1.3

specified in section 14,

Accordingly, even if the section denies the
applicable as the most specific sectigfibi

4.4.4 Special Deduction rules
4.4.4.1

d bgflised to acquire an asset that is used during the year in the production
of income; or and

iii. The borrowed money s
Example 4.4.4.1.1

uld be incurred in the production of income.

Mr. Sunimal is carrying on a business of selling of computer accessories. He obtained a
bank loan and utilised the loan proceeds as follows during the year 18/19.

50% for construction of new office building.
25% for payment of salaries to the staff.
25% for his private purposes.
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During the year of assessment 2018/2019, he paid Rs. 300,000 as interest for the loan.
During the year of assessment 2019/2020 he sold the office building. and Paid the loan
interest for the year is Rs. 250,000.

During the year of assessment 2018/2019, under Section 12(a) Mr. Sunimal is entitled for
a deduction amounting to Rs. 150,000 (50% of the Loan) paid as interest on the funds used
to construct the new office building as it is an asset used during the year. Similarly, s. 12
(a) permits a deduction for the interest paid on the funds used to pay the staff salaries
amounting to Rs. 75,000 because those funds are used in the production of income from
the business. Interest paid amounting to Rs. 75,000 on the funds used for his private
purposes is not deductible.

Further, he is not entitled for a deduction of Rs. 12 i intgrest on the funds
utilized to construct the office building during the y 2019/2020 as such
building is not used during the relevant year in the i or the business.

Section 18

interest expense.

Restricts the deductibility of interest deducted i : ity’s income on financial
instruments. This is called as thin capitalizaien rule. T pplicable as follows;

For Manufacturing Entities

itable to financial instruments = (Total Financial Cost/Total Cost of
Financial Instruments) X [{Total of the issued Share Capital and reserves) X 4]

Any deduction unutilized in the current year-will may be carried forward up to six years, subject
to the same thin capitalization restriction.

This thin capitalization rule does not apply to Financial Institutions.

29



Example 4.4.4.1.2

Company B is a garment factory and incurs interest expense (for what) amounting to Rs.
2,500,000 during the year of assessment 2018/2019. Balance Sheet of the company as at
31.03.2019 revealed as follows.

Stated Capital 5,000,000
Revenue Reserves 3,000,000
Long Term Loans 30,000,000

Finance Cost attributable to financial instruments = (Rs. 2,500,000/Rs. 30,000,000) X [(Rs.
5,000,000+ Rs. 3,000,000) X 3]

Finance Cost attributable to financial instruments
2018/2019 = Rs. 2,000,000.

Balance Rs. 500,000 can be carried forward to Y/A
and deductible subject to the same above basis. That
is added to the financial cost that will be incurred in n

45 Trading Stock

"Trading stock" is also an asset for a business. Sect
that are sold or intended to be sold in the qrdi
progress on such assets, inventories of, )
consumable stores”. Further, definitiogs @f i and "business asset" excluded the
trading stocks from such assets finition of trading stock incorporates the traditional
distinction betwe ixed assets. Trading stock constituting circulating

“assets owned by a person
ess of the person, work in

the cost of trading stock until it is disposed of. Section 13
also prowdes r 2 cost of trading stock and such rules are follows the generally

4.6 Research and Devglopment

Research and development defines in section 15 as follows;
“research and development expenses” means expenses incurred by the person in —

(a) carrying on any scientific, industrial, agricultural or any other research for the upgrading of
the person’s business through any institution in Sri Lanka (or for any innovation or research
relating to high value agricultural products, by the person or through any research institution in
Sri Lanka); or
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(b) the process of developing the person’s business and improving business products or process
which shall be beneficial to Sri Lanka,

but shall exclude expenses incurred that are otherwise included in the cost of an asset under this
Act.

The section 15 is one of the specific section of the Act. The special feature of the section is that it
permits the research and development cost even if it a capital nature expense. However, it does not
allow to deduct the cost of purchasing of equipment used for the research. But, the section allows
the cost of the assets like intellectual property that is created by the research and development.

Further, under sixth schedule, a person is entitled for an additional deduction which is equal to the
100% of the total amount of research and development expenses for threg years after 01.04.2018
as a temporary concession and it will expire 31.03.2021.

Example 4.6.1

Company A formed during year 2018/2019 for the p
a new fertilizer. The research and development is a
Company A incurs expenses in developing the new fe
wages for researchers, the rental of a laboratory, legal fees
research for this year is unsuccessful.

: , including
terials. However, the

during year 1 as these

expenses fall within the definition of "resea Jeve t costs” ins. 15.
During year 2, the Company spend 000 in research and development
costs and this time the researchyi research patented. The cost of the

tellectual property that is created by the research and
educted under section 15. However, even though, it
preciable allowance cannot be claimed for
Ilowed to deduct for the second year During

For any kind of busi Up expense is allowable to deduct under section 11. But, under
section 11, capital natur@ diture included in start-up expense is not deductible. But, section
15, as the most specific sgetion, is applicable on agricultural start-up expenses and as such, even

capital nature expenses thcluded in agricultural start up expenditure is deductible.

4.8 Depreciation allowances and balancing allowances

As per section 16, depreciation allowances and balancing allowances are allowed to be deducted
in calculating a person’s income from a business only-
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Depreciation allowance are-
(a) granted in respect of depreciable assets owned and used by a person at the end of a year of
assessment in the production of the person’s income from a business; and
(b) calculated in accordance with the provisions of the Second or Fourth Schedule to this Act.
Depreciable asset is defined as

“an asset to the extent to which it is employed in the production of income from a business and
which is likely to lose value because of wear and tear, obsolescence or the passing of time; but
excludes goodwill, an interest in land, a membership interest in an entity and trading stock.”

Accordingly, following conditions has to be considered in
claiming the depreciation allowances.

- Ownership of the assets should be available to the r
ownership of the asset in any other way as specified in

Full Depreciatio rances will be granted for the year of acquisition if such depreciable
assets used up to e end of the year of assessment. No depreciation allowance will be
granted for the 4/ear of disposal as such asset is not exists at the end of the year of
assessment.

3. No depreciation is allowed on road vehicle.

“Road vehicle” does not include
i. aCommercial vehicle
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Commercial vehicle means a road vehicle designed to carry loads of more than one
or more than 13 passengers or vehicle used in transportation or vehicle rental
business

ii.  abus or minibus
iii.  agoods vehicle
iv.  aheavy general purpose or specialised truck or trailer.

4. Depreciation basis of a depreciable asset shall be the sum of

i.  Depreciable basis (written down value) of the asset at the e
Assessment; and

of the previous Year of

ii.  Amounts added to the depreciation basis of t of assessment in

respect of additions to the cost of asset.

Example 4.8.1
The ABC is a garment factory. It acquired a machinery in 01.06.2 cost of Rs. 1,000,000/-
and used it in the production of income. Suppose it continually us next five years, the

depreciation allowance is calculated as follows;

Year of Assessment Depreciation basis No of Years D jati arl Cumulative Depreciation
2018/2019 1,000,000 5 200,000
2019/2020 800,000 400,000
2020/2021 600,000 600,000
2021/2022 400,000 200,000 800,000
2023/2024 200,000 1,000,000

on is realized by the person before the end of a year of
lculated as follows,

Balancing allowances = en down value of the asset - consideration received for the asset}
When realizing a depreciable asset, where consideration received exceeds the written down value,
it is called as assessable charges (Disposal profit) and taxable as a business receipt.

Assessable charges (Disposable profit)

Assessable charges forms part of the person’s business income and will be calculated in accordance
with the following formula:

Assessable charges = {consideration received for the asset - written down value of the asset}
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4.9 Repairs and Improvements

Section 14 is a specific provision applicable for the deductibility of expenditure on repairs and
improvements. This means that if an expense falls within the scope of s. 14 then the expense may
only be deducted as provided for by s. 14 and not under the general deduction rule in's. 11.

Conceptually, repairs do not improve the value of an asset but only maintain it. By contrast,
improvements enhance the value of an asset. It may be difficult to draw a distinction between
repairs and improvements therefore Section 14 makes drawing this distinction irrelevant. It can be
deducted both repairs and improvements but subject to the limitation in s. 14(2).

Limitation of the deductions
- On Buildings, structures and similar depreciable as

The deductions shall not exceed five percent (5%) o
the end of the previous year or actual repairs and im
the YA which ever less.

- On all other depreciable assets.
The deductions shall not exceed twenty percent (20%) @

result of the limitation shall be added to t
Example 4.9.1

400,000
800,000
160,000
240,000

Depreciation allowance to be granted for the remaining Years of Assessment
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Year of Assessment  Depreciation basis No of Years Depreciation for the year Cumulative Depreciation

2018/2019 1,000,000 5 200,000 200,000
2019/2020 800,000 4 200,000 400,000
2020/2021 600,000 3 200,000 600,000
2021/2022 640,000 2 320,000 920,000
2023/2024 320,000 1 320,000 1,240,000

Accordingly,Repair and improvement expense made after the expiration of the no of years (in this
case 5 years) will not be allowed as value for depreciation basis and number of years are zero.

4,10 Losses

Section 17 provides the deduction of loss from the r and liabilities in

calculating the person’s income from business.
The assets and liabilities are-

(a) Capital assets of a business to the extent to which the aSsets
income from business. (exclude the personal usage

ed in the production of

(b) In the case of a liability that is a debt obligatié
was used or an asset purchased with the mofie 1 uction of income from
the business.

(c) Inthe case of any other liability, th i diin the production of income from
the business.

Section 19

des the

Section 19 prg i
i wo types of : i the context of business or investment.

Investmen

ment on disposal will depend on the type of asset in question.
C er trading stock or depreciable assets or capital assets of a
business, loss of disposSe ithin the second type of business.
Loss deduction rules.
1.
(a) Anunrelieved loss of the person for the year from a business can be deducted from any
other business of that person.

(b) An unrelieved loss of the person for any of the previous six years of assessment from
the business or any other business.

As per section 19(6)
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“loss” of a person for a year of assessment from a business or investment shall be calculated
as the excess of amounts deducted in accordance with this Act (other than under this
section or subsection (5) of section 25) in calculating the person’s income from the business
or investment over amounts included in calculating that income; and

“unrelieved loss” means the amount of a loss that has not been deducted in calculating a
person’s income under this section or subsection (5) of section 25.

Accordingly, only the loss calculated under the Act, No. 24 of 2017 can be deducted under section
19. That means a transitional provision need to be incorporated to the Act to treat the brought
forward loss under the Inland Revenue Act, No.10 of 2006.

2. Anunrelieved loss which is eligible to deduct for a Y, annot be deferred
to another year of Assessment.

3. Reduced rate loss can be deducted only from same duced rate or
exempt profit.

business.

(b) An unrelieved loss from invest
from investment.

6. Gain from realization of an j
disposal of ang i

cting banking business can write-off debt claim as bad debt
e steps to recovery and the person reasonably believe that

2. A person condt
directives made by
will be specified by t

gankingfbusiness can make specific provision for bad debt as per the
al Bank of Sri Lanka and but deductible amount from such provision
ommissioner General (s.66).

3. A non-resident persgh carrying on business in Sri Lanka through a Sri Lankan permanent
establishment can deduct head office expense not exceeding 10% of person’s assessable

income. Where such expense is exceeding 10% of person’s assessable income, no deduction
is available (S.79).
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Chapter 5 - Capital allowances and balancing allowances

5.1 Relevant provisions

Section 16 permits a deduction for the capital allowances and balancing allowances granted under
the Second or Fourth Schedule in calculating a person’s income from a business.

When calculating a person’s income from a business for a year of assessment;
(a) the capital allowances; and
(b) the balancing allowances,

shall be deducted;

5.2 Capital allowances
A person is entitled to claim capital allowances if such person

(i) Is the owner of the depreciable asset; and
(if) Uses them at the end of a year of assessment ingdf
from a business;

consideration received for the asset shall be
that part of the asset that is used in

(a) medRs an asset to th i employed in the production of income from a
e because of wear and tear, obsolescence or the

all be calculated according to the straight-line method
- are calculated in accogglance with the provisions of the Second or Fourth Schedule to the Act.
- which are granted respect to a particular year of assessment shall be taken in that year and
shall not be deferred to a later year of assessment.
- shall not be granted to a person in respect of a road vehicles, other than —
(a) a commercial vehicle (“commercial vehicle” means a road vehicle designed to  carry
loads of more than half a tonne or more than 13 passengers; or a vehicle used in a
transportation or vehicle rental business.)
(b) bus or minibus;
(c) a goods vehicle; or
(d) a heavy general purpose or specialised truck or trailer;

- for each depreciable's
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even though the road vehicles are fallen within the depreciable asset. (Please refer No 4 of fourth
schedule)

5.3 Calculation of capital allowance

Formula for Calculating capital allowance

A/B

- the depreciation basis of asset at the end of the year of assessment

Schedule)

Depreciation basis is the sum of —

deduction shall not be allowed as a result of the

For the purpose of calculating the capital allowanee : iablle assets which have been
distinguished between 5 classes of assets and ¥ ars applicable to relevant

reference as follows.

Table 1
Class |dDep reC|abIe Asse Number of Years
1 f ipMment together with | 5

ds vehicles; construction and | 5
heavy general purpose or
trailers and trailer-mounted

3 railroad cars, locomotives, and equipment; vessels, | 5
barges, tugs, and similar water transportation
equipment; aircraft; specialized public utility plant,
equipment, and machinery; office furniture, fixtures,
and equipment; any depreciable asset not included in
another class
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4 buildings, structures and similar works of a permanent | 20
nature

5 intangible assets, excluding goodwill The actual useful life of
the intangible asset, or
where the intangible
asset has an indefinite
useful life, 20.

5.4 Balancing allowances

Balancing allowances are —

(a) made in respect of depreciable assets
i. realized during a year of assessment; and
ii. inrespect of which depreciation allowances have
year; and
(b) calculated in accordance with the provisions of the Se

earlier

rth Schedule to this Act.

5.5 Basic Concepts
i. ldentification of the income source

on’s income from a business.
er is conducting a business or an

Capital allowances are granted in the
Therefore, it is necessary to determing,fi
investment.

In order to cla erly, i thegource of income may have an impact on not

3 . Mence his activities do not fall within the definition of "business™
in s. 195; there ". Mr A intends to hold the property, which will produce an
income of itself tArough the rent. His activities clearly fall within the definition of
"investment" in €. 195. At the end of the year of assessment Mr. A must calculates his
income from the investment under s. 7.

Scenario 2
Mr A owned and rented out 5 office buildings and managed the properties himself. Here
the repetition and active engagement of Mr A with the properties would be sufficient to
constitute a business of property rental. So, at the end of the year of assessment Mr A must
calculate his income from the business under s. 6.

39



5.6 Classifying the depreciable Asset

Since Mr. A is conducting an investment the land and building owned by Mr A would be
considered a single asset. An asset can only be a depreciable asset to the extent that it is
used in the production of income from a business, therefore this office is not a depreciable
asset.

In the 2" scenario, Mr A is conducting a business. Here the offices are used in the
production of income from the rental business, i.e. the rent, which is not a final withholding
payment under s. 88(1)(c). The building is therefore a depreciable asset and must be
classified under class 4 assets. Accordingly, the office building will fall into Class 4 and
such buildings must be separate from the other buildings of Mr A's business.

A separation will only be required of the land and bui
asset" under s. 195. the land is not a depreciable as
business, the land will be a "capital asset"”, under s.
a single asset, the Act requires a separation of the la

very broad and therefore it will be difficult to identi : 5 an asset belongs to.

In such cases, a two-step analysis should be made i

ness that involves the application of plastics and other chemical
compounds to vari@is solid surfaces. It recently had a special "room" installed in part of
its factory. The plastics are applied to solid surfaces in the “room" under heavily controlled
conditions as to moisture and temperature and to keep contaminates out.

The "room" incorporates various fans, elements and computer controls in order to control
the environment in the "room”. The "room™ may be easily relocated between different
parts of the factory but once in place it is loosely fixed to the floor.

In determining which class of depreciable asset, the "room" belongs to, Company A should
follow the steps mentioned above.
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The "room™ possibly falls to be classified as a "structure™ under Class 4, a "fixture™ under
Class 3 or “any depreciable asset not included in another class” under Class 3.

As the wording does not provide a clear answer to this classification, Company A should
consider the number of years which have been incorporated to above Table 1, the useful
life of the asset and make an analogy with similar types of assets. With daily use, the
"room" is expected to have a useful life of 20 years. By this time the fan and other control
devices should be worn out and the computing system obsolete. The frame of the room
may still be useable but it would be more cost efficient to replace the entire "room" at this
stage rather than try to replace constituent parts. The analysis makes it clear that the
number of years provided for Class 4 assets is inapprogsi

Further, the analysis makes it clear that while the '
structure "of a permanent nature” in a way consiste
and the useful life of other assets likely to fall within

Company A's "room™ is effectively an item of plant o
Company A conducts its business. It correctly falls for classi
3 asset.

with and through which
residually as a Class

If it is uncertain about the proper classification of ticul ivate ruling can be applied
under s. 107

5.7 Special Case

i. Capital allowance for.a

s. 6(2)(f), this amount will be included to the
Ilowances can be granted.

With respect to gra
during the year. Itis ra

owances, the asset must be “owned and used” by the person
, agperson does not use the depreciable asset at any time during a year
unless it is in need of repali’or has become obsolete. It can be considered that assets in need of
repair continue to be treat€d as depreciable assets and used in the business until the asset has truly
become obsolete and the person disposes of it because repair of assets is a natural part of a business.

Example 5.7.1
One of the printing machines of Company A is broken down and the Company has had
substantial problem of getting it repaired because they had to order parts from the European

manufacturer. Hence the Company A had to wait 14 months. Despite the 14 months during
which the printing machine was not in use, Company A was actively pursuing its repair
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and did succeed in having the machine put back into operation. Company A may continue
to claim capital allowances during the time it took to have the printing machine repaired.
Example 5.7.2

One of the plant of Company B is also broken down. It could still be used for minor jobs
but Company B effectively discarded it when it bought a new plant as a replacement. At
this point Company B put the old plant outside its factory under a loose cover. Within a
year the old plant deteriorated to such an extent that it could not be used at all. In the course
of a general clean up, Company B later dumped the plant at a landfill site. From a tax
perspective, at the point Company B discarded the plant and put it outside Company B is
treated as having disposed of the plant under s. 39(e).

04.01.2019  Plant broken down - 2018/2019 can
06.07.2019  Bought a new machine and machin 020 not entitled
to claim capital allowances
10.04.2020  Dumped the plant — 2020/2021 not en

Another area worthy of consideration is the treatment ake some years to
construct or grow. the cost of the asset will only class of depreciable
assets once it is "used" in the production of inc e asSets are placed in active

production, no capital allowance can be claimed.

d substantial costs planting it with tea. The tea plants
years and they have a limited useful life, typically
eciable assets for tax purposes under s. 195.

e not directly attributable to bringing the plants to maturity
der general principles.

iii.  Amounts that are not immediately deductible will be included to the cost of the tea
plants foftax purposes according to s. 37(1).

iv. ~ When the plants are put into production then these amounts can be categorized
under Company A's Class 3 of depreciable assets and capital allowance can be
granted.
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Example 5.7.4

Company A runs a hotel. It commissioned Company Z to construct a new hotel in
Colombo. The contract price is Rs. 20,000,000 and the construction period is two and a
half years.

Company A is required to pay the contract price in instalments as follows,

- deposit - 10%,
- after the foundations are laid - 20%
- after lock-up - 40%
- on completion - 30%.

It may not claim capital allowances in respect of theflo
put into use, s. 16. Once the hotel is opened, Comp
to the Class 4 depreciable assets and claim capital a

is constructed and
e contract price

5.8 Capital allowances for Intangible Assets

In granting capital allowances, the Act takes a different a sets than it does
with respect to tangible assets. Each intangible ass i d the depreciation
period applied to an intangible asset is a function o

Example 5.8.1

Mr R wishes to rent a number of

3 years

The lease period is
1 Rs. 300,000

f the premium by Mr R is more complex. Periodic rent paid
deductible under s. 11 in the year in which it is incurred.

"asset" ins. 195.°¢
a useful life exceeg

e premium is an expense incurred in the acquisition of an asset with
g 12 months, therefore, is capital in nature and not deductible, s. 11(3).

The lease will also be a depreciable asset of Mr R, s. 195. In particular, it is a Class 5
depreciable asset. So at the end of Y/A 2018/2019 Mr R will be able to claim depreciation
in respect of the lease, s. 16.

In order to calculate the depreciation under the Fourth Schedule the first matter is to
calculate the depreciation basis for the lease at the end of the Y/A as per Fourth Schedule
paragraph 3(2), which is Rs. 300,000. The useful life of an intangible asset is used in
working out the rate of depreciation applicable to it. In this case the actual useful life of
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the lease is 3 years, giving depreciation for Y/A 2018/2019 of Rs. 100,000. Mr R will be
entitled to a similar amount of depreciation in Years of assessments 2019/2020 and

2020/2021
Paid premium on 05.08.2018 = Rs. 300,000
Lease period =actual useful life = 3 years

Capital allowance for y/A 2018/2019 300,000/3 = 100,000

1. Excess repair expenses which a deduction is not allowed to be added to the depreciation basis.

According to section 14(2) the deduction for repairs and improvements, for assets categorized
under class 4 is limited to 5% and for all other cases 20% o set at the end of
previous year. Excess expense for which a deduction i
depreciation basis of the asset year (paragraph (3) of the F

Company P runs a manufacturing business

- 05.09.2018 : Rs. 700,000 on repairs and im@ro
- 08.12.2018 :Rs. 1,800,000 in buying machine B
- 04.03.2019  :Rs. 200,000 on repalrs

- 15.07.2019  : Rs. 400,000 on repai

- 13.08.2021 :Rs. 150,000 on rep

Assume the WDV of the machi .2017) at the end of the Y/A
2017/2018 was Rs. 2,000,000.

Machine A

Rs. 2,000,000
2,000,000*20%
Rs. 400,000
Rs. 700,000

Rs. 300,000

on for repairs and improvements, Company A will wish to claim
ine A.

In addition to
depreciation of it

As these machines have already been classified under class 3, capital allowance for
machine A is;

44



Machine A

2018/2019
Machine A = Rs. 2,000,000 (WDV)
Add: Repair cost = Rs. 300,000

Rs. 2,300,000

Capital allowance = 2,300,000/4
= 575,000

Or
2018/2019
Machine A Rs. 2,000,000

Add: Repair cost

Capital allowance

Repair expenses incurred on the Y/A 2019/2020

WDV of the machine A at the end of Y/A 2018/2019=
Allowable deduction for repair & improveme
Allowable expense
Expenses incurred
Expenses not allowed (add to the depreciat
2019/2020

Machine A

Add: Repair cost

Rs. ,000

Rs. 1,800,000
1,800,000/3
600,000
end of Y/A 2017/2018 = Nil
for rgpair & improvements = Nil
= Rs. 200,000
Expenses not allo add to the depreciation basis) = Rs. 200,000

New Machine
2018/2019 = Rs. 1,800,000/5
= Rs. 360,000
2019/2020 Rs. 1,440,000
Repair cost Rs. 200,000

Rs. 1,240,000/4
Rs. 310,000




2. Claiming capital allowance on repair expenses incurred by a lessee.

This has been taken from the old manual. Later the position was changed and as per section 49(2)
where an asset is leased under a finance lease, the lessor shall be treated as transferring ownership
of the asset to the lessee. Accordingly, capital allowances are claimable by lessee and not the lessor

Under the terms of the lease, asset is owned by the lessor. If the lessor is engaging in a business,
the asset used for the business is a depreciable asset of the lessor. Hence lessor is entitled to claim
capital allowances. Sec 14 is applicable only to the depreciable assets. Since the lessee is not
entitled to claim capital allowance, s. 14(2) limitation does not apply. In such a case s. 11 will
apply. Hence the lessee is entitled to deduct the full costs of the repairs in the same way as the
lessee would be entitled to deduct the full amount of rent pai

Example 5.8.2
Mr A leases a shop from Mr Z under a 5-year lease.

obliged to pay Rs. 100,000 per month by way of rent. | i i to make

work and repainting the WlndOW front Mr Am f rent paid as well
as the repair costs under s. 11. Section 14 : Mr A does not own
the premises.

i. Claiming capital allowance on repai

The lessor will charge a certain a oHged to incur costs in making any

necessary repairs. These repalrs eductible to the lessor subject to the limitation in s.
14. The excess sepa ed as a deduction due to such limitation could be
added to the gé€preciation igfed to claim capital allowance.

essee omimprovements made by lessee.

Conceptuall \ i 2 the value of an asset but only maintain it. By contrast,
improvements € asset. As well improvements produce the benefit for lessee

: 2 months. Accordingly, such cost will be capital nature, hence
But the expense will constitute an intangible asset of the lessee
nay be claimed over the term of the lease.

not deductible under ¢
for which capital allowa

Example 5.8.3
Mr P enters in to a lease for 3 years with company S and under the terms of the lease, Mr
P is obliged to not only make repairs but also to install a modern brick storage facility

during the first year of the lease. Mr P incurs the rent and repairs. In addition, Mr P incurs
Rs. 420,000 in installing the new storage facility.
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Improvement cost Rs. 420,000
Lease period 3 years
Capital allowance for a year 400,000/3 = 140,000

iii. Claiming capital allowances by lessor on improvements made by lessee.

Improvements should be considered as a payment of rent and taxable to the lessor. In such a case,
it is appropriate to treat the amount taxable in respect of the improvement as falling into the cost
base of the asset in question. This would enable the lessor to claim depreciation allowances in
respect of the improvement (amount included in income).

Example 5.8.4
According to the above example cost of improve . made by Mr. P
(Lessee) is considered as a payment of rent to Mr. . S (the
lessor.)

5.9 The circumstances of including assessable charges balancing allowances

Where a depreciable asset of a person is realized, wh. i s income;

(a) an assessable charge is included or
(b) a balancing allowance is granted

The realization of depreciable assets is ith i hedule paragraph 4. Where the
depreciable asset is realized, the si i ts derived on realization of end of
the year in which the di

If the amount received
asset at the time of realiza

ization of a depreciable asset exceeds the written down value of the
, such amount will be required to include an amount in their income,

Example 5.9.1

Company A runs a property rental business and owns a building of apartments for rental.
At the start of year 1, the balance in Company A's class 4 is Rs. 30,000,000, i.e. the balance
at the end of the previous year less the depreciation allowance granted for that year.
Company A is expecting to sell off a large number of the apartments in the building except
for a few select apartments. As a result, during year 1 it receives Rs. 50,000,000 as
proceeds from the sales.
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Consideration received from the realization of apartments during the year -
Rs. 50,000,000

Less: written down value at the end of the year of assessment -
Rs._30,000,000

The amount to be included in calculating its income for year 1 -
Rs..20,000,000

(b) Calculation of balancing allowance (L.0ss)

ion received

written down value of the asset at the time of realization of t

If the written down value exceeds the amount received on is allowed as a

deduction in calculating the person's business income.

Example 5.9.2

With respect to the office furniture, Comp nted a‘deduction in the amount
by which the written down value of the asse ds of sale, i.e. Rs. 300,000.
Sale proceed Rs.

WDV Rs. 9,000

Rs. 300,000
Iculating company R’s business income

ization of the asset” means; the expenses incurred
uced by all depreciation allowances granted to the person
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5.9.1 Enhanced Depreciation Allowances — Second Schedule

A person who invests in Sri Lanka (other than the expansion of an existing business) during a year
of assessment shall be granted enhanced capital allowances, in addition to the capital allowances
computed under the Fourth Schedule.

1. Enhanced capital allowances shall be granted to the person for the year if the total expenses
incurred by that person during that year on depreciable assets (other than intangible assets)
as follows;

Percentage of
capital
allowance

Criteria

1. Depreciable assets used in a part
of Sri Lanka other than the
Northern Province million

2. Depreciable assets used in a part | exceeds
of Sri Lanka other than the
Northern Province

3. Depreciable assets used in the
Northern Province

4. Depreciable assets of state-
owned company that are u

part of Sri Lanka

150%

200%

150%
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Chapter 6 - Investment Income

6.1 Whatis Investment Income?
Investment income is defined in the Act as follows;
“Investment”’ means —

(a) The owning of one or more assets, including one or more assets of a similar nature or that
are used in an integrated fashion, and

I.  Includes a past, present or prospective investment; but
ii.  Excludes a business or employment; or

(b) A game of chance, including lotteries, betting or ga

Accordingly, Investment involves holding assets (except f
residence of residence an individual, subject to conditions)

(c) amounts d

erived as consider

whether amount is fro Ss or investment. The “effectively connected” test is a question of
nexus or association. So, iff@n amount is derived in the context of business, it is treated as business
income irrespective of gvhether it is mentioned in section 7. For example, interest income is
definitely being a business income for a bank even if it is mentioned in section 7. Further, if an
exporting company deposit its additional funds in a 5-year fixed deposit plan with a bank will
amount to an investment. However, interest income earned by such company from the money kept
in a bank to get export guarantees amounts to a business receipt as it is effectively connected to
the business.

In this regard, IRD will continue to apply the approach of the court of Appeal in Ceylon steel
corporation limited vs Commissioner General of Inland Revenue. Further, with amounts other than
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the interest (why), it is acceptable principles of generally acceptable accounting standards in
classification of income items.

The Consequences attached with the decision whether an amount constitutes income from a
business or income from an investment.

1. Deduction of Expenses

Applicability of deduction rules on expenses depends on whether the relevant amount
constitutes income from a business or income from an investment.

n’s income from

investment.
I.  Section 13 - Allowance for trading stoc
ii. Section14 - Repairs and improvements
iii.  Section15 - Research and development exp
Agricultural start-up expenses
Iv. Section16 - Capital Allowance and balancing allo
v. Section17 - Losses on realisation

Liabilities
Deduction of unrelieved losses under sec

S or an investment is required to
19.

The requirement
depends on whet

e Act to keep accounts for income tax purposes under section 21
an individual or entity conducting a business or having an investment.

Accordingly, the section has set out following requirements;

i.  Anindividual shall account for income tax purposes on a cash basis in calculating
the individual’s income from investment.

ii.  An entity shall account for income tax purposes either on a cash basis or accrual
basis whichever properly computes the entity’s income from investment.
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iii.  Anindividual or entity conducting business shall account for income tax purposes
on an accrual basis.

4. Deduction of qualifying relief under section 52.
An individual who receives rental income from an investment asset, that means
who receives rental income as a receipt from an investment only and not as a

business receipt can claim qualifying relief referred to in section 52.

Investment and Investment Asset

on 195, owning of
er, to be treated

As per the definitions given for “investment” and “invest
any kind of asset (not only investment assets) amounts to b
as an investment asset, a capital asset, subject to the exclus

6.2 Investment receipts

6.2.1 Rent

“Rent” _
(a) means a payment, including a payment of a iugy’C amount, for the use of or right
to use property of any kind;
(b) includes a payment for the renderi > g to render, assistance ancillary

to a use or a right referred to in para

building (and land) in 1% year for Rs. 30 million. Mr Aruna
S estment” (defined in s. 195). Therefore, at the end of 1% year
Mr. Aruna must his income from the investment and (assuming that all the facts
occur within Sri a) this will also be Mr. Aruna 's assessable income from the
investment undepfS. 7. Mr. Aruna 's assessable income from the investment must be
included in calculating his taxable income under s. 3.

Income from an investment is calculated under s. 7(1) as the profits and gains from
conducting the investment. So, in principle, any rent received from the property is included
in calculating those profits and gains, s. 7(2)(a). Withholding is required of the tenant
under s. 84(1) (it is not excluded by s. 84(2)(a) unless the tenant is an individual who is not
conducting a business from the rented office). Therefore, rent is subject to 10% withholding
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under First Schedule paragraph 8 but it is not final. Mr Aruna is able to claim this WHT as
a credit from his final tax liability s.89.

Mr Aruna incurs expenditure in the form of commission for the services of the property
manager. This payment of commission is deductible for Mr Aruna as it is incurred in
deriving the rent.

Mr Aruna cannot deduct the expenditure on the acquisition of the building because it is
of a capital nature, s. 11(2). In particular, ps. 11(3) states that expenses are of a capital
nature if incurred in securing a benefit lasting longer than 12 months, which would include
acquiring an asset with a useful life exceeding 12 months. The building is an asset (as per
definition in s. 195) and would have a useful life ths.  While the
acquisition cost of the building is not deductible, i I with respect to the
building under s. 37(1)(a). The land and building w i
a depreciable asset, so Mr Aruna is also not enti |rs and

individual relief under fifth schedule

“in the case of an individual with rental incomg A gstment asset, an amount equal
to 25 percent of the total rental income folRihe yga ent, being a relief for the
repair, maintenance, and depreciati i estment asset, but shall only be
allowed to the extent no deductlo i jgi’ any actual expenditures incurred

cinematograph films video or audio recordings, whether the work is in electronic
format or otherwise;

(b) the use of or right toflise a patent, trade mark, design or model, plan, or secret formula or
process;

(c) the use of or right to use any industrial, commercial, or scientific equipment;

(d) the use of or right to use information concerning industrial, commercial, or scientific
experience;

(e) the rendering of or the undertaking to render assistance ancillary to a matter referred to in
paragraph (a), (b), (c) or (d); or
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(f) a total or partial forbearance with respect to a matter referred to in paragraph (a), (b), (c), (d)
or (e);

As discussed previously, the definition of "royalty" in s. 195 is predominately a payment for the
use of intangible property. The specific inclusions in the definition are largely examples of this
general approach but there are extensions, e.g. in the form of payments for the supply of know-
how, ancillary payments and forbearance payments.

Example 6.2.2.1

PQR Sri Lanka Ltd manufacturer of the product A and is the patent owner for that product.
During the year 2018/2019 the Company sells a temporary license to use its patent in
Bangladesh to Dhaka Industries for a price of Rs. 1 ross profits from
its use. The Company receives Rs. 500,000 from er the 5% clause.

The money paid for the Bangladesh license is a f a patent and
therefore falls within the meaning of paragraph ( ins
195(2).

Though the result of Rs. 1.5 million is an amount that can b d under s. 7(3)(a), but,
because the amount is effectively connected with the , Company must

gladesh taxes the royalties, the
ax under s. 80.

; including a premium or like amount, for the right
the sea or calculated in whole or part by reference to the
quantity or va ) aken from land or the sea;

and "royalty”, i.e. if a'} af’1s a natural resource payment it is neither rent nor royalty. The
definition of "natural resodree payment" has two branches. The first branch focuses on the "right
to take" resources "fromgfand or the sea”. Such resources could be living or non-living, so the
definition includes the removal of living resources such as trees, crops and fish. It also includes
non-living resources such as water, minerals, soil or oil. The resource must be taken from the land
or the sea and so resources that live above the land, like most animals, are not included unless they
are attached to the land, as in the case of trees and crops. Further, it is only payments for the "right
to take" the resources that are covered. So, for example, a payment for the right to enter a property,
cut down and take away trees is a natural resource payment, but a payment for trees that have
already been cut down is not.
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The second branch of the definition of "natural resource payment" in s. 195 covers indirect
payments of the type covered by the first limb. It covers payments that are calculated according
to the amount of natural resources to be taken from the land or the sea.

Example 6.2.3.1

Mr Kasun owns an agricultural land which believes include certain minerals. Company
ABC is a mining company. In year 1 it pays Mr Kasun LKR 1 million for the right to enter
his property and test for the existence of this minerals. In year 2 Company ABC discovers
substantial quantities of various minerals and signs a 5-year agreement under which it
agrees to pay Mr Kasun what is described as a "royalty" of 5% of the value of minerals

The payment received in year 1 is not a "natural res because it is
not for taking resources from Mr Kasun's land but for y right
to take minerals would be merely supplementary to th right of

entry would be a licence and so be a "lease™ as defined’in s the LKR 1 million is
a payment made under this "lease", it is "rent" as defined 1 . It is clear that the

of Mr Kasun in holding his property. While nerally be considered a
business asset in the context of Mr Kasun S , it is only such an asset to
the extent to which it is used in the . ) g of the right of Company ABC
to enter the land does not invol d in the context of Mr Kasun's
agricultural business. To this land by Mr Kasun constitutes an
| ived from Company ABC constitutes rent from this
ulating his income from this investment, s. 7(2)(a).
nstitute a "natural resource payment" under
oses. As with the payment received in year 1,

liability s. 89

6.2.4 Dividend

"Dividend" is defined in s. 195(1) very broadly in terms of a payment derived by a member from
a company, paragraph (a) of the definition of "dividend" in s. 195(1). The concept of "payment"
imports a broad meaning as defined in s. 195(1) and so the concept of "dividend" covers all types
of in-kind payments and constructive distributions. Also included in the concept of "dividend" is
a capitalization of profits by a company, whether by way of a bonus share issue, increase in the
amount paid-up on shares or otherwise, and regardless of whether such amount is distributed or
not.
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However, the amount of "dividend" is reduced by any payment made by the member to the
company, debited to a capital, share premium or similar account, or otherwise constitutes a final
withholding payment or is included in calculating the income of the member, paragraph (c) of
definition of "dividend™ in s.195(1).

Definition of a “Dividend”

(a) a payment derived by a member from a company, whether received as a  division of profits,
in the course of a liquidation or reconstruction, in a reduction of capital or share buy-back or
otherwise;

(b) includes a capitalization of profits —

I.  whether by way of a bonus share issue, increase j
otherwise; and
ii.  whether an amount is distributed or not; and

p onshares or

(c) excludes a payment to the extent to which it is —
I.  matched by a payment made by the member to the
ii.  debited to a capital, share premium or similar account;

iii.  otherwise constitutes a final withholding g in calculating the
income of the member;

Dividend distribute by way of Bonus sh
shareholders in the company receive extr
of the shares (and any premium) by tr,

pays up the par or nominal value
the company's retained profits to

nd equal to the paid up value of the bonus shares.

' is amount may constitute a final withholding payment and
subject to a 61(1)(a), 88(1)(a) and First Schedule. When paid by a non-
resident compa

61(1)(b).

However, the issue of D shares potentially causes a reduction in the value of the existing
shares. In this situation, ¥ order for the final withholding payment to qualify as a cost, then it is
requiring that those costS and the costs for the existing shares are spread evenly across the bonus
shares and the existing shares. If the bonus shares are of a different class to the original shares,
the spreading must be proportionate to the market values of the different classes.
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Example 6.2.4.1

6.2.5

“interest” includes —

(a) a payment, including of a discount or premiu
return of capital;

(b) a swap or other payment functionally

6.2.6

Mr. A owns 100 shares in Company Z, a resident company. Mr. A paid Rs. 500 per share
for the shares. Company Z capitalizes profits and Mr. A receives in respect of his
shareholding a further 20 shares with a paid-up value of Rs. 300 per share. Company Z is
treated as distributing a dividend equal to the capitalized amount of the bonus shares, i.e.
Rs. 300 per share and will be liable to account for final withholding tax at the rate of 14%
on this amount. Mr. A has costs with respect to his existing shareholding of Rs. 500 per
share. Mr. A has costs of a further Rs. 300 per bonus share but requires Mr. A to spread
this amount and the costs of the existing shareholding evenly across the entire shareholding
after the issue of the bonus shares. In order to do this, Mr. A must calculate his costs of
his entire shareholding. This amounts to Rs. 56,000 ,000) +(20 x 300
= Rs. 6,000). Mr. A must divide this amount by t he now holds, i.e.
120. This gives adjusted cost of Rs. 467 per share. bsequently sells
10 shares for Rs. 5,500 he will realize a gain on d 500%ess Rs.
4,670) irrespective of whether Mr. A sells part of hi of his
bonus shareholding.

Interest

bt obligation that is not a

Interest to be asse ed from investment, loans, charges on unpaid debts,
and court awe

also an inte

Unpaid debt a gaSes by an additional amount and that also identified as interest.

Other receipts

Discount - Income from discounts means the gains derived from the casual discounting of bills of
exchanges etc. Gains arising from the discounting of bills of exchange, cheques, etc. in the normal
course of business considered as business income.

Charges - A charge is a sum received by a person under deed or an order of court which is secured
on the income or property of payer.
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Annuities - An annuity is a fixed sum receivable annually which is not a capital nature. The
payment of an annuity which should be made with reference to a year may be in periodic
instalment.

Example - Receipt of monthly payment after contributing of pension fund

Premiums - are payments received as a consideration for obtaining the right to use a property
rather than for the actual use of the property.
Example- Receipt of key money on letting a premise

6.2.7 Gift Received on Investment
“gift” means a transfer without consideration or a transfer with consider
market value of the property exceeds the market value of th

ion to the extent that the

6.2.8  Winnings from lotteries
Winnings from lotteries, betting or gambling are specifica i rom an
investment, s. 7(3)(e). However, no deduction is allowed for a rred on lotteries, betting
or gambling, s. 10(a)(1X). This prohibition against deduction does to amounts incurred
from conducting a business of gambling.

Example 6.2.8.1

Mr A won Rs. 1 million from a lo . 07000 on lottery tickets for that
draw. Mr A must recognize all R [ g'from an investment but may not
production of income from the
investment.
Assum operation. The illegality of the operation does not
axation. Mr A must recognize all income

come from a business, and he may deduct
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Chapter 7 - Capital gains

For income tax purposes capital gain is treated as an investment income. The type of income is
enumerated in paragraph (b) of subsection (2) of section 7 under source of investment income, as
follows:

“(b) gains from realization of investment assets as calculated under Chapter IV’ Accordingly,
Capital gains tax (CGT) is charged on the gains arise from realization of investment assets.

The “investment asset” is defined in section 195 of the Act as follows:

investment asset -
(a) means a capital asset held as part of an investment,

(b) excludes the principal place of residence of an indi
the individual continuously for at least two of those t

As defined in section 195,
capital asset —
means each of the following assets: -
i. land or buildings;
ii. a membership interestinac

7.1 Genera

In deciding the gain, theé"following factors need to be considered:
- Whether the asset is an investment asset as defined.
- the asset utilized prior to the realization was not in any manner connected to the business

- The gain calculated as explained below is does not exceed Rs. 50,000/- for resident individual
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7.1.1 Calculation of gains and liability (Section 36)

A gain is realized when an asset is sold or exchanged at a price higher than its cost. Similarly, a
loss occurs when an asset is sold for less than its cost. Gains or loss can be categorized as a business
income or investment income. If it is an investment income the gain is a capital gain and if it is
effectively connected to a business income, it is a trade profit and not a capital gain.

Therefore, a gain can be defined as a “Consideration received (Sec 38) for the asset or liability
exceeds the cost of the asset (Sec 37) or the liability (Sec 40) at the time of realization (Sec 39)”

= kkkkhkkikk

Consideration received

Less:
Cost of an asset or Liability

Gain or loss

7.1.2 Cost of the assets and liability (Section 37)

asset includes expenditure that incurred in acquiri
or any incidental expenses. The term incidental exf

s part offan employment income
e— Third Schedule
Ex: B@ as part of remuneration
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Calculation Summary of Section 37

Expenditure incurred to acquire the asset = FRdFdkdkk
(Including construction, manufacturing or production of the asset)

Add: Expenditure incurred to altering the asset = FRdFdkdkk
(Improving, maintaining, repairing)

Add: Incidental expenditure (acquiring or realizing) = FRRkRkk
(Advertising, transfer taxes, lawyer fee ...)

Add: Income amount =Selelelelalolalolol
Cost of an asset =Selelalaloleiololel

Special Note: Transitional Provisions - sec 203 (4)

According to the above provisions the cost of an investment a
30, 2017 is equal to the market value of the asset at that time.

by a perso tember

Example 7.1.2.1

6,000,000
4,000,000

100,000
60,000
75,000 4,235,000

Capital ga 1,765,000
Cost of an asse 2,000,000
Capital gain 176,500

7.1.3 Consideration received (Section 38)

Consideration received can be cash received or receivable by the person for an asset. The concept
of consideration can be form of exchange one property instead of payment is cash to another in
such a situation market value of the asset consider as consideration received.

Consideration received for an asset shall be,
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(a) Amount received or receivable on the realisation -cash
In the case of consideration received other than cash - market value
Ex: Exchange of asset to another asset

(b) Amount received in respect of owning the asset
Ex : Altering ,repairing

(c) Amount received or entitlement to receive in future — advance
I. Grant of an option

ii. Consideration received for an asset shall not include an exempt amount or final WHT.

Example 7.1.3.i

Company A is a land developer. During year 1 it g
of land as a bonus. The market value of the land i
included in calculating the income of Mr Z from the e
1. Mr Z sells the land in year 3 for Rs2.2 million.

Sale consideration
Less:

Cost of an asset 2,000,000

Capital gain 200,000
7.1.3.1 Grantofg
An option igfa 1 riter, and the grantee. Typically, the grantor
gives the ified quantity of something such as shares, land
or an
during a sp
Example 7.1.3.ii

B pays to ,0007000 for the grant of an option entitling the holder to acquire a

land from A fo .. Mr B subsequently did not exercise the option and sell the option

toMrCforRs2 N

Mr A Tax Liability

Consideration = 1,000,000
Cost = mmmeee-
Gain = 500,000
Mr B Tax Liability

Consideration = 2,000,000
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Cost of acquisition = 1,000,000
Gain = 1,000,000

7.1.3.2 Realization (Section 39 and 43)

Capitan gain arises when assets are sold, Section 39 (a) and (b) deal with the situation where person
apart with ownership of the asset physically by way of sold, exchanged, transferred, destroyed,
lost, expired etc. The death of person considers as realization of asset immediately before the death.

The special provisions given in the section 44,

Deem realization

Section 39(c) to 39 (f) discussed the matter of deem realiz . Thi whnership of the
assets is not actually transfer to another person, deem reali

7.1.3.3 Liability (Section 40)

Subsection (2) explains the special circumstances t
when person ceased to owe the liability by, of

e liability which will arise,

- Transfer, satisfy, cancel
- Death
- Change in rgsg

- This is discussed under % ess income.

7.2.2 Realization with retention of asset (Section 43)

In this section deemed realization and deemed reacquiring the assets of the person who realizes
assets in the manner set out in paragraphs (c) to (f) of section 39 are dealt with.

The way of calculation of gain or loss when deemed disposal take place should be made as per
section 43.
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Deemed disposal - refers to a situation where it is considered to have been disposed even that
investment asset has not actually transfer to.

Deemed proceeds of disposal — refers to a situation that the consideration deemed to have been
received and the value is equal to the market value, even though the consideration has actually not
received.

Deemed cost — refers to reacquire the asset and incurring expenditure of the amount equal to
deemed realization.

Example 7.2.2.1

A is a resident individual who owns apartments in Sri L

Lanka and decides to move India permanently Sec 70(3)
treated as realizing apartment situated in India immediat
in Sri Lanka but not his domestic asset in Sir Lanka.

Even though Mr. A does not sell his apartment situated in India ac ccording to section

39(f) it is considered as a realization. (deem realizati

Realisation
Sec 44 (b)

Person who acquig

ownership of asset equal to net cost

Acquisition cost = Net Cost

Therefore, by applying above formula, gain will not arise.
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7.2.4 Transfer of asset on death (Section 45)

Sections 39(b) and 40(2)(b) provide that an individual is treated as realizing all of his or her assets
and liabilities immediately before his or her death. In principle, the deceased is treated as receiving
net cost at the time of death in respect of the disposal. The result is that the death of an individual
is a non-taxing event as regards gains and losses on assets and liabilities. Instead, the person who
acquires ownership of the asset will be treated as having incurred the same net cost in acquiring
the asset from the deceased, and any gain derived by such person relative to the net cost upon
subsequent disposal will be taxed in the hands of such person.

This section provides for the transfer of any type of asset,
asset by way of transfer ownership to associate or giving gi
to general rule 46(1).

et of investment
ides exception

ritable institutions who
to the individual. If
d gain calculated

46(2) provided exception to the general rule for an individ
transfer land or a building situated in Sri Lanka for the associate i
individual transfers capital asset other than land and ing 46(1)

Example 04:

Mr. A transferred his asset to his building situated in Sri Lanka,

Applicable | Tax
Section liability
4 Land and build 46(2) No gain
4M Exempt Exempt
4 M 46(1) 2 M capital
gain

In the given scenario Mr. A and Mr. D are associates under section 46(3)(a) and also land is situated
in Sri Lanka. A residential house is exempted under Third Schedule. Unlisted shares are not
covered in the 46(2) then gain on realization of shares are subject to Capital gain tax and
calculation as follows
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Sale consideration 4,000,000
Less:

Cost of an asset 2,000,000
Capital gain 2,000,000

Section 46(4) permits the non —recognition of a gain that would otherwise require to recognized
where a person transfer ownership of a business asset. Subject to fulfillment of conditions.

7.2.6 Involuntary realization of asset with replacement (Section 47)

This section explains the CGT obligations if the CGT asset |

There may be a situation where a person receives mone oth) as
compensation when a person disposes of an asset involu ncg policy
against the risk of such an event happening). In this case, t efer the
liability to pay tax on any capital gain arising on the disposal i

e Realize an asset in manner set out in Sec 39 (a

e Acquires a replacement asset of same type, or after one year of
realization.

e Need to lodge a written election stating yo

If above conditions are satisfied.

If Compensation received
+ exceeds cost of replacement
asset

If cost of replacement asset
exceeds compensation
received
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Mr. A Purchased building and net cost Rs 2,500,000. Asset value as at 30.09.2017 Rs 3,000,000
and the asset destroyed due to fire and asset was insured and insurance claim received Rs
3,000,000. A replace the asset for Rs 2,500,000. Assumed that all three conditions are satisfied.

If Compensation received

Realization

= Net cost + exceeds cost of replacement
asset

Realization = 2,500,000 + 500,000 (3 M -2.5 M)

= 3,000,000
Cost of asset (Net cost) = 2,500,000
Gain/loss = 500,000 (3,000,000
Cost of replacement asset = Net cost + (If cos placement exceeds
compensation received)

=2,500,000 + 0 (4l

7.2.7 Realization by separation (Section 48)

Section 48 is another special rule. It deals watimthe situati 2 FIghts or obligations are created
with respect to an asset (or liability) own e taxpa §¢ primary issue in this sort of case
is whether the rights created amount t asset or whether the granting of the
i hands of the owner. If the rights or obligations are
tion of a new asset. If the rights or obligations are

who owns land grants a lease for more than 50
land. If the person grants a lease for less than 50

the lease.

Rights or obligatio
they cease to have effe appening of an event.
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7.2.8 Transfer by way of security, finance lease or instalment sale (Section 49)

How to calculate gain on realization on treasury bills.
Example 7.2.8.1

Mr X bought a treasury bill on 01.05.2018 for Rs 49,500,000. The T-bill’s term is 91
days and maturity value on 01.08.2018, is Rs 50,000,000. However, he sold it on
13.06.2018 for Rs 49,750,000. The effective yield rate was 4.05.

1. Calculation of interest =Purchase price * E Yie

held/365

er of days T —hill

=49,500,000*4:08%*44/3
= 241,668

2. Calculating capital gain
Sale consideration =Rs 49,7

Less: Interest =

Net Consideration

Less: Cost Rs. 49,500,000

The market val® et cost havelto apportionment between assets.

Administration Pro

7.2.10 Filling of CGT

A person disposing of a capital asset should be required to file a CGT return within one month
after the realization of the capital asset. The CGT tax is imposed on a transactional rather than
periodic basis. Consequently, a separate return must be file in respect of each transaction.

A person who fails to file tax return on or before the due date shall be liable to pay a penalty as
per Section 178.
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Ex: Mr X realized his land on 01.05.2018 and Mr X need to submit return on or before 01.06.2018.

7.2.11 Payment of CGT

The CGT payable by a person on the disposal of a capital asset should be due on the date for filling
the tax payer’s CGT return in respect of realization. Where the Commissioner General is satisfied
that an investment asset has been realised in two or more parts then instalment payment can be
paid and tax credit will be available.

Ex: Mr X realized his land on 01.05.2018 and Mr X need to submit return on or before 01.06.2018

7.2.12 Exemption

Capital gain exemptions are limited and mentioned in the Thi
e A capital gain that does not exceed an Rs 50,000 is exe

the total gains made by the resident individual from the rea

the year of assessment do not exceed Rs. 600,00

and where
of investment assets in

e This exemption is applying for the joint —
only if the total capital gain made by all t
the Rs 50,000.

he exemption applies
property does not exceed

Example 7.2.12.1:
The capital Galn arise from reali of land amountto Rs 1500,000/=. Land is owned by
ual share equal to 331/3%. but Rs 50,000 allowance

al portion. Then calculation as follows.

Rs.

= 150,000

= 331/3%

50,000
5,000

ach individual

Tax on Capital ga|
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e A capital gain arises by a resident individual on disposal of individual’s principle place of
residence is exempted provided it has been owned by the individual continuously for the
three years before being realized and lived in by the individual for at least two of those
three years (calculated on a daily basis)

e Gain made on realization of an asset consisting of shares quoted in any official list

published by any stock exchange licensed by the Securities and Exchange Commission of
Sri Lanka.

7.2.13 Capital Loss

As per Section 19(5) Capital loss cannot be set-off against deductible against

other forms of taxable income)

Q&
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Chapter 8 - Method of Accounting

As income tax is imposed under s. 2(1) for each year of assessment, the amounts used in calculating
income tax must be allocated to specific tax years. This allocation process is primarily detailed by
Chapter III, Division 1. “Year of assessment” is defined in s. 20. As a general rule, the year of
assessment is the year ending 31 March. Therefore, the year of assessment 2018 is the period from
1 April 2017 to 31 March 2018. A company or trust can apply to the IRD for a change to the last
day of the year of assessment, s. 20(2). The IRD will generally approve such applications where
the accounting year end of the company is not 31 March. If so approved, the IRD may impose such
reasonable terms and conditions as it may consider necessary or desirable to ensure that tax is
properly accounted for.

As a general rule, taxpayer should adopt a cash or accru
computes the person’s income, s. 21(4). However, busines
on an accrual basis, and all individuals must account for e
cash basis, s. 21(2) and (3). Cash basis accounting and accru
22 and 23 of the Act. In determining the timing of inclusio,
person’s income, one must follow generally accepted accountin iples, unless otherwise
provided by the Act, s. 21(1).

Two of these, namely, reverse of amounts (incl long- term contracts, are
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Chapter 9 - International

9.1 Residence & Source

Sri Lanka bases its income tax on the usual dual jurisdictions of residence and source. Residents
are taxable on their worldwide income whereas non-residents are only taxable on their income that
has a source in Sri Lanka. The concept of residence is set out in s. 69 and the concept of source
ins. 71.

9.1.1 Residence — Individuals& Others (Section 69)

A. Individual
Individual’s residency is decided based on two Prim

est and idual Test

Primary Test

Person is considered to be a resident in Sri Lanka, if he;

i. Resides in Sri Lanka - para (1)(a)

As there is no definition for “reside”., therefore genera 1 .
e Availability of a permanent home in SL, indivi amily in SL would
amount to reside in SL.

e Ispresentin Sri Lanka for 183 days or more assessment- para (1)(c)

Residual Test

Is a Gove

the management and control of the affairs of a partnership is considered to be exercised in Sri
Lanka during that year of assessment, if at least one of the partners of the partnership is in Sri
Lanka during that year, unless it can be demonstrated on the facts that none of the partners in Sri
Lanka has any management and control over the business of the partnership.
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C. Trusts
A trust is considered to be resident in Sri Lanka if;
I.  Atrust settled or established in Sri Lanka— para (3)(a).
ii.  one of the trustees of the trust is resident in Sri Lanka — para(3)(b)
iii.  a resident person directs or may direct senior managerial decisions of the trust,
whether the direction is or may be made alone or jointly with other persons, or
directly or indirectly — para (3)(c).

D. Companies
A company is considered to be a resident in Sri Lanka, if;

i. A company was incorporated or formed under the laws of Sri Lanka — para (4)(a).

ii.  Itsregistered or principal office is in Sri Lan

iii. if at any time during the year of assessme nd control of the

affairs of the company are exercised in Sri

The decision-making body of a company is usually i i here is
more than one decision-making body in a company, t ement and rol of the
business of that company lies with the body holding the p nt authority on major
guestions of policy. The residence of a company is to be dete s actual place of
management and control, based on the act
through the interpretation of the constitutio

Change of r | is treated as a resident in Sri Lanka only by reason of
paragraph (c) o tion 69, shall be so resident from the start of the one hundred
and eighty-three- Ot a person who is resident in Sri Lanka during a year of

assessment shall be tree esident for whole of the year.
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9.1.2 Source - Section 71& 72

Calculation of Foreign Source Income/Loss — Section 71
e Employment income/loss from foreign source =

Worldwide income/loss from employment
Less
income from Employment in SL

e Business or Investment income/loss from foreign source =

Worldwide income/loss from Business or |
Less
income from Business or Investme

- Anunrelieved loss for the year from that business and a leved loss of the person
any of the previous six years of assessme y other business.
- Ifaloss were a profit and it could be ta ss shall be deducted
only in proportion to the same reduce

- unrelieved forei vestment could be deducted only
source income from an investment.
0ss from business could be deducted only from a

. The domestic asset and liabilities related amounts under s. 72(1)(a) specifically comprise
the following:

(@) consideration received in respect of domestic trading stock of a business, s. 6(2)(b);

(b) gains as calculated under Chapter 1V from realization of
(i) capital assets and liabilities of a business, s. 6(2)(c);
(if) investment assets, s. 7(2)(b); and

(c) balancing charges to be included by the Fourth Schedule on realization of depreciable
assets of a business, s. 6(2)(d).
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B. Other types of payments -Payments with a source in Sri Lanka under s. 72(1)(b) are set out
in an exhaustive list under s. 73(1). [anything not covered under s. 73(1) is treated as foreign
sourced, s. 73(2)]. Some of the main types of payments deemed to have a source in Sri Lanka
under s. 73(1) include:

@ payments received in respect of employment to the extent derived in respect of
employment exercised in Sri Lanka, regardless of where they are paid, or if paid by
or on behalf of the Sri Lanka Government, regardless of where employment is
exercised, s. 73(1)(a);

Example:9.1.2.1

Mr Z works as a software engineer for a software fe
Company A has entered into an agreement wit
Company A will help Company B develop a new so
to India for three months as part of this project to p
onsite. Mr. Z’s annual salary is LKR 800,000.

As Mr Z has exercised employment in Sri Lanka for o

any, Company A.
ia, under which

LKR 600,000 (i.e. one quarter of LKR 800,000) of his wa a source in Sri
Lanka, s. 73(1)(a)(i). The remaining LKR s. 73(2)
Nevertheless, as Mr. Z is resident in Sri La (c), he will be taxed
on his worldwide income and therefore all

Assume now instead that Mr. Z works as & for the Government of Sri
Lanka and has been seconded for ‘ partment of Statistics of the
government of Country C to learn pftiare are customized and employed
by the Department of Statistic and how this can be 5|m|IarIy used

pt where it is an expense of a business carried on through a
ent outside Sri Lanka, s. 73(1)(c)(i);

as an expense of a business carried on through a permanent
5ti Lanka, s. 73(1)(c)(ii);

Example 9.1.2.2
Consider the facts in above Example. Assume that Mr A has obtained two business loans,
one for his retail store in Sri Lanka and one for the store in India.

In year 1, Mr. A is still a tax resident. Therefore, interest paid on the loan for the Sri Lanka
store in year 1 will have a Sri Lanka source, but not the interest for the loan for the India
store (which is foreign sourced) as it is the expense of a business carried on through a
permanent establishment outside Sri Lanka (even though it is paid by a resident person), s.
73(1)(c)(i).

In year 2, Mr. A is a non-resident. The interest paid on the loan for the Sri Lanka store in
year 2 will still have a Sri Lanka source as it is the expense of a business carried on through
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a permanent establishment in Sri Lanka, s. 73(1)(c)(ii). The interest paid on the loan for
the India store in year 2 continues to be foreign sourced as it is paid by a non-resident
person and is not the expense of a business carried on through a permanent establishment
in Sri Lanka.
(F) rent paid for the use of, right to use or forbearance form using an asset situated in
Sri Lanka, s. 73(1)(f);

(9) payments received by a person who conducts a telecommunication or electronic
communication business where the messages transmitted by apparatus established
in Sri Lanka, even if the messages do not originate in Sri Lanka, s. 73(1)(i); and

(h) all residual fees and payments (including service fees) for or attributable to service
rendered or a forbearance from rendering serviges, in Sti kapregardless of the
place of payment, or if paid by the Sri Lan
of rendering or forbearance, s. 73(1)(j).

9.2 Double Taxation Agreements (DTA) & Mutual Ad
(MAAA)

Division Il - Section 75
Bilateral or Multilateral Agreements; Double
Administrative Assistance Agreements would b i roved by Parliament, and

published in the Gazette by the Minister.

Double Taxation Agreement is an inte ating to the avoidance of double

persons - 30%o of the underlying ownership or control of that body is
held by res ividu@l or individuals of that contracting state or,

b. Company — Liste the other contracting state.

As at 01.01.2018 there are 44 bhilateral DTAAS in forced in Sri Lanka and is as follows;
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DETAILS OF SRI LANKA DOUBLE TAXATION AVOIDANCE AGREEMENTS IN FORCE

As at 30.04.2017
Date of Entry into Operative
Date of Force in
Gazetted
Country Signing the Datg _of _ Exchange of | Sri Lanka
Notificati | Instruments
Agreement | Gazette Date on of From the
Year of
No. ratification Asst.
18-Dec- 8-Apr-
1 Australia 1989 657/2 1991 - | 21-Oct-1991 1992/93
7-Apr-
2 Bangladesh 24-Jul-1986 448/13 1989/90
3 Bahrain 24-Jun-2011 1847/51 2015/16
9-Apr-
4 Belgium 3-Feb-1983 292/6 1984
13-Jul-
5 Canada 23-Jun-1982 253/8 1986/87
11-Aug-
6 China 2003 1374/20 | 6-Jan-200 2006/07
Czechoslovakia
7 (Czech Republic) 23-Feb-1979 24/19 1979/80
22-Dec-
8 Denmark (Rev.) 1981 228/15 1980/81
9 France 17-Sep-1981 1982/83
18-May-
10 Finland 1981/82
31-Oct-
11 Germany (Re 1980 - | 21-Oct-1982 1982/83
6-Jan- 29-Mar-
12 2005 2005 - 2005/06
17.09.201 | 23.10.201
313 23.10.2014 2014/15
21-Oct-
789/10 1993 - | 21-Jun-1994 1995/96
6-Jun-
15 Iran 1187/16 2001 - | 26-Dec-2001 2002/03
5-Nov-
16 Italy 322/4 1984 - 9-May-1991 1978/79
29-May-
17 Japan 14803/5 1968 - | 22-Sep-1968 1969/70
28-May- 29-Mar-
18 Korea 1984 342/11 1985 - | 20-Jun-1986 1980/81
18-Jul- 23-Feb-
19 Kuwait 5-Feb-2002 1245/19 2002 2004 - 2002/03
22-May- 14-Oct-
20 Malaysia (Rev.) 16-Sep-1997 1028/21 1998 1998 - 99/2000
12-Mar- 15-Jan- 2-May-
21 Mauritius 1996 958/10 1997 1997 - 1998/99
26-Jan- | 31-May-
22 Nepal 6-Jul-1999 1116/6 2000 2000 - 2001/02
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17-Nov- 26-Jan- 24-Jan-
23 Netherlands 1982 281/13 1984 1985 - 1979/80
27-Jul-
24 Norway (Rev.) 1-Dec-1986 464/4 1987 - 8-Mar-1988 1989/90
26-Jul- 23-Oct-
25 Oman (Limited) 26-Jul-1994 881/7 1995 1995 - 1979/80
17-Sep-
26 Pakistan (Rev.) 15-Oct-1981 210/171] 1982 | ) - | 18-Jun-1983 1983/84
J 21-May- | [
o 123717 2002 | g pec-
27 Philippines 11-Dec-2000 } 200t 2009 2010111
1256/27 2002
Poland 27-Feb-
28 (Parliament) 25-Apr-1980 130 1981 1984/85
29 Qatar 7-Nov-2004 1422/10 2008/09
30 Romania 19-Oct-1984 371/9
31 Russia 2-Mar-1999 1101/22 2003/04
Saudi
32 (Limited) 16-Dec-1999 1101/23 1983/84
Singapore
33 (Revised) 3-Apr-2014 1993/11 2018/19*
34 Sweden (Rev.) 23-Feb-1983 297/28 - 1985/86
35 Switzerland 11-Jan-1983 14-Sep-1984 1981/82
36 Thailand 14-Dec-1988 27-Feb-1990 1990/91
37 U.AE. (Li - 1979/80
U.AE.
2 - 2004/05
- 1977/78
398/4 - }
2004/05
U.S.A.Protoco 1298/8 12-Jul-2004
24-Jul- 28-Sep-
40 Vietnam 1455/9 2006 2006 - 2007/08
20.11.201 | 26.03.201
41 Seychelles .09.2011 1837/14 | 3 4 2015/16
26.11.201
42 Luxembourg 31.01.2013 1838/9 | 3 2015/16
26.11.201
43 Palastine 16.04.2012 1838/8 | 3 2015/16
20.11.201 | 12.02.201
44 Belarus 26.08.2013 1837/13 3 4 2015/16
SAARC 13.10.2005 144713 2006.5.29 ‘ 2011/12

* With regard to WHT in Sri Lanka the effective in Sri Lanka from 1% January 2018.
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An updated list is provided in the IRD Website.

9.3 Foreign tax credit

As for the purpose of section 80 a resident person may claim foreign tax credit for a year of
assessment on any foreign income tax paid by the person and to the extent to which the foreign
income tax is paid with respect to the person’s assessable foreign income for the same year of
assessment.

Section 81 sets out the manner in which foreign tax credit m
respect of foreign income tax paid within 2 years after the
income is derived by a resident person. There are a n
limitations to a claim to foreign tax credit.

y tax payable in
hich such foreign
strictions on or

- Foreign tax credit shall be calculated separately for each ye ately for
assessable foreign income from each employment, busine§s, ent or other source and
further separately for each gain from the realisation of an mvest

- Foreign tax credit may generally only be claimeg ual or a resident
company. A resident partnership as an entity is pét e gn tax credit, except
to the extent that the foreign tax paid is in relatig he gealization of an investment
asset. Similarly, a resident trust as an entlty Isn oreign tax credit on foreign
tax paid on its income in respect of w i stead of the trust) is liable to tax,
except to the extent that such income ary is liable to tax consists of gains

from the realisation of an investm

on the forel@ paidin respect to the foreign rental income but will be entitled to do
so on the fore X paid in respect to the gains from the realisation of the foreign
investment assets. However, Mr Z will be entitled to claim foreign tax credit on the

foreign tax paifl'in respect to the foreign rental income.

- The foreign tax credit allowable for set off against the Sri Lanka tax payable on each type of
income or for gains from realisation for each asset, the maximum amount of foreign tax credit
claimed may not exceed the average rate of Sri Lankan income tax of the person for the year
applied to the person’s assessable foreign income, s.81(b). The average rate of Sri Lankan
income tax of the person is computed as follows:
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(A/B) * 100%

Where;
A - tax payable by the person on his taxable income (before foreign tax credit is
applied),
B - the taxable income of the person for the year.

This average rate of Sri Lankan income tax of the person is applied to the assessable foreign
income of the person, i.e. foreign sourced income included in the assessable income of a resident
person for a year of assessment from an employment, business, investment or other source, as the
case may be. The resultant value will be the maximum amo forei edit available to
the person. To the extent that the actual foreign tax paid is | mum amount, only
the actual amount of foreign tax paid will be allowed as a forei

- Any foreign tax credit that is not fully utilized in the year ied’back to
an earlier year of assessment or carried forward to a subse

Example 9.3.2:
Company A is a resident of Sri Lanka with LK come with a Sri
Lanka source and LKR 200,000 of foreign so i m Country Z for the
year of assessment 2018. Assume Company Ali on the LKR 200,000 at

40%, i.e. LKR 80,000.

Company A, being a resident, is ta i come, i.e. all LKR 1 million of
business income, at 28%, i.e. L . ate of Sri Lankan income tax will

assessment 2018 will be LKR 56,000, i.e. 28% *
R 56,000 of foreign tax credit against its Sri

asset cannot be u
of another investme

against the Sri Lanka tax payable on gains from the realisation
, even if they are of the same class or type of asset. See s. 81(a).

Example 9.3.3:
Mr. A is a resident and has the following types of income:
Business A

Sri Lanka sourced business income — LKR 2 million
Foreign sourced business income — LKR 1 million

Business B
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Sri Lanka sourced business income — LKR 400,000
Foreign sourced business income — LKR 2 million

Investment C
Gains from realization of foreign investment assets — LKR 500,000

Investment D
Gains from realization of domestic investment assets — LKR 800,000

Assume the foreign tax rates for the foreign sourced business and investment gains are the
same at 40%. This means Mr A has paid LKR 400,000, LKR 800,000 and LKR 200,000
of foreign tax on business A, business B and invest
Tax payable for business A — LKR 360,000 (progre
Tax payable for business B — LKR 240,000 (progre
Tax payable for investment C — LKR 50,000 (10%)
Tax payable for investment D — LKR 80,000 (10%)

Mr. A’s average rate of Sri Lankan income tax in re iness A, business B and
investment C is 12% (LKR 360,000 tax payable d|V|ded by L Ilion taxable income),
10% (LKR 240,000 tax payable divided by LK ncome) and 10%

C a "source-by-source" and
"asset-by-asset” basis will be LKR 120,00€ ed income for business A
(12% * LKR 1 million), LKR 200 i ed income for business B (10% *
LKR 2 miIIion) and LKR 50,000 gains (10% * LKR 500,000).

R 240,000 less LKR 200,000)
50,000 less LKR 50,000)
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Chapter 10 - Transfer Pricing

Act provides separate provisions in Section 76 and 77 to deal with transfer pricing respectively for
international and local transactions. Section 76 and 77 requires that all transactions between
associated enterprises in Sri Lanka shall be at arm’s length price. The arm’s length price to be
determined having regard to the application of the most appropriate method to the facts and
circumstances of the case from any of the methods specified by Commissioner General in Transfer
Pricing Regulations. Commissioner General is to issue Regulations specifying Transfer Pricing
Rules.

10.1 International Transaction

International transaction is defined in Section 76 to be sactio en two or more

associated enterprises, either one or both of whom are non-tesidents, in the f;

- purchase, sale or lease of tangible or intangible property,

- provision of services,

- lending or borrowing of money or

- any other transaction having a bearing on the income, gain or p
associated enterprises, and

- any allocation or apportionment of, or any contrj
be incurred in connection with a benefit, servi
one or more of such associated enterprises
between two or more such associated en i

0Ssses or assets of such

ense incurred or to
to be provided to any
greement or arrangement

10.2 Permanent Establishment (P
For the purposes of section 76 and son includes a PE. A PE is deemed to be a person in
Sri Lanka and a ion in Sri Lanka and its Head Office and other related

branches are o distinct and separate entities.

For the g ;

- any per anches or establishments in Sri Lanka in relation to any
country wi en entered into on avoidance of double taxation agreement

- if there is no d@ : idance Agreement, any business connection or a fixed place of
business through business of the enterprise is wholly or partly carried out
irrespective of the n of days of such business carried out in Sri Lanka;

e TP Audit Procedure - Transfer pricing issues on international transactions and local
transactions are to be audited by transfer pricing officer and an Assistant Commissioner
respectively and issue a preliminary order to the Technical Review Committee (TRC). TRC in
reviewing the determined arm’s length price in the preliminary order shall confirm, reduce or
enhance the determined arm’s length price. If all the members of the TRC are in agreement to
issue a final order and if not so to issue an interim order.
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A taxpayer in receipt of an interim order if dissatisfied of such order, can communicate such
dissatisfaction to the Dispute Resolution Panel (DRP). An order issued by the DRP and an interim
order that is not referred to the DRP by a taxpayer would also be consider as a final order.

A notice of assessment would be raised in accordance with the final order. Commissioner General
would further specify the applicable audit procedure in the Transfer Pricing Regulations.

e Technical Review Committee & Dispute Resolution Panel — Commissioner General to
specify the composition of TRC and DRP in Transfer Pricing Regulations.

e Limitation of the application of provisions of Sec 76 & 77 — The provisions of section 76

- reduction of income, gain or profit chargeable t
- increase of loss.

77(5).
“safe harbour” means circumstances in which the
simplification measure that shall accept the transfg
conditions;

agreement or international agreeme utual administrative assistance in relation to taxation
matters. Sri Lanka y Mutual Administrative Assistance Agreements.
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Chapter 11 - Rules governing on taxation of types of persons

11.1 Individuals

11.1.1 Qualifying Payments and Reliefs for Resident Individuals and Entities

Qualifying payments and reliefs, if any, should be subtracted in computing the taxable income of
a person for a year of assessment, under S. 3(1). Note that qualifying payments, if available, may
be deducted by any individual or entity regardless of such |nd|V|duaI or entity tax residence status.
In contrast, only resident individuals may avail themselves
paragraph (2) of the Fifth Schedule to the act (except the relief
Fifth Schedule).

Broadly, qualifying payments are donations made to the
(including funds established by the Government and apgfrov S establlshed by local
authorities), as well as certain statutory bodies and funds i ns. On the other
hands, reliefs, are generally allowable as long as the p ka for tax purposes
and meets the qualifying conditions.

11.1.2 Qualifying payments

Paragraph 1(a) of the Fifth Schedul
institutions. Only monetary donati

qualifying paym

the act, deal donations to approved charitable
e to approved charitable institutions are treated as
on the amount of monetary donation that can be

ed by the Government and approved funds established by
statutory bodies and funds. Profits remitted by a public

also qualifying paymé
is required by the law ung@

paragraph 1(c) of the Fifth Schedule to the act, if such remittance
ich the public corporation is established.

Contrasting donations made to approved charitable institutions, a donation or remittance under
paragraph 1(b) or (c) of the Fifth Schedule to the Act need not be in monetary form (i.e. Donation
can be made in money or otherwise) and is not subject to any cap.

No provisions available to carry forward any excess payments over the taxable income, to
subsequent years of assessment to any donations made under paragraph 1(a), 1(b) or 1(c) of the
Fifth Schedule to the act. However, could be claimed up to the limit of taxable income of that year
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of assessment. The following table explains the cap applicable for donations made to approved

charitable institutions.

Donations made to

Maximum amount deductible

institutions (in  money or
otherwise)

Individual Entity
Approved charities (Monetary | Lower of: Lower of:
donations) » 1/3 of the taxable > taxable income
income or
LKR 75,000 00
Government or Prescribed | 100%

Example 11.1.1-1

Mr. Kamal has taxable income of Rs 3 millig

11.1.3 Basic relief

ent 2018. In that year,
aluable furniture worth Rs
e also made a donation of Rs
dhist and Pali University.

Resident individuals aré”entitled to a basic relief in the amount of Rs. 500,000 for each year of
assessment, paragraph 2(a) of the Fifth Schedule to the Act. However, this does not apply to an
individual in his capacity as a trustee, receiver, executor or liquidator. The relief may be deducted
against the taxable income of an individual except to the extent that the taxable income
comprises gains from the realization of investment assets.
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Example 11.1.1.3-1
Mr. Anil has received Rs 400,000 of business income and Rs 600,000 of gain from the
realization of a portfolio of unlisted shares that he has held as investment for the year of
assessment 2018/19. Assume Mr. Anil has no any other income and is tax resident in Sri
Lanka for that year of assessment.

Mr. Anil is entitled to apply the basic relief against his business income of Rs 400,000 but

not against the investment gain of Rs 600,000. Accordingly, his taxable income will be Rs
600,000. The excess relief of Rs 100,000 will be disregarded.

11.1.4 Employment income relief

Resident individuals are entitled to an additional employm
700,000 for each year of assessment, paragraph 2(b) of the

income except gains from the realization of investment assets, th
only available to resident individuals and can only be se

Example 11.1.1.4-1
Mr. Basil has received,

employment income Rs 800,000

business income Rs 200,000

investment income Rs 400,0,

of investmen :

prising Rs 1007000 of gains from realization
Rs 300,000)

to any relief in re of the gains from realization of investment assets.

To maximize his'relief, Mr. Basil will offset his Rs 500,000 basic relief in full against his
business income (Rs 200,000) and dividends (Rs 300,000), and he can claim employment
income relief of Rs 700,000 in full against his employment income (Rs 800,000), result in
a taxable income of Rs 100,000 from employment and Rs 100,000 from realization of
investment assets.
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Example 11.1.1.4-2
Mr. Ananda has received Rs 1.5 million income from his employment for the year of
assessment 2018/19. Assume Mr. Ananda has no any other income and is tax resident in
Sri Lanka for that year of assessment.

Mr. Ananda is entitled to apply the full basic relief and the full employment income relief
against his employment income, resulting in taxable income of Rs 300,000, (Rs 1.5 million
less Rs 500,000 basic relief and Rs 700,000 employment income relief).

Example 11.1.1.4-3
Ms. Mala has received,
employment income Rs 600,000
business income Rs 500,000

for the year of assessment 2018/19. Assume Ms. Mala has no come and is tax

ent income of Rs 600,000,
Rs 700,000 and also entitled to
ent income of Rs 600,000.

Ms. Mala is entitled to apply the basic relief
business income of Rs 500,000 andd
apply the employment income reli inst her

11.1.5 Rental inco

Resident individuals who @efive investment rental income are entitled to a rental income relief in
the amount of 25% of th€total rental income for each year of assessment, under paragraph 2(c) of
the Fifth Schedule to the Act. This relief is available only where the resident individual does not
claim any actual expenditure for repair, maintenance and depreciation of the investment asset.
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Example 11. 1.1.5-1
Mr. Gayan owns Company A which is in the business of office space rental. Company A
derives business rental income of Rs 4 million. In addition, Mr. Gayan has inherited a
residential property from his late father, which he does not use as his principal residence
but instead rents it out for Rs 1 million for a year. Assume that he has not claimed
deductions for actual expenditure for repair, maintenance and depreciation of the
residential property.

He is entitled to apply the full Rs 500,000 basic relief as well as the full rental income relief
of Rs 250,000 (25% of Rs 1 million) against his investment rental income, resulting in
taxable income of Rs 250,000 from the investment rental income.

not an individual,

ssets and not as
actual
4 and

Company A will not be entitled to the rental relief
and because of the reason that, the office buildings
investment assets. However, Company A is entitl
expenditure for repair and improvements of the
depreciation allowances under S. 16.

11.1.6 Senior citizen interest relief

Interest paid to a resident individual is a final wit i : at, Bnder S. 88(1)(b). As such,
the basic relief is not available against such intere ( . However, senior citizens
(defined in S. 195) are entitled to a relief u
of interest income derived from a financi

exceed the relief of Rs 1.
declaration in determinigg

ion. In such a case, the primary financial institution will rely on the
Its withholding obligations.
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Example 11.1.1.6-1

Mr. Ananda is a senior citizen in the year of assessment 2018/19 and he holds savings
account and a fixed deposit account with Bank A. He will be receiving Rs 1 million interest
income from the fixed deposit and Rs 500,000 million interest income from the savings
account (Rs 1.5 million interest incomes) with Bank A in the year of assessment 2018/19.
Mr. Ananda has no accounts with any other financial institutions, and he provides a
declaration to Bank A informing that his interest income for the Y/A 2018/19 does not
exceed Rs 1.5 million.

Bank A will rely on Mr. Ananda’s declaration, not to withhold tax,on the Rs 1.5 million of
interest paid by Bank A to Mr. Ananda in the year o

In the second scenario, a senior citizen account holder decl
on the account(s) with financial institutions, exceeds the re
withholding tax on excess amount of Rs 1.5 million. In such i i tion will
rely on the declaration and should deduct withholding tax on ount declared in the
declaration.

In the third scenario, a senior citizen account holdg has availed in respect
of the interest receivable from the monies deposite ts and therefore, to deduct
withholding tax on the total interest incom h a case, the financial institution

deposit and Rs 500,000 interest income from the savings
incomes) with Bank A. Mr. Silva receives Rs 250,000 of

He should provi€ aration to bank A under the second scenario, on the amount of Rs
500,000 which is irexcess of relief Rs 1.5 million rupees to deduct withholding tax in the
year of assessment 2018/19.

Further, he should provide a declaration to Bank B, to deduct withholding tax on total
interest of Rs 250,000, since he has enjoyed the full relief of Rs 1.5 Million on the interest
income of other accounts. Therefore, withholding tax should be withheld for the year of
assessment 2018/109.
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Further, individuals cannot subsequently claim a refund from the IRD for any tax withheld by any
of the banks/ financial institution as a result of improper designation and declaration.

If, after providing a declaration to a financial institution as not to deduct withholding tax for a year
of assessment, a senior citizen discovers that he or she has received or will be receiving total
interest of more than Rs 1.5 million from all the accounts holding in financial institutions, the
senior citizen should immediately provide correct declaration to the financial institution.

In addition to that, the senior citizen must also revise the declaration to the withholding financial
institution to reflect any change in the unutilized relief amount as a result of the change in the
composition of non-withholding financial institutions.

11.2 Partnerships

“partnership” is an association of two or more individuals or
jointly for the purpose of making profit, irrespective of wh
writing; s. 195.

ociation is recorded in

The partners must have separate legal personalities
association to be in writing. It could be oral or eve ‘ uct, depending on the facts
of the case. Where two or more independe [ pusiness either on a continuing

between the parties creates a separate ype of entity is created. If no entity
is created, the parties will conti duct their independent business and any activities
involved in the ioned between the parties and attributed to their
independent b iities will be sufficient to create a partnership

as a person for the purposes of the Act and will have to
e income of the parties who have become its partners. So,
partnership is created or whether activities of independent

two or more persons conducting a business jointly. The partners
of each other.

In principle a partner
conduct the business on 1

If the parties merely agrée to co-operate to achieve a particular business project or objective, they

do not intend to conduct business on behalf of each other and continue to conduct business on their
own behalf.

90



Important factors in distinguishing mere co-operation from a partnership:

- Co-operating parties continue to conduct their businesses independently of each other, i.e.
they do not conduct business jointly or on behalf of each other.

- The term of co-operation is limited, it is to achieve a particular business project or objective
and there is no intention for a continuing relationship. By contrast, a partnership forms the
basis of cooperation on many projects.

- Contributions by co-operating parties to the project are often in-kind in the form of labour
or assets that are provided to the project in the ordinary course of the party’s own business.

- The profit to be derived from the project is not in a fixed proportion between the co-
operating parties but may vary depending on how each party performs their responsibilities
under the project.

Example 11.2.1
Company A runs an earthmoving business. Compa
They sign an agreement with the Government to build
co-operation agreement setting out the terms under
machlnery to the prOJect and how they will d|V|de the proflts

ill provide labour and
he co-operation
. The agreement

Company A and Company B are ng LTI ot agreed to conduct a business
jointly. They have merely agreed ach other on this particular project.
They each continue to run thei i Or each of them, this project is merely
. Their co-operation is not recognized as an entity

arties will hold shares in the entity and the entity
-operation and afterwards may be liquidated. This type of
a joint venture", particularly where it involves co-operation
between both fo arties. As a company under the Act, such a joint venture must
calculate its incom@ those of its joint venture participators.

As defined in s. 195, a pa
debts of the partnership is

hip in which at least 20 of the partners have limited liability for the
gpecifically deemed to be a company for the purposes of the Act,

All the business activities of a partnership are treated as conducted in the course of a single
partnership business, s. 53(6). While a partnership exists to carry on business for the purpose of
making profits, it does not preclude the possibility of a partnership owning investment assets where
such assets are not related to the business activities. Assets owned and liabilities owed by partners
in common are treated as owned or owed by the partnership and not by the partners, s. 53(5).
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Example 11.2.2

Mr. A, Mr. B and Company C have entered into a partnership to jointly carry out a retail
business, with their partnership interests being 25%, 25% and 50% respectively. In the
course of setting up the retail business, Mr. A, Mr B and Company C comes across a
commercial space which is selling for a very low price, but due to the location of the
commercial space, is not suitable for their retail business. Mr. A, Mr. B and Company C
nevertheless decided to purchase the commercial space and own it in common. The
commercial space is rented out to a third party for rental income. The commercial space
is held as an investment asset by the partnership.

A partnership in and of itself does not have a separate legal personality. However, for income tax
purposes, a partnership is treated as an “entity" but will not be sedt ongits taxable income

business and investments for a year of assessment will income of the
partnership for the year, s. 54(1). Similarly, a partnership’s i i inv@stments

A partnership is liable to pay tax on withholding payments andon
investment asset but is not liable to pay tax on the rest of its taxable i .53(1) and (2). What
[ the realization of
an investment asset of the partnership) will be all e partners, who are
liable to pay tax on their proportionate share of pa i at théir respective personal or
corporate tax rate, ss. 53(3) and 55(3)(c).

Gains from the realization of an investm
the partnership as an entity at 10%.
of capital gains unde
investment asse
partnership

non-comphig

ip is responsible for filing a return
s derived from the realization of the partnership’s
at gain, s. 96(2). Any one of the partners of the

As ageners : i er into arrangements with its partners and such arrangements
will be recog 53 (7). However, the Act specifically identifies two types of
arrangements b 3 partnershipiand its partners which will not be recognized.

These are:
(a) loans made by
(b) services provig
or an employee).

ers to a partnership and any interest paid under such loans; and
2d by a partner to a partnership (whether as an independent contractor

In such cases, the loan or service (as the case may be) would be treated as a contribution made by
a partner to the partnership and would be relevant in determining the share of that partner in the
partnership, s. 53(7). This is to prevent partnerships from disguising partnership distributions to
partners as interest, service fee or wages.
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Under general law, a partnership ceases to exist once there is a change in the composition of its
partners. Section 53(8) deems a partnership to continue to exist even if there is a change in the
composition of partners, as long as at least two of the existing partners continue to exist.

Taxation of Partners

As discussed above, the partners of a partnership are required to account for tax on their respective
proportionate share of partnership income. The share of partnership income of a partner is
determined based on the partner’s percentage interest in any income of the partnership as set out
in the partnership arrangement, s. 55(5). The proportionate share of partnership income or
partnership Ioss aIIocated to each partner retalns its character as to type and source, s. 55(3)(a).

Example 11.2.3
Mr. A and Company B are equal partners in a par

of the taxable income of Mr. A and compan sment 2018/2019.
Partnership has deducted 8% WHT fro ip i e and paid to the
Department.

Business income of the partnership = Rs. 2,000,000
Investment income of the partners =Rs. 500,000
Partnership income Rs. 2,500,000
8% WHT on pa = Rs. 2,500,000*8%
= Rs. 200,000
=Rs. 1,250,000
=Rs. 1,250,000
= 1,250,000
Less: Allowance = (500,000)
Tax payable on = 750,000
@ the rate of 49 = (600,000) = Rs. 24,000
@ the rate of 8% = 150,000 = Rs. 12,000
Total tax = Rs. 36,000
Less: WHT credit 1,250,000*8% = Rs. 100,000
Refundable = Rs. 64,000
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Tax payable by company B

Partnership share of company B = Rs. 1,250,000

Tax payable = Rs. 1,250,000 * 28%
= Rs. 350,000

Less: WHT credit = 100,000

Balance tax payable = Rs. 150,000

The partners (and not the partnership) are liable to pay tax with respect to the taxable income of
the partnership.

However, each partner’s share of the partnership income is s
at the rate of 8% which becomes creditable to the partner
that partnership income. The withholding tax does not ap
that includes a gain from the realization of an investment a
on assessment by the partnership, s. 53(9).

retalns its character as to type and source, s. 55(3)(a). It is the prece of a partnership
h rtnership income,

will be allocated to each partner proportio share and treated as paid by the
partner, s. 55(4).

In addition to tax on pa3 ip i rtners are also required to pay tax on any gains on
disposal of interg i . Such gains are treated as income from business in
the hands of 4 , d in accordance with Chapter iv but subject

.
e when someone’s too young to handle their affairs

e when someone cannot handle their affairs because they’re incapacitated
o to pass on assets while person is still alive

e to pass on assets when person die (a ‘will trust”)

e under the rules of inheritance if someone dies without a will
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Trusts involve:
» Settlor

The person who puts assets into a trust and decides how the assets in a trust should be used called
settlor- this is usually set out in a document named the ‘trust deed’. Sometimes the settlor can also
benefit from the assets in a trust - this is called a ‘settlor-interested’ trust.

> Trustees

The person who manages the trust called trustee and are the legal owners of the assets held in a
trust. Their role is to:

o deal with the assets according to the settlor’s wishes
will

e manage the trust on a day-to-day basis and pay any
e decide how to invest or use the trust’s assets

If the trustees change, the trust can still continue, but there al
> Beneficiaries

Beneficiaries are the persons that get the benefits frg

6 2

“trustee” means an ina
benefit of identifiable pe

of body corporate holding assets in a fiduciary capacity for the
gons or for some object permitted by law and whether or not—

(a) the assets are held alone or jointly with other individuals or bodies corporate; or

(b) the individual or body corporate is appointed or constituted trustee by personal acts, by will,
by order or declaration or of a court of by other operation of the law; and

188 Inland Revenue

(c) includes —
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(i) an executor, administrator, tutor or curator;
(i) a liquidator, receiver, trustee in bankruptcy or judicial manager;

(iii) a person having the administration or control of assets subject to a usufruct or other limited
interest;

(iv) a person who manages the assets of an incapacitated individual; and

(v) a person who manages assets under a private foundation or other similar arrangement;

3.4.1: Taxation of trusts

expense incurred by the trust and on the other fiand incg e®eneficiaries. Then the
entitlements shall be taxed separately in the hand \ . Simply trusts are not
subject to double taxation, either princi i ch the trust paid taxes can be
distributed tax-free to the beneficiaries. distribution to beneficiaries is

ry is presently entitled to (i.e. has a vested and
d an immediate right to demand payment of the income, s.

transparency treatme

@ each amount deriveé@and expenditure incurred by the trust or trustee (in such capacity) are
treated as derive@fand incurred by the beneficiary (not the trust or trustee) at the end of the
trust’s year of assessment;

(b) each amount and expenditure retain its character as to type and source;

(© each amount and expenditure are allocated proportionally to each beneficiary’s share,
including tax paid under the Act or foreign income tax paid or treated as paid by the trust
with respect to the trust income allocated.
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Example

Miss Karuna and Miss Muditha are twin sisters and young beneficiaries to a non-revocable
trust set up by their father, Mr Meththananda. The trust is to be managed by a professional
trustee, Ms Upeksha, who is paid an annual fee out of the income of the trust. Under the
trust deed, the trust assets comprise three large tracts of farm land which are rented out to
farmers (thus deriving rental income). The lands are to be held and managed by the trustee
for the benefit of the beneficiaries for the rest of their lives, the income and proceeds from
which are to be used only for educational and health purposes. Each of Miss Karuna and
Miss Muditha has the right to demand payment of up to LKR 1 million of rental income
from the trust upon attaining 21 years of age. Miss Karuna and Miss Muditha will turn 21
years old on 1 July 2018. The trust has a year of asse i

Miss Karuna and Miss Muditha will each be consi
million of trust income on 1 July 2018. To determin
the year of assessment of beneficiary, which would
2018 to 31 March 2019). The relevant trust year is
ending on the last day of (31 March 2019) or durifg
beneficiary (anytime from 1 April 2018 to 31 March 2019).
are therefore each liable to tax on their respecti e of the trust for

Deductions Taxable income

250,000 750,000
250,000 750,000
500,000 1.5 million

As mentioned, the generaligtile (where no present entitlement exists) is that a trust is taxed as an

entity. The only exception to this is a trust of an incapacitated individual that is not a minor. In

such cases, the trust will be taxed as though it is an individual, s. 57(1)(a).
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Taxation of Non-Resident Trust

Since atrust is regarded as an "entity" for tax purposes, a resident trust that does not have presently
entitled beneficiaries will be subject to tax on its worldwide income, and therefore, it is only fair
that any distributions that are made to its beneficiaries are not subject to further tax to avoid double
taxation on the same income, s. 58(1)(a). However, where a trust is a non-resident, it is only subject
to tax on its Sri Lanka-sourced income, and it would be necessary for a beneficiary of a non-
resident trust to include any distributions of such trust in calculating the beneficiary’s income to
the extent that the underlying trust income out of which the distribution is paid has not been subject
to tax in the hands of the trust, trustee or beneficiaries in Sri Lanka under s. 57(1) and (2), s.
58(1)(b). See s. 69(3) on determining the tax residency of determining the
source of income.

Section 58(2) requires any gains from the disposal of int i a trust to be
included in calculating the income of beneficiary.

Example
Mr Z is the sole beneficiary of Trust A, a non-resid rust A comprise
industrial land in Sri Lanka which is rented tos@ savings account in

India. On 31 December 2018, Trust A ma . Mr Z is required to
include such amount of distribution in cal g/for the year of assessment
2019, s. 7(3)(f). However, Mr Z will i 3 dit in respect of the tax already

ions to Mr B for a consideration. Any gain derived
i ion less any costs, e.g. legal fees) must be
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11.4 UNIT TRUST

By using the general trust concept, unit trusts become vehicles for investors to pool their funds for
investment purposes. Each investor purchases a number of units in the trust, or ‘fund’. The return
to the investor comprises regular distributions based on the number of units owned. The
distribution usually comprises income only, but it may include capital gains. Because such trusts,
or funds, are taking monies from the public for investment, they are highly regulated by the
authorities, in particular the Securities Commission and central Bank. A unit trust is established
by a trust deed. An approved custodian trustee is appointed to hold the investments on behalf of
investors, and an approved management company is appointed to manage the funds in accordance
with the aims and parameters set for the fund. Units in the fun be b angt sold at the prices
determined and published by the managers.

Taxation of unit trusts
Carrying out an "eligible investment business"

According to the s.195 “eligible investment business” means a bus investment comprising

predominately of owning, investing or trading in —
(a) capital assets;

(b) financial instruments; or

(c) other similar assets;

"predominantly” means 80% or mo lated based on gross income.”,

Unit trusts that g@fd i i ill be treated as “pass through vehicles” and
the unit trust itself (see section 57(2)), with
e realization of investment assets (which would
through” treatment arises because unitholders have fixed
rust corresponding to their unitholding.

The income could B distribution or redemption entitlement. Individual unit holders
pay tax on their share O e that they are legally entitled to from the unit trust, irrespective
of how that entitlement ar1$es (e.g. as pro rata entitlement or as an allocated redemption amount).
The actual distribution (#hether as part of a redemption payment or not) is already exempt to avoid
double taxation as unitholders are already liable to tax on their share of the unit trust’s income. If
received as a redemption entitlement that portion which represents income of the trust will be
treated as such under the IRA, with a corresponding reduction when calculating the gain or loss
on the unit holding itself in order to also ensure there is no double taxation s.38(3).

Further, each amount of income to which a unit holder becomes entitled to (whether as part of a
redemption payment or not) will be treated as follows under the s. 57(2):
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o each amount derived by the trust or trustee (in such capacity) is treated as derived
and incurred by the beneficiary (not the trust or trustee);

« each amount retains its character as to type and source;

e each amount is allocated proportionally to each beneficiary’s share, including tax
paid under the Act or foreign income tax paid or treated as paid by the trust with
respect to the trust income allocated.

Example:
A unit trust has 2 unit holders each holding 50 units. Unit holder 1 consists of an individual,
Mr.Siripala. Unit holder 2 consists of a company, C ch are entitled to
a fixed 50% share of the income of the unit trust be holds 50% of the
total units on issue in that trust. The unit trust ho i t, beipg fixed
deposit in a financial institution.

In the year ended 31 March 2019, the unit trust deriv 0,000 of interest income

redemption payment.

The tax position of the trust and each unit holder ca

al unitholder). The consideration received for the
duced to NIL (assuming no capital is returned). Therefore,

The Rs. 1,000,008 Ived as a redemption amount will also continue to be treated as
interest income ingthe hands of Company Kalu Ltd. As such, Kalu Ltd will be deemed to
have paid the 5% withholding tax but the amount will be subject to further taxation, with
credit. However, the consideration received for the units on redemption will similarly be
reduced to NIL (assuming no capital is returned). Therefore, there will be no further gain
or loss on the redemption of the units in the hands of Kalu Ltd attributable to the income

amount.
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Unit trust Not carrying out an "eligible investment business"

unit trust deem to be a resident company for tax purposes unless it is carrying out an "eligible
investment business" (i.e. a business or investment comprising predominately of owning, investing
or trading in capital assets, financial instruments or other similar assets)s.59(1). In other words, if
a unit trust is carrying out an eligible investment business, the general tax treatment of trust will
apply. However, if a unit is not carrying out an eligible investment business, the general tax
treatment of trust will not apply, s. 59(4), and the trust will be treated like a resident company
instead, so that a unit, unitholder and distribution of the unit trust will be treated as a share,
shareholder and dividend of the company, respectively. This means that the unit trust must
withhold tax at 14% on all distributions to its unitholders, s. pagagraph 8(1)(b)(ii)
of the First Schedule.

Moreover, management and trustee fees paid will be de urred by the
company in the production of its income, s. 59(3).

11.5 Companies

11.5.1 General

A company has separate legal personality and ea a Jtaxpayer separate from its
shareholders. Note that the definition of "company . : ely broad and, importantly,

(d) the following shall be deemed to be a company: -
(1) a partnership in which at least twenty of the partners have limited liability for the
debts of the partnership; and
(ii) a unit trust or mutual fund to which section 59 applies;
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The practical implication of this is that almost all distributions from artificial persons (other than
partnerships and trusts, paragraph (1)(c) of the definition will be treated as dividends for tax
purposes and therefore subject to withholding. See 11.5.2 below on the treatment of dividends.

11.5.2 Dividends

Distributions are a special feature of artificial persons. They constitute a payment by an entity to
a person holding a "membership interest” in the entity. "Membership interest " is defined in
S.195 and was discussed above at 11.1.3.

partnership where 20 or more of the partners have limited liability ebts of the partnership,

S. 195].

"Dividend" is defined in S. 195 very broadly in tegms of a p ived by a member from a
company, paragraph (a) of the definition of "di he concept of "payment”
imports a broad meaning as defined in S. i ‘ hove at 2.4.1. and so, the concept

of "dividend" covers aII types of in-kind tive distributions. Also included
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Example 11.5.2-1
Bank A is a Company with various offices in Sri Lanka. It employs Mr. Shan and he holds
a small number of shares in Bank A. During year 1 Bank A pays Mr. Shan’s wages into a
bank account that Mr. Shan holds with the Bank. Bank A credits Mr. Shan with interest on
this account. Also during year 1 Mr. Shan decides to buy a house and takes out a home
loan with Bank A on the usual terms offered to the public.

On settlement of the home contract, Bank A pays the amount of the loan to the seller of the
home on Mr. Shan's behalf. Towards the end of year 1 Mr. Shan receives a dividend on
the shares he holds in Bank A.

Each of the wages, interest received, loan funds an
paragraph (c) of the definition of "dividend"” in S. hin the
broad general definition in paragraph (a) of the defi

The wages are excluded because they are included in

within S. 5(2) (a), and under paragraph (c) (iii)0 ini idend"” in S.195.

The loan funds are a payment to Mr. Shan &
the seller of the house.

S. 195. The dividend is a final withholding payment, under
S. 88(1) on why it is a final withholding payment is because it is a

dividend.

A payment (or part theregfy’by a company to its members could be a return of capital, which would
be excluded from the definition of "dividend" as it would be a payment debited to a capital account,
under paragraph (c)(ii) of the definition of "dividend" in S.195.

The difficulty lies in determining when a payment could be said to be a return of capital. Subject
to any rules and restrictions in relation to the sharing of profits and return of capital under company
law, the IRD will generally accept a company’s characterization of a payment to its members as a
return of capital for tax purposes, if such payment reduces the net value of the entity's assets below
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capital contributions previously made to the entity (that have not been repaid). The IRD will
disallow such characterization where the IRD considers it to be an attempt to avoid tax payable by
its members on dividends and will instead treat such payment as a dividend on which tax must be
paid.

All dividends distributed by a resident company (other than those paid to another resident
company) are taxed by way of final withholding tax, S. 61(1)(a). Distributions of trusts and
partnerships are not subject to final withholding tax. Dividends distributed by a non-resident
company must be included in calculating the income of the members, S. 61(1)(b).

11.5.3 Bonus Shares

When a company issues bonus shares the existing share i receiye extra
shares. The company pays up the par or nominal value 0
transferring an amount from the company's retained profits to t

dividend regardless of whether an amount is dis a h (b) of definition of
"dividend” in S. 195 and so results in a dividend &
When paid by a resident company, this a
subject to a 14% withholding tax, S. 61(

inal withholding payment and
Schedule. When paid by a non-

the value of the existing shares. In this situation, in order
‘ qualify as costs, the IRD requires that those costs and the
costs for the exi ad evenly across the bonus shares and the existing shares. If

to the market values o erent classes.
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Example 11.5.3-1
Mr Asiri owns 100 shares in Company Z which is a resident company in Sri Lanka and he

paid Rs. 500 per share. Company Z capitalizes profits and he receives in respect of his
shareholding a further 20 shares with a paid-up value of Rs. 300 per share as bonus shares.
Company Z is treated as distributing a dividend equal to the capitalized amount of the
bonus shares, therefore, Rs. 300 per share, and will be liable to account for final
withholding tax at the rate of 14% on this amount.

Mr. Asiri has costs with respect to his existing shareholding of Rs. 500 per share. The IRD
accepts that he has costs of a further Rs. 300 per bonus share but requires Mr. Asiri to
spread this amount and the costs of the existing s i cross the entire
shareholding after the issue of the bonus shares.

In order to do this, he must calculate his costs of i That is Rs.
56,000 (Rs. 50,000 + Rs. 6,000). He must divide t
which are he holds now (number of shares 120). Thi

11.5.4 Tax Rates

For any year of assessment commencing o
shall be taxed at the following rates;

(e) inthe case of a
(f) in the case of a cgQ

predominantly providing educational services — 14%

pany predominantly engaged in an undertaking for the promotion of
(9) fpuERMcaka VBT 2 Q:ompany predominantly providing information technology services —

14% Where a company’s taxable income includes gains from the realisation of investment assets

then —

(a) those gains, shall be taxed to the company at the rate of 10%; and
(b) only the remainder of the company’s taxable income shall be taxed at the rate referred to
the above business sectors.
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11.5.5 Definitions

As defined in the First Schedule-

1. providing information technology means —
(a) software development services; or
(b) the provision of information technology services under a business process outsourcing
arrangement or a knowledge process outsourcing arrangement;
ii.  undertaking for the promotion of tourism means an undertaking for the operation of-
(a) any hotel or guest house approved by the Ceylon Tourlst Board
(b) any restaurant graded by the Ceylon Tourist Board a
(c) any business of travel agent who provides travel m
in Sri Lanka;
(d) any business of transporting tourists only; or
(e) any business approved by the Ceylon Tourist Board fo
or sports;

or “Class B”;
or domestic travel

Further, as defined in S.199" specified undertaking” means an undertaking which is engaged in —

(a) entrepot trade involving import, minor processing and re-export;

(b) offshore business where goods can be procured from one country or manufactured in one
country and shipped to another country without bringing the same into Sri Lanka;

(c) providing front end services to clients abroad;

(d) headquarters operations of leading buyers for management of financial supply chain and
billing operations;

(e) logistic services such as bonded warehouse or multi-country consolidation in Sri Lanka;
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(f) transhipment operations;

(g) freight forwarding;

(h) supply of services to any exporter of goods or services or to any foreign principal of such
exporter directly, being services which could be treated as essentially related to the
manufacture of such goods or provision of such services exported by such exporter either
directly or through any export trading house, including any service provided by an agent
of a ship operator to such agent’s foreign principal, and the payment for such services are
made by such exporter or foreign principal to such person in Sri Lanka in foreign currency;

(i) production or manufacture, and supply to an exporter of non-traditional goods;

(j) the performance of any service of ship repair, ship breaking repair and refurbishment of
marine cargo containers, provision of computer soft ammes, computer
systems or recording computer data, or such othe specified by the
Minister by notice published in the Gazette, for pay ;

(k) sale for foreign currency, of any gem or jewellery, be

any person authorized by the Central Bank of Sri Lan
foreign currency;

11.6 Bank and Financial Institutions

other activity of the person and the inco
should be calculated separately (S. 66).

pNs carrying on banking business and includes a licensed
eaning of the Banking Act, N0.30 of 1988;

ingtitution regulated in the same way as a bank in paragraph(a);
or

(c) any other categorys@Fperson as may be prescribed.

Either section S.66(3) or 195 of the Act, has not defined the “banking business. “But the above
two sections together are meant that provisions in the Act in relation to the banking business are
applicable only on banking business of a financial institution. That means any activity of a financial
institution does not falls within meaning of the “banking business”. Further, if a person carries on
banking business and at the same time any other business as well, as per section 66, profit and
income from banking business should be calculated separately and so, such person become a
financial institution only in respect of banking business.

107



The meaning of “banking business” should be understood in general terms. However, it can be
highly relied on the following definition given in section 86 (interpretation section) of the Banking
Act, No.30 of 1988.

“banking business “means the business of receiving funds from the public through the acceptance
of money deposits payable upon demand by cheque, draft, order or otherwise, and the use of such
funds either in whole or in part for advances, investments or any other operation either authorized
by law or by “customary banking practice”.

Provisions of the Act especially applicable to Financial Institutions.

1. Deductible amount of financial cost — Section 18

The limitation on deduction of financial cost as per secti@n able on Financial

Institutions.

2. Deduction of bad debt and specific provision for debt

As per the section 24(4), a person can deduct bad debt in calculati n’s income at the time
of write off such debt if such amount has been included inperson’s i lated on accrual
basis for any year of assessment.

But, this section is subject to section 66 of the Act

The Section 66 is applicable on persons i usiness. It says that if a person
conducting banking business makes i isi debt claim in accordance with the
directives made by Central Bank of i tied by Commissioner General from
such specific provisioiise alculating the profit from banking business.

on 66 implies following matters in deducting
ing business.

will consider the amounts which has not included in person’s

accrual basis. That means person conducting banking
apital portion of the loan even if it is not included in person’

accordang€ with the directives made by Central Bank of Sri Lanka is made only on
capital portion of the debt claim.

ii.  However, direct bad debt writes off (not from the provision for bad debt) should be
considered under sections 17, 26 and 39 (d).

3. Tax treatment on mortgage bonds and, finance lease and instalment sale agreements (S.31
and S. 49).

108



11.6.1 Mortgaged bonds.

Providing loans on mortgage bonds is one of the normal banking business transactions. Such loans
are considered as securitized loans. So, tax treatment applies to loans is similarly applicable on
such securitized loans also.

Realization of Assets
As per the section 49(1), where a person (debtor) grants a mortgage on an asset to secure a debt

owed to another person (Bank), following tax treatment should be applied.
(a) The debtor shall not be treated as realization the asset mortgaged and shall be treated as
still owing the asset. It only a liability for the debtor.

(b) For the Bank, it should not be treated as acquiring t reated as owing a
secured debt.

Accordingly, no gain or loss from realization of assets shou
in to a mortgaged bond.

11.6.2 Finance Leases and Instalment Sale Agreements.

Application of Section 31

The Section 31 deals with the tax treatment on pa ] alment sale and finance lease.
It treats instalment sales and finance lease as sale
such arrangements is characterized as pay! i yment of capital under a blended
loan using interest compounded six-mon od as the Commissioner General
may specify.

ecovery which reduces the debt claim against the lessee or
purchaser. The recg ast i ents will cause the disposal of this debt claim for no gain or
loss as the total of the gfOveries is equal to the amount of debt claim.

In the case of lessee or buyer, payment of interest may be a tax deduction subject to the conditions
imposed by section 12 and 18. Further, the payer has the liability to deduct withholding on such
interest payment as relevant.

The capital portion of the payments constitutes a cost on repayment of the debt liability which was

incurred to acquire an asset. So, such repayment becomes a capital nature expense which is not
deductible under section 11(2).

109



The payment of last instalment will cause the disposal of this debt liability for no gain or loss as
the total of the capital repayments is equal to the amount of debt liability.

The meanings of blended loan, finance lease, instalment sale and lease term are given in section
31(6).

Application of Section 49

i.  Application of section 49 in respect of finance lease agreement.

As per the section 49(2), where an asset is leased under a finance lease, the lessor shall be
treated as transferring ownership of the asset to the | entering into the
lease agreement. Hence, lessee is deemed to have acqui e beginning of the
lease agreement.

Further, as per the Section 49(3)(b), the lessee is d sset at
market value. If so, the market value of the asset sho i i on of the

As the ownership of the asset is deemed to ae [essee, he can claim, subject
to the other conditions specified in section i owance on market value of
the asset (depreciation allowance s not limi apital portion on the lease loan).

In the case of lessor, in ter e section 49 ays that he is treated as deriving an
immediately before the transfer of the leased asset.
t value is realistic with regard to a lessor who is
usiness receipt under section 6(2)(b) and

asset to the asse ggperson on behalf of the lessee. The asset selling company transfers
the ownership of & to the lessor. The lessor in turn provides a loan under finance lease
to the lessee keepihg such asset as a security. Hence, even section 49(3) apply in this
situation on the lessor, no gain or loss is realized in the hands of lessor as market value of
asset is equal to the cost of the asset.

But, the section 49(3) does not apply toa lessor who is providing a lease loan covering a
part of the market value of the asset. In such a situation, the other part of the market value
of the asset is paid by the lessee to the asset selling company directly. However, ownership

of asset is transferred to the lessor by the asset selling company as an industry practice.
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Example 11.6.1.1:

Under section 49(2), such ownership is treated as transferred to the lessee. However, in
respect of such transfer, lessor shall not be treated as deriving an amount equal to the
market value immediately before transfer as lessor has paid only part of the market value
to the asset selling company on the requirement of the lessee. As such it is not realistic to
compute gain or loss for the lessor at the time of the deemed transfer as per section 49.

The section 49 (4) is applied where a lessee under a finance returns the asset to the lessor
before ownership passes to the lessee at the end of the lease agreement with the
payment of last rental. In such an event, lessee is treated as transferring the
ownership of asset back to the lessor. Then, above tax treatment under section 31
and 49 should be adjusted accordingly.

Company A wants to buy a car. The current market
company has only Rs.3 million and therefore, decide
2.4 million) from a lease loan. Accordingly, the com
selling Company and finance the Rs.2.4 million from a Fin

mpany. The terms and
conditions of the lease loan mentioned in the leas X

S,
i. Leasetermis 4 years

ii.  Capital portion of the loan is Rs.2.

iii.  Interest rate is 20% per an

iv.  Monthly instalment

B e lease term, the ownership of the asset is
tr

Finance Lease

Formula for Dec 5 qual installments payment (EMI)

EMI=P

Where,

r(1+7r)""
(1+r)'n-1

P = loan amount (principal)
R = rate of interest per year/12*100
n = term of the loan in periods (ex: four-year loan, pay monthly installment then n=48)

EMI= 2,400,000

20/12%100(1+0.01667)"48
(140.01667)"48—-1
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EMI= 73,033

Capital portion of loan Rs 2,400,000
Lease/financing term 4 years
Interest rate 20%
Monthly payment (Refer the above calculation) Rs 73,033
Number of payments 48

Total interest Rs 1,105,578
Total loan cost Rs 3,505,578

Interest and capital repayments during first year (lessee)
Interest and capital receipt during first year (lessor)

Starting Payment | Interest paid Principal Ending
balance calculation paj balance
Month 1 Rs 2,400,000 | Rs 73,033 | 2,400,000x20/ 33,033 Rs 2,366,967
Month 2 Rs 2,366,967 | Rs 73,033 Rs 33,583 Rs 2,333,384
Month 3 Rs 2,333,384 | Rs 73,033 Rs 38,890 | Rs 34,143 Rs 2,299,241
Month 4 Rs 2,299,241 | Rs 73,0 Rs 38,321 | Rs 34,712 Rs 2,264,528
Month 5 Rs 37,742 | Rs 35,291 Rs 2,229,238
Month RS 2,229,238 Rs 37,154 | Rs 35,879 Rs 2,193,359
Month 7 2,193,359%x20/100x12
Rs 36,556 | Rs 36,477 Rs 2,156,882
Month 8 2,156,882x20/100x12
Rs 35,948 | Rs 37,085 Rs 2,119,797
Month 9 2,119,797x20/100x12
Rs 35,330 | Rs 37,703 Rs 2,082,094
Month 10 Rs 73,033 | 2,082,094x20/100x12
Rs 2,082,094 Rs 34,702 | Rs 38,331 Rs 2,043,763
Month 11 Rs 73,033 | 2,043,763x20/100x12
Rs 2,043,763 Rs 34,063 | Rs 38,970 Rs 2,004,792
Month 12 Rs 73,033 | 2,004,792x20/100x12
Rs 2,004,792 Rs 33,413 | Rs 39,620 Rs 1,965,172
Rs 434,827
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The tax treatment can be summarized as follows:

- Car Selling Company: On the basis that the Car Selling Company sells the car to the
finance lease company for its market value to enable the finance company to lease the car
to Company A, then the Car Selling Company includes Rs. 5.4 million as business income
(see section 6(2)(b)), with an offsetting deduction for the cost of the car as trading stock
(as determined under section 13).

- Finance company: The lease by the Finance Company to Company A is treated as a sale
and Company A is treated as the owner of the car. No gain or loss should arise on the sale
for the Finance Company on the basis that the sale pri s. 5.4fmillioM) should equal

i IS treated as

holding a debt claim against Company A. The appli
payments under the lease will be recharacterized fro

Total
Finance Cqj | : _4’Principal received received
Rs 434,827 Rs 876,394
Rs 530,224 Rs 876,394
Rs 646,551 Rs 876,394
Rs 788,398 Rs 876,394

is deemed to have acquired the car for its market value (Rs. 5.4
million). Even this would ordinarily mean that Company A can depreciate the
asset, no depreciation allowance is available in respect of a road vehicle (see paragraph 4
of the Fourth SChedule). However, Company A can claim a deduction of the interest
portion of the payments that Company A makes to the Finance Company (see table below)
under the finance lease (assuming the car is being used by Company A in the production
of income as required by section 12). The principal amounts will not be deductible. When
the loan is extinguished on the transfer of the car at the end of the finance lease, there will
be no gain or loss on disposal of the liability because the principal repayments will equal

Company A: €

! Please note that the table assumes that the Commissioner-General has specified the use of monthly
compounding of interest as per the example (see section 31(3)).
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the amount of the liability. Company A will have a withholding tax obligation in respect
of the interest portion of payments to the extent the Finance Company is not a qualifying
resident financial institution (see section 84).

Company A Interest deduction Principal paid Total paid
Year 1 Rs 441,567 Rs 434,827 Rs 876,394
Year 2 Rs 346,170 Rs 530,224 Rs 876,394
Year 3 Rs 229,844 Rs 646,551 Rs 876,394
Year 4 Rs 87,996 Rs 788,398 Rs 876,394

Installment Sale Agreements.

Installment sale is treated as an immediate sale under w
purchaser though a loan. That means the seller sells the as
market value of the asset.

aim equal to the

Hence, tax treatment in the hands of seller is that market valu
year of sale (not at the end of instalment sale) under secti
deduction under section 13 of the Act. Further, seller will acquire
installment: that is a debt claim against the purchaser. ands of
the asset can be depreciated under section 16 of the

set as a result of this
, market value of

Independent to this tax treatment, section 31 appl e under installment sale as

described above.
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Chapter 12 - Tax Payment Procedures

12.1 Tax payment method

Chapter V111 brings together the administrative provisions relating specifically to the payment of
tax. Division | sets out general obligations regarding the payment of tax, including the method and
timing of payment. The following divisions largely follow the process of paying tax. Division Il
begins with the point at which income tax must be withheld from payments during a tax year.
Division 111 continues with the next point of payment, which is by instalment. Division IV deals
with the traditional income tax payment procedure, i.e. on assessment.
Detailed guidance on the operation of the rules relating to wi ing ers can be found
in this Manual under the section entitled "5. Payment of T

12.1.1 Withholding by Employer

Section 83 instructs employers to withhold tax from inco the rates
specified in First Schedule to the Act. The First Schedule is a yea dule and so employers
should base their withholding on the projected total income from the e for the year. An
employer must provide an employee with a withhold 21 days from the
end of the year of assessment to which it relates, o eases during the year

the employee in respect of that employ i i he amgount of income received by the
employee for that year of assessment and

g@’as investment income and are subject to withholding tax under
section 84 of the A a person shall withhold the tax as per the paragraph 10 of First
schedule of the Act;
When make a paymént of;

i. Dividend

ii. Interest

iii. Discount

iv. Charges

v. Natural Resource Payment

vi. Rent

vii. Royalty

viii.  Premiums
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2.

3.

iX. Retirement Payment
X. Payment from lottery
xi. Rewards from betting and gaming

The precedent partner or agent of partnership in Sri Lanka at the time of allocation of each
partner’s relevant share under subsection (9) of Section 53
The payment of allocation has a source in Sri Lanka

12.1.3 Withholding from service fees and contract payments (Section 85)

Following payment is subject to withholding tax by a person
1.

w

Service fees to a resident Individual- for lecturing, g, invigilating, or
supervising an examination

As a commission or brokerage to a resident insurance,
As an endorsement fee;

In relating to supply of any article on a contract basis thr
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12.1.4 Inland

Revenue Act No. 24 of 2017
WHT at a Glance

Person Income Type Note Rate
(1% Sch 10 & Gazette)

Teaching, lecturing, examining, invigilating, supervising an examination
Commission or brokerage to a resident insurance, sales or canvassing agent
Supply of any article on a contract basis through tender or quotation, Endorsement fee
Service provided in the capacity of independent service providers such as doctors, | Excess over Rs. 50,000/- Per
engineers, accountants, lawyers, software developers, researchers, academics, or onth {1% Sch. 10(c)}
other similar service

Payment  to | Service of construction work, security service, janitorial service, cofi§ulta ESC is applicable required

?n()j/_ _dReSIident any kind, organizing of events, catering, designers, dress make irection- Sec 85(3)(d) 5%

ndividua

(S. 85, Gazette)

entertainment, agency functions or any similar services or connected
services are provided under an agreement or otherwise

Any management service

Vocational services provided as an independent service provider

Payment to any

Non-Resident
Person
(S. 85 Gazette)

Service fee with a source in Sri Lanka

Payment  to

any Person

(Sec 84, Gazette )

SC is applicable required

Lower of 14% or

3 Sch (s)

Insurance premium with a source in Sri Lanka direction- Sec 85(3)(d) (if DTA rate
Land, sea, air transport business no PE in SL - Final Tax) {S. | Lower of 2% or
Telecommunication business 88(1)(d)} On any amount DTA rate
Interest for senior citizen (Final Tax) (Excess of R ct to | On any amount-
Declaration) {Sec 88(1)(b)} Exempt to charities which
Interest for others (Final Tax for Resident Indiv provides care to children/ 5%
88(1)(b)} elders/disabled in a home

maintained - 3 Sch (i)
Discount On any amount- 5%
Rent On any amount- 10%
Dividend (Fina

On any amount 14%

rd, betting or gambling (Final Tax) Rewards over Rs. 500,000/- 14%

3" Sch (n)

On any amount- 8%
Sale price payable to the selfer of any gems sold at an auction conducted by the | On any amount —
National Gem and Jewellery Authority Exempt if WHT deducted- 2.5%




12.2 Tax Payable by instalment (Section 90)

A person who conduct a business or investment and receives income from employment but not subject
to withholding tax under section 83 shall be paid quarterly instalments for the assessable income
derives or expect to derive.
In the case of a person whose year of assessment is twelve-month period ending on thirty first of
March, shall pay instalments of tax on or before the fifteenth day respectively of August, November,
February and fifteenth day of the next succeeding year of assessment: or
In any other case on or before the fifteenth day after each three-month period commencing at the
beginning of each year of assessment and a final instalment on or before the fifteenth day after the end
of each year of assessment., unless it coincides with the end of one of the three-month period.

A-C

B

Where A - Is the current estimated tax payable under secti
assessment payment.
B — number of installment remaining as payable for the year ment.
C — tax already paid during the year of assessment.

Q&
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CHAPTER 1 - RECORDKEEPING AND INFORMATION COLLECTION

Chapter X of IRD Act serves two important functions. First, it provides extensive powers
that enable IRD to collect information necessary to effectively audit taxpayers and enforce
tax laws. Particularly, it requires financial institutions to keep account of transactions with
clients, including their identity. Second, it provides the requirement for keeping books and
records, and ensures that taxpayers maintain information for the period of time that the IRD
is able to reassess. It also provides for taxpayer protections.

1.1 Accounts and Records

riate books and
is required to

This addresses the important requirement that tax
records. Every taxpayer engaged in business or in
make a return under tax legislation to keep and main
to record all transactions and to ascertain the gains an
respect of those transactions. Taxpayers must also ke
documentation utilized in the creation of the records and ac
be kept for five years from the date on which the i , unless a longer

provide a translation of a record acce
Commissioner-General may specify ci . ch the taxpayer may use an
approved accountant and a sim rdkeeping for small businesses

(Section 120).

It sets out t
or other prem
enter a taxpayer
purpose, and ma

n40 the public without prior notice for an authorized purpose, may
lling or other private and non-business premises for an authorized
ter on property to survey and value it.

If an authorised officer seizes a record or other item, the Commissioner-General may make
a copy of the record or other item and must return the original to the person in the shortest
time practicable, unless otherwise permitted by any court order. A copy of a document
made pursuant to the power conferred by this section may be produced in a Court and has
the same evidentiary value as if it were an original. Diplomatic, consular, or other missions
of foreign countries and international organizations are excluded from the access
provisions of this Act.



The provision also includes taxpayer rights. For example, a person whose books, records,
or other items have been seized may examine them and make copies, at the person’s
expense, during office hours. The Commissioner-General or an authorized officer must
sign for all records, books, or other items removed and retained and must return them to
the owner within fourteen days of the conclusion of the investigation or related
proceedings.

A person may assert privilege, for example, solicitor-client privilege, over documents or
other evidence which the Commissioner-General wishes to seize or examine. In that case,
the materials over which privilege is claimed must be kept into epvelopes which are then
sealed and retained unopened by an officer of the plication by the
Commissioner-General to a court of competent juri hether the items
in question are privileged. Once the Commission and a
taxpayer or other person does not comply, judicial p i ess the
Commissioner-General agrees. The owner or lawful or place
subject to access must provide all reasonable facilities e to the Commissioner-
General or authorised officer.

The Commissioner-General may require a geace o nt for the purposes of
exercising powers under this section (Secti 22

1.4 Notice to Obtain Inform

These sections provage the legal framework for the IRD to obtain and execute a search and
seizure warrant. gfhe Commissioner-General may apply to a judge or magistrate ex parte
for a warrant. The provisions detail the material to be provided to the court and the
information to be contained in the warrant. The warrant must be produced to the owner or
lawful occupier of the premises. Where the warrant is produced, the authorized officer
may have access to the property, including open anything that the authorized officer
reasonably suspects contains relevant material, make an extract or copy or seize relevant
material, or search any person in the premises. There are some protections for taxpayers
within the provisions, including that the authorized officer must make an inventory of the



material and sign for material retained; similarly, the person may refuse admission where
awarrant is not produced; also the person must be searched by someone of the same gender;
that the person may attend to make copies of any materials seized and so on. The
Commissioner-General may require a police officer to be present.

The authorized person may still execute a search and seizure without a warrant if the owner

or lawful occupier consents in writing or if there is concern that material will be imminently
disposed of (Sections 124, 125)

1.6 Tax Returns

(@) the form for returns;
(b) the information to be furnished on the

filed with the return; and
(c) the manner of filing.

be liable for 1 2 late filing penalty due to the failure to file (Section 127).

1.6.2 Return deemed to be furnished by due authority

This section provides a presumption that a return purported to have been furnished by a
taxpayer was in fact furnished by that person and provides that a taxpayer’s signature
attests that the taxpayer is aware of all matters contained in the return. A taxpayer therefore
cannot claim not to have read the return and therefore not to be liable for misstatements on
that return (Section 128).



1.6.3 Information returns

This section confirms that provisions applying to returns also apply to a return of
information. This includes, for example, rules about signing the return and late filing
penalties (Section 129).

1.6.4 Extension of time to file returns

This section allows the Commissioner-General to permit a taxpayer to file late but clarifies
that this does not alter the due date for payment unless an extension of time to pay is
expressly granted. The Commissioner-General may grant the extemsion of time to file only
if the taxpayer applies for the extension before the . r who files within
the extension deadline but pays the tax late will I ent penalty and
interest, if no extension of time for payment was gr

1.6.5 Tax return duly filed

CHAPTER 2 - ASSESSMENTS

Chapter XII of the Act sets out the rules that govern assessments. There can be more than
one assessment event for a particular tax period, e.g., the initial assessment (self-
assessment) by the taxpayer and a subsequent revised assessment by the Commissioner-



General. Assessments and revised assessments must be made within four years except in
the case where there is a fraud or a failure to furnish a tax return. This Chapter provides
the IRD with the authority to undertake default, advance, and amended assessments. The
Commissioner-General need not to provide detailed reasons in support of the assessment,
but the taxpayer may object to the assessment in accordance with the proceedings set out
in Chapter X111 (below).

2.1 Self-assessments
This section provides the baseline rules for taxpayer assessmentsa Assessments are to be
made in the manner prescribed by this Act and by the,
As a general matter, assessments may be based
taxpayer in a tax return and upon any other r to the
Commissioner-General. Where a taxpayer calculate turn as
required by the relevant law, the taxpayer’s self-as
implication of this is that the amount of tax self-as i quiring an

2.2 Default Assessments

This section enables the Commissioner-Ge
based upon best judgement and infg
as required. The Commissioner-
assessment (Section133).

axpayer fails to file a tax return
axpayer with notice of the default

General has reasonable grounds to believe that a
pbefore the regular due date (Section 134).



2.4 Amended or additional assessment

This section enables the Commissioner-General to make a new assessment or revise an
assessment previously made, if the Commissioner-General is of the opinion that the
original assessment was incorrect and the new or revised assessment is made within the
required time limits. The original assessment may be amended mainly for two reasons by
the Assistant Commissioner.

e To correct the error of a carry forward loss declared for a year of assessment.

e To correct the incorrect declaration of profit or income declared for a year of
assessment.

2.4.1 Time limit to amend assessment

If amendment is to be made for a self-assessment

I. If the assessment is based on fraud or wilful
assessment.
Il.  Otherwise 30 months from the date of the self-assess

no time li sue the

In case of other assessments 30 months is ¢ e original notice of
assessment served on the taxpayer.

2.4.2 Further Amendments

any amendment according to the view of the tax payer may make an application to
CGIR, within 30 days of the self-assessment return. CGIR may decide either to accept the
application or not. Such decision shall be conveyed to the tax payer within 90 days of
application being filed. (Section 136).



CHAPTER 3 - OBJECTIONS AND APPEALS (Sec 137 - 144)

Chapter VI provides taxpayers with the process for challenging a tax assessment or other
decision of the officers of the IRD and provides procedural safeguards and required
timelines for both taxpayers and the Commissioner-General. Notably, the Chapter
streamlines and makes more efficient the review and appeal processes. However; taxpayers
are required to pay or provide security for their disputed tax debts and that interest will be
charged on unpaid amounts. This type of procedure is guaranteed to recover taxes within
shorter periods and also no any incentives be allowed for taxpayers for delaying in
resolving disputes or to bring frivolous disputes forward.

3.1 Administrative Review

Under the new IRA; appeals make to the CGIR i
review. But it has not been changed the substance
provides requirements for the first stage for a taxpayer
or other decision of the IRD —

Commissioner-General in writing

Not later than thirty days after the t the decision,

And must specify in detail the grou IS made.
The Commissioner-General shall request and notify the taxpayer
in writing of the Commissione ’ isi the reasons for the decision

accept late ew in case of
- Absence 0
- Sickness or
- Any other agg€ptable reason

if a person is dissatisfied with the results of an administrative review, the person may appeal

to the Tax Appeal Commission.

3.2.2 Acknowledgement of Request

Once the request for an administrative review is received by CGIR; it must be
acknowledged within 30 days. The said date of acknowledgement is deemed to be the date
of receipt of such request. (Sec: 139(4). CGIR may delegate his power to a higher officer



to consider the said request and after hearing of such request; officer should inform his
decision to the tax payer along with the reasons for the decision. However, the official to
whom the power is delegated should be an official other than the one who issued the
assessment.

CGIR may give his decision by

- Confirming the existing assessment/decision, or

- Toamend it imposing an additional amount or

- Reducing the amount (including nil amount)

CGIR may hear the evidence & maintain the records for such hearing and also ensure that:
CGIR shall determine the administrative review within 90 days.

General provisions relating to appeals

an objection to an assessment.
Section 142 (Appeals do not Suspend Collection of
objection or appeal, the tax liability remains due an

3.2.3 Finality of Assessment

Section 143 stipulates that if the deadlines
used or decision is missed, an assessment catéd as T he Commissioner-General
may nevertheless issue a new or a ' in the timelines permitted and a
taxpayer may file an amended r shown on the amended return
exceeds the tax assessed.
Provides that if.a i ied with the results of an administrative review, the

the Commissioner-General; or
d since the request for administrative review was made.

The taxpayer me owed appeal against the assessment to Tax Appeal Commission
after the deadline $0r appeals has passed if the Tax Appeal Commission is satisfied that
owing to absencg from Sri Lanka, sickness or other reasonable cause the taxpayer was
prevented from giving notice of appeal within 30 days, and that there has been no

unreasonable delay on the appellant’s part.



3.4 Appeal to the Court of Appeal

Section 144 allows either party to a proceeding before the Tax Appeal Commission who is
dissatisfied with the decision of the Tax Appeal Commission to file a notice of appeal with
the Court of Appeal within one month after being notified of the decision. The appealing
party must serve a copy of the notice of appeal on the other party to the proceeding before
the Tax Appeal Commission.

An appeal to the Court of Appeal, which may be made only on a point of law, may
not be made unless an appeal request to the Appeal Commissioners has first been
made, and —

a decision has been received from the Tax A

Commission was made and no response to t
from the Tax Appeal Commission.
If an appeal is made from a decision of the

points of law involved.



CHAPTER 4 - Liability for payment of tax and connected matters

4.1 Recovery of Tax

General (Section-160)

The Commissioner General may proceed with remedy once the tax payer is in default.
Period of limitation for collection (Section-161)

CGIR may institution of action commence within five years of the date on which the tax
payer was in default

Eg: Department can make an assessment within f
assessment. Assume an assessment is issued just at
assessment also served. If the tax payer does not m
has additional six years to collect the tax

of the year of
and the notice of
the tax. CGIR

Where a person fails to pay tax when it is dug, ce proceeding in a
court of competent jurisdiction to recover anding pfrespect of the amount
due.

A certificate with the signature of e of defaulter the amount of tax

4.1.2 Sei 0 a lien (Section-164)
‘ tax by the due date a lien in favour of CGIR is

is in default the CGIR may cause execution to be levied on the
pfrty when the tax payer has failed to pay tax within thirty days after

4.1.4 Sale of s€ized property. (Section-166)

e The CGIR shall sell the seized property pursuant to a levy. The sales proceeds first
be charged against the expenses of recovery then against the liability for penalties,
interest and then tax. Excess be returned to the taxpayer.

e The date time and place of sale shall be published in a gazette.



4.1.5 Departure Prohibition Order (Section-167)

CGIR may issue a prohibition order to stop (through immigration authorities) a tax payer
from leaving Sri Lanka if the tax payer is in default and fails to pay or make satisfactory
arrangement for the payment of the tax in default.

This prohibition order shall remain in force until withdraw by the CGIR.

4.1.6 Priority in bankruptcy. (Section-168)

Provide for priority in bankruptcy for tax debts, in the case of individual the trustee and the
liquidator of a company which is being wound up.

4.1.7 Offset Against payment (Section-169)

Where a government Department, institution, or Min
any person (other than salary and wages) that Depart

If the tax payer is in default, the CGIR may i ing on a third-party debtor.
After receiving the notice, the third Uch moneys to the CGIR and

on receiving such notice, the thir pay any amount to the tax payer
until the CGIR with draw the ngtice.
A notice be served on the t employer required to withhold and pay to the CGIR

at becomes payable to the tax payer. However, first

to comply with the notice due to lack of money in the name of
notify the CGIR in writing with the reasons for such inability.

4.1.10 Preservation of Assets (Section -172)

If the Commissioner General feels that the tax payer will not pay the full amount of tax
owing and when due or the tax payer will take steps to frustrate the recovery of the tax, the
CGIR may make an application to the District Court requesting for an “Asset preservation
order” to preserve the Assets.

This preservation order valid for 90days and may be extended by the court on application
by the CGIR.

A person who fails to comply with such preservation order shall become personally liable.



4.1.11 Non —arm’s length transferees (Section-173)

If a tax payers liability has not been satisfied after levy of execution on property known to
the CGIR, a person who has received assets of the tax payer in a transaction that is not at
arm’s length in the period of one year preceding the date of the levy, is secondary liable
for the tax to the extent of the value of the assets received.

4.1.12 Transferred tax liabilities (Section-174)

When a taxpayer has a liability in relation to a business carrled on by the taxpayer and the
tax payer has transferred all or some of the assets of ociate transferee
shall be personally liable for the transferred liabil in relation to the
business.

4.1.13 Receivers (Section-175)

Receivers are required to notify the CGIR of the receiver intment within 14 days
after being appointed.
Receiver may not dispose of an asset S|tua : i d in the receiver’s
capacity as receiver, without the prior per
Receiver means a person who, with respec
of a company or other entity, appoin ourt, a trustee in bankruptcy,

heir of a deceased individual’s

. Amounts payable to CGIR under this section shall be
e Manager. However, if the manager who has exercised the
degree of C igence, agd skill reasonably prudent of his capacity such liability will not
be fall upon
“Manager” mea son act as the manager, in case of a company a director, the chief
executive officer, CiMef financial officer, of the company.

4.2 Default in payment (Section-152)

The CGIR may send a notice to the tax payer demanding payment when a tax is not paid
by the due date on which it became due and payable. If payment is not made within twenty-
one days after service of the notice, the CGIR has the right to institute action to collect
amounts specified in the notice.
The tax payer shall be in default, twenty-one days after service of the notice in respect of
any amounts remaining unpaid.



However, where the tax payer has entered in to payment arrangement with CGIR or
extension has been (Sec-151) granted by CGIR twenty-one-day rule shall not apply.

4.2.8 Liability of tax payer and due date- Section (145(5)

Where a tax payer fails to pay tax on the due date, the tax payer shall be liable for any costs
incurred by the CGIR in taking action to recover the unpaid tax (Section-145(5))

4.2.9 Extinguishment of uncollectible amounts (Section-162)

e and payable by
the cabinet order

If the CGIR is unable to recover an amount of tax, i
a person, the Minister may with the consent of C
the extinguishment of the liability as a debt due to t

4.3 Penalties and Criminal Proceedings

As stated in the new IRD Act there are two types of penal a
They are,
1. Penalties under chapter XVII by CGIR

And
2. Criminal proceedings under chap

Although, there is no imprisonme
are subjected to both fine and i onment. It is'e driate to treat two types of activities

sentence as a potential punishment, whereas civil cases
ary damages or orders to do or not do something.

Hence the offences”under the chapter xvii has the characteristics of civil offences. The
offences under there are,

. Failure to register or notify the changes in tax payer. (Sec. 177)
. Late filling of tax returns (Sec. 178)

. Late Payments (Sec. 179)

. Negligent or Fraudulent under payment (Sec. 180)

. False or misleading statements (Sec. 181)

. Failure to maintain documents or provide facilities (Sec. 182)

. Failure to comply with 3™ party notice (Sec. 183)

~NOoO Ok, WN B



8. Transfer pricing penalties (Sec. 184)
9. Failure to comply with notice to give information (Sec. 185)

4.4.8 Burden of Proof

As per sec. 176(4), burden of proof on all the above cases are on the Commissioner General

of Inland Revenue. The proof of the cases is to be done on the balance of probability.

(A). Penalty on failure to register or notify the changes in tax payer.

(177) When a person has a taxable income, he is required to register with the CGIR not
later than 30 days after the end of the basis period for that year.
In addition to this he should notify any changes of Name, Address place of business,
etc. If he fails to register he is shall be liable to p

Example 4.4.1.1:

Mr. A has a taxable income of Rs. 750,000.0 ver, he
has not registered for income tax. If A has not o™ April
2019, he is subjected to pay a penalty of Rs. 50,000. ilure to in terms of Sec.
177.

4.4.9 Late filling of tax returns (Sec. 17

a) 5% of the amount of tax payable pl t of tax due for each month

or part of the month.

b) Fifty thousand plus, f onth or part whichever high

esale and retail trade and he is a registered tax
ent 2018/2019 he has failed to furnish the tax
ovember as required by Law.

r has furnished the tax return on the 31% March 2020.The
gtlirn amounts to 2,000,000. The penalty on the late return will
agfollows.

" November 2017 but not paid as per return — 2,000,000

(5%) - 100,000

- 2,100,000

Penalty for December (2,000,000 x 1%) - 20,000
January (2,000,000 x 1%) - 20,000

February (2,000,000 x 1%) - 20,000

March (2,000,000 x 1%) - 20,000

Total Penalty & Tax - 2,180,000

In addition to this interest will also be accrued to the total amount of tax at 1 % % for each
month.



4.4.10 Late Payments (Sec. 179)
i. A person who fails to pay all or part of a tax due for a tax period within 14 days of the
due date shall be liable to pay 20% of the amount of tax.

ii. If he fails to pay all or part of tax on due date specified in a notice of assessment the
penalty of 20% will be payable.

ili. When a person fails to pay all or part of the instalment after the 14 days of due date
shall be liable to pay 10% of the amount of the tax due.

However, no penalty is due if CGIR has given extension period for the instalment
payments.

4.4.11 Negligent or Fraudulent underpayment (

Where tax is underpaid or incorrect statement or mater i imtentional
conduct or negligent. If under payment is,
I. Higher than 10 million O

ii. Higher than

r return tax payable amount is 200,000.00.
amount under paid is 300,000.00. The penalty

- 200,000

- 50,000
- 150,000

Hence penaltyaWill be 75% of the under payment. That is 300,000 x 75% = 225,000



4.4.5 False or Misleading statements (Sec. 181)

If any person makes a statement to a tax official that is Misleading or false statement which
would result less than correct amount or If it is a refund it would have been higher than
actual amount if the statement accepted by the tax official, the person is liable to pay
penalty greater of,

a) 50,000 Or

b) The amount by which tax payable or refund would have reduced or
increased if it were determined on the basis of such false statement.

The statement includes,

ound that debtors balance
2 Y/A 2018/19 due to this it

of debtor balance in respect of whe
declared as Rs. 100,000 is less than@

e to mdintain proper records render the person liable to a
failure continues.
rning notice and if he complied with the notice NO penalties

shall be impose@

4.4.7 Failure @ comply with third party notice (Sec. 183)

when a tax payer is in default, the CGIR may serve a notice to a third-party debtor. On
receiving such notice, the 3™ party debtor, shall pay the CGIR the amount the tax payer is
in default.

3" party debtor means a person who owes money to defaulter.

If a person fails to comply with this notice, he shall be liable for a penalty of 25% of the
tax payable by the defaulter.



Example 4.4.7.1
Mr. X as a third-party debtor asked to pay Rs. 300,000.00 on behalf of a default tax

payer by the CGIR. Mr. X failed to comply with this notice. Mr. X is subject to
penalty of Rs. 75,000.00 (25% of Rs. 300,000.00)

4.4.8 Transfer pricing penalties (Sec. 184)

Required documents not maintained — 1% of aggregate value of transaction.

Required document not furnished — Penalty of
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4.4.9 Failure to comply with notice to gi

Penalty of not exceeding 1 million
However, if a person liable for pe
with the provision of the Law.
CGIR may,

and fratidulent under payments in all other cases the period
alty shall be five years after the violation which causes the

alty arise on the making of an assessment by the CGIR.

4.5 Criminal’Proceedings

45.1 Evasion
Sec189 — A person may guilty of an offence. If he,
1. Willfully evade or attempts to evade tax.

2. Willfully and fraudulently claim a refund of tax which the person is not
entitled.



If the person is convicted under the offences stated above, he is liable to pay a fine Not
exceeding 10 million rupees or to imprisonment for term Not exceeding two years or both
such fine and imprisonment.

In proceeding against any person for evasion the burden of proof that the person has evaded
the tax lies on the tax department. The burden lies with the state to prove that a person has
evaded tax by these means and must proof beyond reasonable doubt to make a person liable
under this provision.

Sec 207 — Act No 10 of 2016 stated that the admissibility of evidence in such case.
However, there is No such provision in this Act.

In the case of Jayanetti Vs Mitrasena the departmentp king a false return
of Income. One of the issues for decision in the a
nature admissible in evidence. The confession was
secrecy provisions from disclosing statements and
council.

knowingly presenting false picture.

1. If evidence confirm an

fiCial of the department.

Fails to file a return

Producing false identity member or making false statement.
Refuse to produce any document requested by tax official.

Fails to maintain records or fails to comply with notice.

o v bk~ w DN

Impedes the determination assessment or collection.



4.5.3 Failure to preserve secrecy (Sec. 191)

If any person fails to preserve secrecy and violates confidentiality provision under section
100, he is guilty of an offence and shall be liable on conviction for a fine not exceeding
1 million rupees or imprisonment for a term not exceeding one year or both fine and
imprisonment.

4.5.4 Offences by tax officials
Any tax official who performs any duty under this Act ask for any pecuniary or other
benefit in cash or in kind from any person except an officer lawfully entitled, commits as
offence and liable on conviction for a fine not exceeding 1 m|II|on or imprisonment not
exceeding 1 year or to both fine and imprisonment. E itiopyto this court may
impose the tax that has not paid as a result offo ing which is not
recoverable from the tax payer.

The CGIR may compound an offence with a fine
person concerned request the same in writing. Howe
before commencement of the court proceedings.

4.6 Interest

4.6.1Liability for Interest (157)

If a tax payer has not paid the tax

or date of payme [0F'the tax whichever is later.

Example 4.6.2.1: Department issued an assessment on Mr. A for the Y/A 2018/109.

As per assessment the due date of tax payment is on or before 31% March 2020.

Tax payer made the payment with interest accrued to it. However, it has been transpired at
the appeal that the return is acceptable as it is.

the tax payer has paid the interest and taxes on 10" of March 2017

however, in case of tax refund, no interest shall be payable if this refund of tax has been
made within 60 days of claim for such refund



159 — (1) Rate of interest on any interest payable by the taxpayer- 1 % % per month or
part of the month.

(2) Rate of interest on any interest payable by the CGIR to a tax payer- % % per
Month or part of the month.

Example 4.6.2.2- Interest payable

A person’s tax amounting to 100,000/~ fell due on 1% June 2019. The tax and
interest payable are calculated as follows.

Tax due on 1% June 2019
Interest for June - 1% %

100,000
1,500

0
Interest for July — 1 %2 % - 2
3,022
Interest for August - - 45

Interest for September -
Tax or Interest payable on 30.09.19 -

The tax is Rs. 100,000/- and interest is

Q&



CHAPTER 5 - RULINGS

“Rulings” as a concept is not new to the Inland Revenue law. The same concept has been
incorporated into the Inland Revenue Act No0.10 of 2006 under Sec: 208A. The purpose of
incorporating such a concept into tax law is to maintain consistency & uniformity in tax
administration while providing a guidance to general public & to tax administrative
officers. This concept has been brought into the new Inland Revenue Act in a more
elaborative manner under the headings of “public & private rulings”.

5.1 Public Rulings (sec 104:)

Public rulings set out the CGIR’s interpretation wi ication of Inland
Revenue Act. CGIR may issue public rulings in of@ler ambiguities that

may be caused in interpreting the provisions of the | kinds of users
of the Act an opportunity to rely upon the public ru i rpreting the
grey areas of the Act.

Once a notice of ruling is publish g e web site of the department the
particular ruling comes into force fro ( Y'in the ruling as to be the effective

lic ruling issued by CGIR is inconsistent with any
o withdraw such ruling as to the extent it is necessary to
The effective date of withdrawal will be specified in the

As opposed to ptiblic Rulings, private rulings will be issued in respect of a particular
transaction of a tax payer setting out CGIR’s position on its tax application. Accordingly,
a particular tax payer who wishes to have a private ruling be issued in respect of him, shall
make a written application to the CGIR making his request. The application shall state the
full details of the questioned transaction, while submitting all the documents relevant to it,
specify the question precisely & also provide a full statement by the applicant setting out
his opinion regarding the tax application on the questioned transaction.



When receiving an application for a private ruling, it shall be referred to a committee
namely “interpretation committee” consisting of senior officers of the department
appointed by CGIR. The committee may decide whether to accept or to reject the
application. On Acceptance of an application, the committee would commence their review
over the facts & documents available, if needed may bases on certain assumptions & would
issue the ruling to the relevant applicant. CGIR may specify a reasonable fee on the
applicant in this regard.

A notice of a private ruling shall state that it is a private ruling & shall have an identification
as to the applicable tax payer, tax period, & transaction & states the assumptions based on
issuing the ruling. CGIR may publish the ruling in Department’s web site but w1thout
disclosing the identity of the applicant. A ruling so is
regard to the particular tax payer in whose respectli
complete details of the transactions have been provi
not bind the CGIR in respect of any other tax payer
that tax payer’s respect.

be overcome.
There may be instances where the CGIR
requesting private rulings. Such ins

t was raised on a tax payer based on such a ruling
he manner stipulated in the ACT.



CHAPTER 6 - SCHEDULES

Tax Rates

Investment Incentives

Exempt Income

Capital Allowances, Balancing Allowances and Assessable

First Schedule
Second Schedule
Third Schedule
Fourth Schedule
Charges

Fifth Schedule
Sixth Schedule

Qualifying Payments and Reliefs
Temporary Concessions

6.1 First Schedule — Tax Rates

6.1.1 Tax rates for resident and non - resident ingdividuals.
Tax Rates for the taxable income of a resident or\a@m-resident®in for agyear of
assessment.

Taxable Income (Rs)

Upto 600,000
600,000 — 1,200,00
1,200,000 — 1,800,0

d by the Commissioner-General that does not represent the person’s
provident fund;

provident fund apg
contributions to thé

(e) amount paid to a person from a regulated provident fund that does not represent the
contributions made by the employer to that provident fund before April 1, 1968, and the
interest which accrued on such contributions made by the employer, if tax has been paid
by the employer at 15% on such contributions made and the interest accruing thereon; and

(f) amount received from Employees’ Trust Fund

Contribution or period of employment less than 20 years



Total Income from Employment (Rs) Tax Payable

Upto 2,000,000 0%

2,000,001 — 3,000,000 5%

Exceeding 3,000,000 Rs. 50,000 +10% for Excess
3,000,000

Contribution or period of employment more than 20 years

Total Income from Employment
Upto 5,000,000

5,000,001 — 6,000,000
Exceeding 6,000,000 ‘ Excess

Tax Payable

(4) The type of income referred to in subparagraph (2) 4€ be income frofM a business

consisting of betting and gaming, liquor or tobacco.

6.1.3 Tax rate for partnerships.

Where a partnership’s taxable income inc > realization of investment

assets, those gains shall be taxed to

).
(3) Where a trt income (not otherwise covered by this paragraph) includes gains
from the realiz nvestment assets, those gains shall be taxed to the trust at the rate
of 10%.



6.1.5 Tax rates for companies.

technology services
company with income from a b
consisting of betting and gaming,
and/or tobacco

Description Rate of Tax
Small and Medium Enterprises 14%
Predominantly (80%) conducting a business | 14%
of exporting goods and services

Predominantly (80%) conducting an | 14%
agricultural business

Predominantly (80%) providing educational | 14%
services

Predominantly (80%)  engaged

undertaking for the promotion of tod#i
Predominantly (80%) providing inf

Other than the above

Qualifying information technology mea
(a) software development services; or

recreation or so

(4) Where a company’s taxable income includes gains from the realization of investment

assets, then

(a) those gains, shall be taxed to the company at the rate of 10%; and

(b) only the remainder of the company’s taxable income shall be taxed at the rate referred

to in subparagraph (1).



6.1.6 Tax rates for unit trusts or mutual funds Sec 59(2)

(1) Unit trust’s or mutual fund’s taxable income taxed at the rate of 28%.
(2) Gains from the realization of capital assets taxed at the rate of 10%.

6.1.7 Tax rates for charitable institutions.

(1) The taxable income of a charitable institution, taxed at the rate of [14%].

(2) Gains from the realization of investment assets, the gains taxed at the rate of 10%;

(b) only the remainder of the charitable institution’s taxable income shall be taxed at the
rate referred to in subparagraph (1).

6.1.8 Tax rates for non-governmental organiz

(1) The taxable income of a nongovernmental organ
(2) Gains from the realization of investment assets ta
(3) The rate of tax payable by a non-governmental or
year of assessment by way of grant, donation or contributio ny other manner taxed
at the rate of 28% (section 68)

6.1.9 Tax Rates for Employees Trust i Pension Funds and
Termination Funds.

(1) The taxable income of an e afl approved provident or pension
fund, or an approved terminati ssment shall be taxed at the rate of
[149%)].
ination fund” means any thrift, saving or building
tions are made by employees only or any gratuity

3 ) a non-resident person who has remitted profits taxed at the rate
of 10% (section

6.1.11 Withhol#ling tax rates.
(1) The rates of tax to be withheld from payments shall be —
(a) for payments to which section 83 applies —

(i) in the case of a resident withholdee - at the rates specified by the Commissioner
General and published in the Gazette; and

(if) in the case of a non-resident withholdee - at the rates specified by the
Commissioner General and published in the Gazette;

(b) for payments to which section 84(1)(a)(i) applies —



(1) in the case of interest paid to a resident individual in relation to a bank deposit account
(other than to an individual who is a senior citizen) - 5%;
(i) in the case of interest paid to a senior citizen - at the rate and in the manner prescribed
in regulations;
(iii) in the case of rent paid to a resident person — 10%; and (iv) in all other cases - 14%j;
(c) for payments to which section 85 applies —
0] in the case of service fees referred to in section 85(1)(a) - 5% on amounts
exceeding Rs. 50,000 per month;
(i) in the case of service fees referred to in section 85(1)(b) - 14%; and (iii) in the
case of insurance premiums referred to in section 85(1)(b) - 14%.

(2) The rate of tax to be withheld from each partner y partnership income

Tax payable by Withholding

Payment (source) WHT Rate

Dividend Resident or Non — residefit cO 14%

Interest  from  bank Exempt up to
deposit 1.5Mn

5% (final tax)

14% subject to
DTA (final tax)

5% (final tax)

5% (WHT Credit)

5% (WHT Credit)

5% (WHT Credit)

all be granted enhanced capital allowances according to the below

schedule, in additi@n to the claimed capital allowances.

Amount (USD) Location/Purpose %Allowance
Not exceeding 3Mn | Northern Province 200%
Not exceeding 3Mn | Other than Northern province 100%
3-100Mn Other than Northern province 100%
Exceeds 100 Mn Other than Northern province 150%
Exceeds 3Mn Northern Province 200%




Exceeds 250Mn Expenses incurred in the assets of a “state | 150%
owned company” in any part of Sri Lanka.

Enhance Depreciation Allowances incurred in respect of following depreciable assets,
when expense not exceeding USD 3Mn

1 Plant and machinery used in manufacturing
2 Building, structures and similar works of a permanent nature.
3 Computer and data handling equipment together with peripheral devices.

6.1.2 Extended period for deducting unrelieved tax losses

Loss C/F period extended to 10 years to unreli i due to Enhanced
Depreciation Allowance claimed during a Year of
Loss C/F period extended to 25 years where the enh
is more than USD 1000 Mn or relates to investment i

6.3 Third Schedule - Exempt Amounts

The following shall be exempt amounts:
(a) Employment income of the President;
(b) Amounts derived by —

(i) the Government of Sri Lanka
(i) the Central Bank of Sri
(iii) any Government univers
(iv) Government aSSI jvate school,

(d) the pension qfa person, paid by the Government

(e) any amount paid to an employee at the time of retirement

(F) the income of an individual entitled to privileges to the extent provided for by —
(1) a diplomatic immunities law or a similar law;
(if) Convention on the Privileges and Immunities of the United Nations and the
Convention on the Privileges and Immunities of the Specialized Agencies of the
United Nations
(iii) relating to an international organization



(9) a gain made by a resident individual in the year of assessment do not exceed Rs.
600,000

(h) a gain made by a resident individual on the realization of the individual’s principal
place of residence

(k) any prize received by a person as an award made by the President of Sri Lanka or by
the Government in recognition of an invention created, or any research undertaken, by such
person;

(I) any sum received by a person from the President’s Fund

(m) an amount equal to the interest or the discount paid or allowed of any sovereign bond
denominated in foreign currency

(n) any amount derived by a senior citizen from an annuity for life for a period of not less
than ten years
(o) any winning from a lottery, the gross amount of gvh eed Rs. 500,000;
(p) a dividend paid by a resident company to a j ithholding under
section 84)

(q) vehicle permit issued to that employee
(r) the profit or income from any property donate
March2,1815

(a) the employment income of the Presiden
(b) amounts derived by —

Q) the Government of S
department;
(ii)
(iii)

anka, including the Monetary Board,
iversity Act or the Buddhist and Pali University of

a foreign country or foreign territory to the extent specified
immunities law or a similar law
(vii) ~ ionalyorganization to the extent specified under a diplomatic

shall be broader than that provided under diplomatic immunities law
ilar law;
(c) capital sums paid to a person as compensation or a gratuity in relation to —

(i) personal injuries suffered by the person

(i) the death of another person

(d) the pension of a person

(e) any amount paid to an employee at the time of retirement from
(i) any pension fund or the Employees Trust Fund, for any period commencing on
or after April 1, 1987, from investments made by it;



(i1) a provident fund approved by the Commissioner General

(f) the income of an individual entitled to privileges to the extent provided for by —
(1) a diplomatic immunities law or a similar law;
(ii) an Act giving effect to the Convention on the Privileges and Immunities of the
United Nations and the Convention on the Privileges and Immunities of the
Specialized Agencies of the United Nations; or
(iii) regulations made under this Act relating to an international organization, or a
law or Act referred to in subparagraph (i) or (ii);

(g) a gain made by a resident individual in the year of assessment do not exceed Rs.
600,000

(h) a gain made by a resident individual on the realizati ind#vidual’s principal
place of residence
(k) any prize received by a person as an award ma Sri Lanka or by
the Government in recognition of an invention creat
person;

() any sum received by a person from the President’s
(m) an amount equal to the interest or the discount paitl o of any sovereign bond
denominated in foreign currency
(n) any amount derived by a senior citizen frop
than ten years
(o) any winning from a lottery, the gross ame . gloeg nOt exceed Rs. 500,000;
(p) a dividend paid by a resident compan¥yie a ‘ bject to withholding under
section 84)

(q) vehicle permit issued to that e
(r) the profit or income fr
March2,1815




6.4 Fourth Schedule

DEPRECIATION ALLOWANCES, BALANCING ALLOWANCES AND
ASSESSABLE CHARGES

Class Depreciable Assets No of
Years
1 | Computers and data handling equipment together with peripheral 5
devices

2 Buses and minibuses, goods vehicles; construction and
earthmoving equipment, heavy gener
trucks, trailers and trailer-mounte

machinery used in manufacturing

3 | Railroad cars, locomotives, and equipm
and similar water transportation equipm
public utility plant, equipment, and machi ice furniture,
fixtures, and equipment; any depreciable asse i
another class

4 | Buildings, structures and sim nent nature 20

useful
life or 20
years

5 Intangible assets, ex good

a person is only partly used in the production of

according to the s
A/B
where
A is the depreciation basis of asset at the end of the year of assessment; and

B is the number of years referred to in subparagraph (3) applicable to that asset.

5 The actual useful life of the intangible asset, or where the intangible asset has an
indefinite useful life.

(4) No depreciation allowance shall begranted to a person in respect of a road vehicle, other
than —

(a) a commercial vehicle;

ght line method using the following formula:



(b) a bus or minibus;
(c) a goods vehicle; or
(d) a heavy general purpose or specialised truck or trailer.

(5) For the purposes of this paragraph, “commercial vehicle” means —

(a) a road vehicle designed to carry loads of more than half a tonne or more than 13
passengers; or

(b) a vehicle used in a transportation or vehicle rental business.

Depreciation basis of a depreciable asset.

3. The depreciation basis of a depreciable asset of a person at the end of a year of
assessment isshall bethe sum of —

(a) the depreciation basis of the asset at the end of the prewous year of assessment; and
(b) amounts added to the depreciation basis of the a eap of assessment in
respect of additions to the cost of asset.
Balancing allowances and assessable charges.
4. (1) Where a depreciable asset of a person is real the gnd of a
year of assessment

with the following formula:
B-A

where —

‘A’ is consideration received by t
‘B’ is the written down Value
(2) For the
reallsatl 0

r of assessment for the asset; and
asset at the ti realisation of the asset.

h, “written down value” of an asset at the time of
enses incurred by a person in acquiring the asset
d to the person under paragraph 2 in respect

agraph afd without prejudice to section 39, a person realises
on sells the business in respect of which the expenses were



6.5 Fifth Schedule - QUALIFYING PAYMENTS AND RELIEFS

1. The qualifying payments referred to in section 52 shall be as follows:

(a) a donation made by an individual or entity in money to an approved charitable
institution that is:

(i) a charitable institution established for the provision of institutionalized care for the sick
or the needy; and

(ii) declared by the Minister as an approved charitable institution for the purposes of this
sub-paragraph, subject to a maximum of —

(iia) in the case of an individual, one-third of the taxable income of the individual or Rupees
seventy-five thousand, whichever is less;

(iib) in the case of an entity, one-fifth of the taxable 4
hundred thousand, whichever is less;

(b) a donation made by an individual or entity in m
(i) the Government of Sri Lanka;

(ii) a local authority;

(vii) the Sevana Fund created and admini
Authority established by the Nati
1979;

(V|||) a fund established by a approved by the Minister;

blished by the Api Wenuwen Api Fund Act, No. 6 of
e National Kidney Foundation of Sri Lanka

nd established by the President’s Fund Act, No. 7
as required by the law by or under which such corporation

fdator shall not be entitled to deduct this personal relief as such
trustee, receiver, 8eeurtor or liquidator, and the relief is not available to be deducted against
gains from the rea#ization of investment assets;

(b) in the case of an individual with income from employment, Rs. 700,000 for each year
of assessment, up to the total of the individual’s income from employment for the year;
(c) in the case of an individual with rental income from an investment asset, an amount
equal to 25 percent of the total rental income for the year of assessment, being a relief for
the repair, maintenance, and depreciation relating to the investment asset, but shall only be
allowed to the extent no deduction or cost is claimed for any actual expenditures incurred
by the taxpayer for the repair, maintenance, and depreciation of the investment asset;

receiver, execy



(d) in the case of an individual who is a senior citizen in a year with interest income derived
from a financial institution, Rs. 1,500,000 for each year of assessment, up to the total of
the individual’s interest income for the year.

6.6 Sixth Schedule - TEMPORARY CONCESSIONS
Enhanced Depreciation Allowances

will apply only in the first 3 years from effective date of this Act.
1.The portion of gains and profits that is deemed as income of
business of life insurance (i.e. surplus distributed to
2 Double deduction for” research and development
3 Headquarters relocated after 01.10.2017 as per |
4 Any person who has entered into a Standardized
prior to 10.11.2016 to provide electricity generated axed at

insure engaged in the

14%.
5 A business predominantly engaged in the business ision of “Information
Technology” service (defined)and has at least yroll-additional

deduction of 35%of “personal cost” (defined)

Relevant Definitions.
“Small and Medium Enterprise tisfies the following ¢

from realization of | Other income

28%
28%

28%

Remittance of B Py non - residents

A non — resident p@Fson who carries on business in SL through a Permanent Establishment
shall pay tax on #fe remitted profits earned within the Year of Assessment.

Tax Rate - 14%

Due date — within 30 days from the date of the remittance



rates up to a maximum
of 24%)

Corporate debt
-5% for al
persons
individua
charitable
other entit
credit)
-Non

14%(final tax)

“depreciation allowance expenditure”
allowances are available under this Schedu
“written down value” of an asset m
granted with respect to expenditu

Payment withholder New Prevailing

Interest (other than the | Resident/non | Treasury bills and | 10%(final tax for
bank deposits) | resident bonds-no WHT any person other
including  discounts, (Implication for | than a company and
Premium. Eg: individuals :such | WHT  credit  for
Treasury bills and income will now be | companies)/
bonds, Corporate debt. liable at progressive | Exempt.
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PART | : SECTION (I

Government Notific
INLAND REVENUE ACT, No. 24

Notice under paragraph 10(1)(b)(ii) of the First

REGULATIONS made by the Minister of Finance and Mass Medi sub item (ii) of item (b) of
sub paragraph (1) of paragraph 10 of the First Schedule of the . 2 of 2017, on the deduction of
income tax from interest payment to a senior citizen on money i stitutions. These Regulations are
effective from April 1, 2018.

MANGALA SAMARAWEERA,
Minister of Finance and Mass Media.
Ministry of Finance and Mass Media,
Colombo 01,
01st April 2018.

gte under Part | of

b) Prescribe the the Schedule that any bank/financia institution shall withhold tax, when
makes the inte pent to a seffor citizen on money deposited.

SCHEDULE

PART |

Interest Income subject to Withholding Tax Withholding Tax Rate

If the senior citizen declares that his/her total 5%
interest income derived from all financial
ingtitutions if any, exceeds Rs. 1,500,000 for a year
of assessment, on the excess

1A- PG 3983—507 (04/2018)
This Gazette Extraordinary can be downloaded from www.documents.gov.lk E]:h
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PART 11
- Declaration

The senior citizens should provide a declaration as per the following format, in each year of assessment for each
account maintained in a financial institution.

- False or Misleading Satement

A declaration, statement or certificate provided by asenior citizento afinancia institutionistreated as a statement
made to atax official for the purpose of section 181 of the Act.

Department of Inland Rev

(Name and address of the Financial Institution)

AccoUNt NO. ©..cccvveeiiieeccee e

ation (By Senior

.................................................................................................................................................. (Full Name)
OF e I e SRR e ettt n bt (Address)
hereby declare t
| am aresident and a Se i i a (as per the provisions of the Inland Revenue Act, No. 24 of 2017)

1. The aggregate iné gjVable by me for the above year of assessment on the monies deposited in this

account or any other 8 of thisbank or any other accountsin any other bank or any other financial institution
does not exceed Rs. 1,500,000/-. Therefore, please refrain from deducting withholding tax on the interest payable
on this account.

2. The aggregate of the interest receivable by me on the monies deposited in the above account together with the
total interest receivable by me from any other account of this bank and of any other account in any other bank or
any other financial institution may exceed Rs. 1,500,000/- of total interest for the above year of assessment.
Therefore, place withhold the tax on the excess of the interest over RS........ccccoeevveenne.

3. Thetax relief on interest income of Rs. 1,500,000/- which is available to senior citizen has been availed by mein
respect of the interest receivable by me on the monies deposited in the other accounts of this bank or other banks
or other financia institutions. Therefore, please withhold tax on the total interest receivable by me from this
account.
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3A

National Identity Card NO..........cccceevrevernennn.
Tax payer Identification NO.........ccccoceevrienennen.
| certify that the above declaration made by me is true and correct.

Any changes to my residence status will be notified to the bank at the time of such change.

Date Signature of the Declarent.

(*please strike-off the statements not relevant)

Q&

04-836

PRINTED AT THE DEPARTMENT OF GOVERNMENT PRINTING, SRI LANKA.
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PART I : SECTION (I)

Government Notifica
INLAND REVENUE ACT, No. 24

angala Samaraweera,

By virtue of the powers vested in me under Section 194 of the Inland Revenue Act, No.
n the regulation hereto.

Minister of Finance and Mass Media, do by this order prescribe, for
These regulations are effective from April 1, 2018.

ANGALA SAMARAWEERA,

r of Finance and Mass Media.
Ministry of Finance and Mass Media,
Colombo 01,

April 01, 2018.

(iii)
(iv) any type of vocational services provided as an independent service provider.

2. The rate of 2% is prescribed for the purpose of paragraph (b) of sub section (2) of section 85 of the Act, when a
resident person makes a payment to a non-resident person.

04-837
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PART I : SECTION (I)
Government Notific

INLAND REVENUE ACT, No. 24 O

Notice under Paragraph (e)(iii) of the Third Sche

REGULATIONS made by the Minister of Finance and Mass M of paragraph (e) of Third
Schedule of Inland Revenue Act, No. 24 of 2017. These Regul

MANGALA SAMARAWEERA,
Minister of Finance and Mass Media.
Ministry of Finance,
Colombo 01,
01st April 2018.

al emoluments of an
he Inland RevenueY

oyed by the Asian Develoment Bank, shall for the purposes

of Third Sch 7 be exempt amounts.

04- 838

1A -PG 3985—507 (04/2018) PRINTED AT THE DEPARTMENT OF GOVERNMENT PRINTING, SRI LANKA.
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PART | : SECTION (I

Government Notific
INLAND REVENUE ACT, No. 24

Regulations under Section 194

REGULATIONS made under Section 194 of the Inland Revenue urpose of that Act. These
Regulations are effective from April 1, 2018.

ANGALA SAMARAWEERA,
inister of Finance and Mass Media.
Ministry of Finance and Mass Media,
Colombo 01,
01st April 2018.

ply to any incometax, for any year of assessment commencing
ise stated in the Inland Revenue Act, No. 24 of 2017 or asregulated in the

(2) Wherethewha
of sections 16C, ¥
specified in those pre
shall continue to be exe

A, 18, 20, 24A, of the Inland Revenue Act, No. 10 of 2006, for a period as
, if thereisany unexpired part of that period as at March 31, 2018, such part
rom income tax as if such provisions continued to have application.

3) If-

(a) an enterprise has entered into an agreement with the Board of Investment of Sri Lanka under section 17 of
the Board of Investment of Sri LankaLaw No. 4 of 1978 prior to April 1, 2018 ; and

(b) the agreement provides for the profits and income of that enterprise to be fully or partly exempt from
income tax or to be taxed at reduced rate of income tax, under the Inland Revenue Act, No. 28 of 1979 or

1A- PG 3986 — 507 (04/2018) E]
This Gazette Extraordinary can be downloaded from www.documents.gov.lk =
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(4)

(5)

(6)

(7)

(8)

(9)

under the Inland RevenueAct, No. 38 of 2000 or under the Inland Revenue Act, No. 10 of 2006 as the case
may be, or for the basis for the computation of income tax liability,

such profit and income of such enterprise shall continue to be exempt from icome tax payable under the Inland
RevenueAct, No. 24 of 2017 or liable for income tax calculated on the basis and at the rate provided under that
agreement.

Where the whole or any part of the profits and income of a person is entitled to pay tax of concessionary rate
under provisions 59D, 591, 59J, 59K, 59L, 59M of the Inland Revenue Act, No. 10 of 2006, for a period as
specified in those provisions and, if there is any unexpired part of that period as at March 31, 2018, such period
shall continue.

Where any provision of thelnland RevenueAct, No. 10 of 2006 pr
the assessable income of any person for any year of assessm such loss as at March 31,
2018, shall deemed to bethelossincurred for theyear of April 1, 2018 under the
Inland Revenue Act, No. 24 of 2017 and be deductiblein accor Act, No. 24 of 2017.

Where section 34 of the Inland Revenue Act, No. 10 of 2006 p i lowances in
ascertaining the taxable income of any person for any year of ch allowance as
at March 31, 2018, shall subject to any conditions specified i s enabling such deductions, be
deductible from the taxable income of that person in any year of ing on or after April 1,
2018, as if such provision continued to have application

The allowance for depreciation in respect of any -

(a) capital asset acquired prior to April 1, 2006, a
prior to April 1, 2006 ; or

onstructed or any building acquired

(b) capital asset acquired on or aft
or any building acquired o

| 1, 2006, but prio pril 1, 2018, any qualified building constructed
ril 1, 2006, but prior to April 1, 2018.

ive provision of the Inland Revenue Act, No. 10 of 2006

in respe€t of any finance lease agreement entered into, prior to April 1,
e with the respective provisions of the Inland Revenue Act, No. 10 of 2006.

The follo : iti Ctivities approved by the Minister or the Commissioner-General under any
, No. 10 of 2006 shall be deemed to have been approved by the Minister or by
e case may be, under the respective provisions of the Act :

Type o y or Activities Approved by

Provident or saving Minister

Activity being of humanitarian in nature

Charitable institution established for the
provision of institutionalized care for the
sick or the needy
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Type of Entity or Activities Approved by

Provident fund Minister
or

Pension or saving fund Commissioner-General
Gratuity fund
any accountant or any individual (for the Commissioner-General
purpose of the definition of authorized
representative)

(10) The carried forward Notional Tax credit as per section 138(2) o
carried forward to be set off against the income tax liability Wi e years of assessment
commencing from the year of assessment 2018/2019.

(11) Incase of any dividend paid to be shareholder of any company pri
received by that company from any other company on which tax h i 01, 2018in
accordance with the provisions of the Inland Revenue Act, No. 10 dividend shall not be subject to
tax under the provisions of the Inland Revenue Act, No. 24 of 2017.

(12) In case of any non-resident person whose profit from asy i i een ascertained by the
Commissioner General of Inland Revenue, in accorda i i nland Revenue Act, No. 10
of 2006, prior to April 01, 2018, as a percentage of thes trade or business of such person,
such percentage of the sum receivable from that ed for any year of assessment
commencing from April 01, 2018.

fd Revenue under Section 28 of the Inland
pe in force.

ioner General @
shall continue to

(13) Where a direction is issued by the Co
Revenue Act, No. 10 of 2006, such

04-839
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Government Notific

INLAND REVENUE ACT, No. 24 O

Notice under Sections 18

BY virtue of the powers vested in me under Section 18(4) of the
circumstances in which losses on financial instruments may only |
Mudiyanselage Lalith Ivan Disanayake, Commissioner General o

in which loss on a financial instrument is occurred as the circum'
the gain from same type of financial instrument.

of 2017 in relation to the
1al instruments, I, Disanayake
is notice specify any circumstance
a financial instrument set against

D. M. L. I. DISANAYAKE,
Commissioner General of Inland Revenue.

Department of In
Colombo 02,
01st April

d Revenue,

05- 48
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PART I : SECTION (I)
Government Notific

INLAND REVENUE ACT, No. 24 O

Notice under Section 31(3)

BY virtue of the powers vested in me under Section 31(3) of the Ind@
period for which interest on a blended loan is compounded, A&

Commissoner General of Inland Revenue, do by this notice spe
accepted accounting principles.

017 in relation to the any
ge Lalith Ivan Disanayake,
yhich is considered by the generally

D. M. L. I. DISANAYAKE,
Commissioner General of Inland Revenue

Department of Inland
Colombo 02,
01st April 2018

05- 49
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Government Notific

INLAND REVENUE ACT, No. 24 O

Notice under Section 66

BY virtue of the powers vested in me under Section 66(2) of th : 24 of 2017 in relation to
specific provision for a debt claim made by a person conducting/a i : igAhayake Mudiyanselage Lalith
Ivan Disanayake, Commissioner General of Inland Revenue, d i

claim in accordance with the relevant directives made by the Ce
the Schedule.

a subject to conditions as set out in

D. M. L. I. DISANAYAKE,
Commissioner General of Inland Revenue

Department of In
Colombo 02,
01st April

d Revenue,

Schedule

(2) No provision made in
Institutions in accordan

(3) No provision made in respect of a debt claim given to an associated person.
(4) No provision made in respect of a debt claim given to a person outside Sri Lanka.

05-50
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PART I : SECTION (1)

Government Notific

INLAND REVENUE ACT, No. 24 O

Notice under Section 115

BY virtue of the powers vested in me under Section 115 of the
Mudiyanselage Lalith Ivan Dissanayake, Commissioner Gener

circumstances under which a tax payer may designate an authoriz
Department on behalf of the tax payer as set out in the Schedule

of 2017, I, Dissanayake
this notification specify the
mmunicate with the Inland Revenue
01.04.2018.

D. M. L. I. DISSANAYAKE,
Commissioner General of Inland Revenue.

Department of Inland
Colombo 02,
01st April 2018

Schedule

01. For the purp avi i corresponding with the Department relating to tax payer registration and

tax type regist tion 102.

02. For the purpose of n@
Act.

change in the particulars of tax payer profile in terms of Section 103(5) of the
03. For the purpose of applying for private rulings in terms of Section 107 on behalf of the tax payer and to maintain
all kinds of corresponding relating to it.

04. For the purpose of requesting and receiving any information in terms of Section 118 to be provided by the
Commissioner General.

1A -PG 4001—432 (04/2018) .
This Gazette Extraordinary can be downloaded from www.documents.gov.lk
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05.

06.

07.

08.

09.

10.

11.

12.

13.

05- 51

For the purpose of furnishing any information required by an Assistant Commissioner or to appear at the time
and place designated in a notice for any other required purpose in terms of Section 123 of the Act.

For the purpose of filing tax returns, additional returns and information returns as required by chapter XI to the
Act.

For the purpose of requesting to make amendments to self-assessment return in terms of Section 136 of the
Act.

For the purpose of forwarding applications for administrative reviews, represent the taxpayer at the reviews
conducted by Commissioner General, forwarding written submissions where necessary and entering into
settlement in that regard with Commissioner General on behalf of the tax payers.

For the purpose of applying for extension of time for filing ction 130 of the Act and

extension of time for payment in terms of Section 151 of th

For the purpose of applying for refundable amounts and to ma! ard in terms
of Section 150 of the Act with the Department.

For the purpose of representing the taxpayer in any kind of i
General in terms of Section 186 of any offence chargeable under this A

For the purpose of filing capital gain tax return in ter

For the purpose of representing the taxpayer in a
authorized in writing by the tax payer.

representative is specifically being

PRINTED AT THE DEPARTMENT OF GOVERNMENT PRINTING, SRI LANKA.



Circular No: SEC/2018/.0) Date: .| P: 03 20l1&

Circular to Banks / Financial Institutions

Withholding Tax on Interest paid by Banks o Institutions

This Circular sets out explanatory notes and guideline ial Ingtitution, to
facilitate the application of section 84 of the Inland Re . ith effect
from April 1, 2018, for the deduction of income tax fro i come from
Islamic financial transaction referred to in section 32 pay. by such Bank or Financial

association or charitable institutions etc.), on any r invested as the case
may be; with Sri Lankan rupees or any other

1. Time of Deduction

Tax should be withheld a e, the interest/ discount/profit is paid or credited,

y as the case may be; to any account maintained in a

@ The tax ded¥
to the follow

fired under the provisions of section 84 of the Act, is not applicable
terests or discounts.

a. Interest paid to a financial institution on the ordinary loans and advances provided by
such institution;

b. Interest or discount paid to any person on Security or Treasury Bond under the Registered
Stocks and Securities Ordinance (Chapter 420) or Treasury Bill under the Local Treasury
Bills Ordinance (Chapter 417);



C.

(n

An amount equal to the interest or the discount paid or allowed, as the case may be, to
any non-resident person or to any licensed commercial bank in Sri Lanka, by the issuer of
any sovereign bond denominated in foreign currency, issued on or after October 21,
2008, by or on behalf of the Government of Sri Lanka;

Aggregated interest income (from all deposits) of a senior citizen (resident in Sri Lanka
who is sixty years old or above at any time during the year of assessment) up to Rs. 1.5
Million per annum (subject to declaration of such senior citizen as per the format given in
Annexure 1).

The interest derived by a charitable institution, whér
Commissioner-General that such interest is app
care to children, the elderly or the disabled in
institution;

(Any Financial institution is required to seek confir

rom the Department of
Inland Revenue that such institution is quali for this i

Any interest payable to:

(f) a foreign Government which falls under a diplomatic immunities law;
(g) any international organization which falls under a diplomatic immunities law or
similar law or exemption provided under an agreement entered into with Government

of Sri Lanka;

(h) an individual entitled to privileges to the extent for by-



(i) a diplomatic immunities law or a similar law;

(ii) an act giving effect to the Convention on the Privileges and Immunities of
the United Nations or specialized Agents of the United Nations;

1s not liable for the deduction of withholding tax.

Rates of Deduction

Every Bank or Financial Institution paying interest including anygum referred to as “excess”
over the original payment (in the case of any certi scount or profit from

Islamic financial transaction is required to withhold payment (unless it
is exempt) as follows:

) in the case of interest or discount or income fro ic financial tramsaction paid to

any person (other than to a senior citizen), is requir ithhold at the rate of 5%j;

Rs. 1,500,000 for any
the balance of the interest

(i)

Notes:

(a) If a direction has bee y the Commissioner General of Inland Revenue or any

Joint Accounts

Interest on joint accounts of individuals may be apportioned among such individuals
according to the mandate given to the Bank or Financial Institution and such part of the
interest apportioned to each such individual can be treated as interest payable to such
individual.



5. Direction for Charitable Institution

If the recipient of the interest is a charitable institution and has reasons to believe that income
tax payable/ computed by such recipient for any year of assessment, is exempt under section
9 of the Act, such a recipient may request direction from the Commissioner General. The
Bank/ Financial Institution should honor any such direction issued by or under the authority
of the Commissioner General, and make adjustment accordingly.

6. Certificate of Deduction

Every Bank or Financial Institution deducting inc
required to issue in respect of each deduction, a certific
(individual, partnership, company or body of person
withholding certificate shall cover a calendar month and served within 30 days
after the end of the month.

Note: If a withholding tax deduction is dil m the ifiterest on any deposit of
resident individual or charitable insti ch interest is treated as final.

g€ans a person required to withhold tax from a payment under the
Inland Revent

"withholdee" gficans a person receiving or entitled to receive a payment from which tax
is required to be withheld under the Inland Revenue Act;

(b) As provided in section 102 of the Inland Revenue Act, Banks or Financial Institutions
(withholding agent) liable to furnish return of income for a year of assessment is required
to obtain a registration number from the Commissioner General not later than 30 days
prior to the commencement of deduction of tax.



(c) According to the section 86 of the Inland Revenue Act, every withholding agent shall file
with the Commissioner General within 30 days after the end of each year of assessment.

Keep a proper record of the interest/excess amount as the case may be, paid by a Bank or
Financial institution any year of assessment to any person and the date or dates on which
such interest or excess is paid, as per the format given in the Annexure 3.

(f) Keep a record of interest on which no withholding tax has been deducted due to
exemption from deduction as mentioned in paragraph 2 of this guideline as per the format
given in Annexure 4.

Note: Commissioner General of Inland Revenue the Department

authorized (in writing) to inspect the above rec

. Payments of tax withheld or treated as withheld

(i) Every withholding agent must pay to the Cofii in 15 days after the
end of each calendar month any tax th in accordance of the
paragraph 3, during the month. The mo e relevant tax, should be

(1) A wi i ] ithhold tax in accordance with the provisions of
Reyenue Act, must nevertheless pay the tax that

. Submission ¢

(@) Return

Every withholding #gent for any year of assessment commencing on or after April 1, 2018,
duly prepared annual return which are issued by the Commissioner General of Inland
Revenue, should file with the Commissioner General within 30 days after the end of each
year ending on 31* day of March,

Please note that Photostat copies of the return issued by the Department of Inland Revenue
will not be entertained. Further, return should be furnished even in the instances where no
any tax is payable.



(ii) Schedules

Please note that with effect from April 1, 2018, schedules should be submitted on
withholding tax deducted on interest paid or credited or discount allowed or on any charge,
referred to in section 84 of the Inland Revenue Act, as per the formats given in Annexure 3 &
Annexure 4.

Note: The schedules are required to be furnished in (Excel csy, format) electronic form.
However, if numbers of tax payers are less th ard y be submitted.

N @(CM
D.M.L.I. Dissanayake
Commissioner General of Inland Revenue

Ivan Dissanayake
Commissioner General of Inland Reveg
Department of Inland Revenue

Sir Chittampalam A Gardiner Maw
Colombo 02



Annexure 1

DEPARTMENT OF INLAND REVENUE

ooooooooooooooooooooooooooooooooooooooooooooooo
...............................................

................................................

Year of assesSment: ........cooeeevevenvineiiblovirnencennenennen.

.................................................................................................................................

Name)
.................................................................................. (Address)
hereby declare that;

I am a resident and a senior citizen of Sri Lanka (as per the provisions of the Inland
Revenue Act No. 24 0f 2017)



1. The aggregate interest receivable by me for the above year of assessment on the
monies deposited in this account or any other account of this bank or any other
accounts in any other bank or any other financial institution does not exceed Rs.
1,500,000/-. Therefore, please refrain from deducting withholding tax interest
payable on this account.

2. The aggregate of the interest receivable by me on the monies deposited in the above
account together with the total interest receivable by me from any other account of
this bank and of any other account in any other bank or any other financial
institution may exceed Rs. 1,500,000/- of totalgi above year of

assessment. Therefore, please withhold the taxflo the interest over
RS,

3. The tax relief on interest income of Rs. 1,500,0 to senior
citizen has been availed by me in respect of the inte eivable by me on the
monies deposited in the other accounts of th or other financial
institutions. Therefore, please withhold i t receivable by me

from this account.

National Identity Card No. ............... n (SR

Tax payer Idéntification Noa,............" P SUTRTRTN

I certify tf bove declaratf ade by me is true and correct.

Any changes to my e status will be notified to the bank at the time of such

change.

............................................................................................

Date Signature of the Declarant

(* please strike-off the statements not relevant)



Annexure 2

Certificate o

Name and address of the Bank/Fi TRAL1 o) O

Name and address 0f the Dep@SIIOI .. .....vvvrreerterrer ettt eeeeereeeaaannans

Name of the Authorized Officer Signature of the Authorized Officer

Date: oo




Schedule 1- WITHHOLDING TAX FROM INTEREST

Withholding tax deducted from any person should be declared in the following schedule.

Annexure 3

1 |2 3 /4 5 6 7 8 9 10 11 {12 13 14
Se | Type |N |Ad |TI | Acc | Da | Date | Account | Intery Int | Rat | WH | WH
ria a |dre | N /| ount|te |of Val est e of | T T
1 m (ss |Pas|No/|of |Matu |Inv e | Rate WH | (Rs) | Cert
No e spo | Cert | Co | rity nt (% p ifica
rt |[ifica ‘m |(YYY | (Rs) d/ te
No/ | te me | Y- pa No
NI [No |nc | MM- ya
C. em | DD)
No ent
of s)
De

p
s

To
tal

10




Annexure 4

Schedule 2 — DETAILS OF WITHHOLDING TAX EXEMPTIONS

The exemptions from deduction stated under paragraph 2, should be declared in the
following schedule.

) ) 3) 4 (5) (6) (7
Serial No. | Type Branch Name of | NIC No./ Reason
Code the for
Recipient exemption
of the
Interest
Total

The following table provides illustration

Examples for Type

Fixed Deposi

Securities

Government
Securities
Others

sovereign bond

Other

11
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SEC 2018/02 27" March 2018

Circular to Banks, Financial Institutions and Remitters

Collection of Remittance Fee (RF) on the In i Fareign
Exchange as Enacted in the Foreign Exchange

A remittance fee has been introduced on the inward remittances change by the
Foreign Exchange Act No. 12 of 2017. The Act with effect from
November 20, 2017 as notified in the Extraofdi ; .&2043/31 published on
October 31, 2017.

In terms of section 8(3) of the Act, an ident in Sri Lanka (hereinafter
referred to “person”) who remits t ] exchange exceeding the value of
uivalent in other currencies) which have not been

shall be liable to pa
Inland Revenue excep
Development Bonds igé

ance fee of one per centum to the Commissioner General of
e person who invests such foreign exchange in Sri Lanka
ed by the Government of Sri Lanka.

Any person remits foreign exchange not exceeding one million United States dollars (or
equivalent in other currencies) shall not be liable to pay the remittance fee.

Accordingly, any such person who intends to seek immunity under section 8(3) of the Act on
his/her remittance to Sri Lanka an amount of foreign exchange at any value must have
obtained the approval of the Commissioner General of Inland Revenue prior to the
remittance.



In order to obtain the “Approval of the Commissioner General of Inland Revenue”, following
procedures must be followed by such persons.

i Must have obtained a Taxpayer Identification No (TIN)
Primary Registration Unit (Ground Floor) of the Inland Revenue Department
(IRD) will issue the TIN on submission of the required documents for registration.

1. Should make a declaration to the Commissioner General
Declaration should be made in the specified form prescribed by the Commissioner
General (as in the Annexure) and submitted to the Secretariat of the IRD along
with a letter confirming the value of the foreign exchange, country of origin etc
from prospective bank by which the remittance of forei
received.

n exchange is to be

111. Should make the due “Remittance Fee”, if su

applying the currency (Sri Lankan Rupees) rate a

cash/bank draft using the “Remittance Fouas nk of Ceylon.
If the fee is intended to be made by bank draft should be drawn
in favour of the Commissioner Gen! nue, stating the Account

€ Form to pay the remittance fee, please apply the
in the reverse of the form).

5 to invest his/her inward remittance which exceeds the
value of or i €8 dollars (or equivalent in other currencies) in Sri Lanka
Development B Government of Sri Lanka, such person should prove to the

Commissioner er the investment is made that such foreign currency is

invested in such bond
Furnishing of incorrelt information, false statement in the Declaration, non furnishing of any
information with regard to remittances, failure to prove the investment in Sri Lanka

Development Bonds (if applicable) shall lead to revoke the immunity obtained under
provisions of the Act.

L. RCL S

Ivan Dissanayake

Commissioner General of Inland Revenue
Ivan Dissanayake

Commissioner General of Inland Revenue 2
Department of Inland Revenue
Sir Chittampalam A Gardiner Mawatha

Colombo 02



Annexure

Declaration of Inward Remittance of Foreign Exchange
[Section 8(3) of the Foreign Exchange Act No. 12 of 2017]

(A)Personal Information

1.
2.

3.
4.
5.

(B) Remittance Detail

6.

10. If yes, detail o

Full Name of the Declarant:..........c......... T e
Address © e e e .

NICNo.:  ........ e
Passport No.: .............

Taxpayer Identification No. (TIN)

Value of foreign exchange intended to remit
Inwords: . S
Name of prospective bank b

received: ... A

Ydeclaration (attach evidence):
Whether the Dgglaration was made to CGIR/HDFE (delete where inapplicable)
1. Date of declaration: ...........o..ouiuiiniiiiniiiiiiiiee e

1. Year of ASSESSMENL: ....vuivniniiiiiiir it
iii. Name of the financial institution by which the remittance of foreign
exchange was received: ............. e e e

iv. Value of foreign exchange: US§........ UUTORURRURRRIN SRR .



11.Is any proceeding pending in a court of law or an order has been made by a court of
law under any of the following Acts in connection to above foreign exchange;
a. Prevention of Money Laundering Act, No. 5 of 2006 : Yes/No
b. Convention on the Suppression of Terrorist Financing Act, No. 25 of 2005:
Yes/No
c. the Bribery Act (Chapter 26) : Yes/No

If yes, give detail (attach evidence): .........ociiviiiiiriiiiie e

.......................................................................................................

.......................................................................................................

12. Do you invest such foreign exchange in a issued by the

Government of Sri Lanka (Documents mus quent to the

investment is made), If so, give detail: .............. W S

..........................................................................................

(D) Remittance Fee Detail (attach evidence)
13. Liability to Remittance Fee @ 1% in USS 4. 0B ...cone....

...........................

14. Currency rate as at the date of payment

15. Payment details

at making an incorrect or false statement or giving false
aration shall lead to revoke any immunity granted under

..............................

Date:..ooiiiiiiiiiiiiiii, : Signature of Declarant

Telephone (Fixed) No.............cevniennnne,
Mobile: ......coeuveiiiiiiineiiiiie e,
E-Mail: ...ooiiiiiiiiiiiiii
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My No: SEC/2018/03 March 29, 2018

Chief Executive Officers / General Managers/ Country Heads of Commercial Banks

and Specialized Banks

Dear Sir/ Madam,

Furnishing of Tax Clearance Certifica

Please be informed that the circular issued on 16,1 1.2017 in respe

remittances

(ii) Remittances O dends paid to non-resident shareholders if Withholding Tax on

dividends has bé¢

(iii)Foreign investments made by resident companies of Sri Lanka in line with the

guideline issued by the Central Bank of Sri Lanka (CBSL).

(iv) Transportation expenses in relation to freight forwarding, courier services and airline
services involving the carriage of passengers and goods, subject to submission of an
annual clearance certificate obtained from the Commissioner General (for this

1



purpose the annual clearance is issued based on the financial statements of accounts

submitted with the return of income for the previous year of assessment).

(v) Payments to employees including directors of the companies of wages, salaries and
other benefits which have been subjected to tax under the PAYE Scheme (T10
Certificate or salary slip issued for the purpose of Stamp Duty Act has to be
produced in proof of deduction of PAYE Tax). If the T10 certificate or salary slip is
not produced, it is required to submit a copy of the clearance certificate obtained by
the employer from the Commissioner General on behalf of such employees with

regard to the exemption on the employment income.

(vi) Remittances by export companies in respect of services in relation to advertising

(subject to periodical clearance from the In

marketing and trade fairs performed outside Sri

(vii) Remittances by export companies in respect of
Lanka.

(ix)Remittances made in relation to course £

expense and payments of similar nature

To obtain the Clearance Certificate the remitter is required to submit an application attached

to this circular to the International Tax Unit along with a copy of the invoice, a copy of the
agreement and/or any other proof to enable the officers to verify the transaction relation to

the outward remittance.



The Clearance Certificate will be issued within 24 hours by the International Tax Unit
if the necessary documents are produced. The Remitter can apply for a Blanket Clearance
where there is no income tax liability subject to the satisfaction of the Commissioner,
International Unit. Such clearance will be issued covering certain period of time. At any
given point, IRD officers may visit banks to scrutinize the accuracy of remitting money based

on the clearances issued by the IRD.

If the customer needs any information, please request him to contact:

The Commissioner
International Tax Unit
10" Floor

Inland Revenue Department
Colombo 02
Telephone — 2135030

Yours faithfully, Ivan Dissanayal®
Commissionerfleneral
12 %w—%’ Department o

g o S Chittumpa A ¢
Ivan Dissanayake )

=

C

)

loy

for circulation to all
commercial banks and

authorized dealers
Auditor Geng uditor General’s Department



» g,

Atachment Tax Clearance Application

Registration Number

1 Details of Remitter Details of Remittee

2 Details of Remittance

Nature of REMIttANCE = w...cuuevveeeee oo

..................................................................................................................

Total invoice Value Currency

3 Tax Calculation (Applicable for Tax Liable cases Only;

o If Net Amount Remit

L —I X {Applicable TaxRate {Applicable Tax Rate)
(Remittance Amount) (Remittance Amount) 100 - l_:_l
(Applicable Tax Rate)

Currencyl:| Tax Amount L —,

Tax Paid Amount (LKR)

Authorized Signature

For Office Use Only

Officer Name

...............................................................................................................

Signature

...............................................................................................................
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Circular No: SEC/2018/06 18.04.2018

Circular to Withholding Agents - Withholding of Tax from Payments Made under Section
84 and 85

29.03.2018 the above subject.

Part I — Deduction of Withholdi

1.1 To whom this Circular is Applicable.

1.1.1. WHT should be deducted from tion which has a source in Sri

1.1.2. WHT should be
auction conducted 4

cd from any sale price payable to the seller of any gems sold at an
the National Gem and Jewellery Authority.

1.2 Time of Deduction.
Tax should be deducted at the time the payment is made to any person, credited to a bank

account on behalf of recipient or allocation of partner’s relevant share of partnership income.

13 Non-Deduction of withholding Tax.

The tax deduction required under section 84 is not applicable to the following payments.



(a) payments subject to withholding under section 83 (employment income).
(b) payments made by individuals, unless made in conducting a business.

(¢) Interest paid to any financial institution on the ordinary loans and advances provided by it.
(d) interest or discount paid to any person on Security or Treasury Bond or Treasury Bill.

() payments or allocations that are exempt amounts under section 9 of the Act; (The
withholding agent is required to seek from the withholdee a certificate issued by the

Commissioner General of Inland Revenue confirming that such withholdee is qualified for this

exemption).

1.4  Rates of Deduction.

Every withholding agent should deduct income tax on the follows.

(a) payments mentioned in para 1.1.1 (i) —

@A) in the case of interest paid to a senior citi ount exceeds Rs.
1,500,000/= .

(ii)  in other cases where the interest or dis

in the case of rent paid to a resi

roidance Agreement should be applied, if the rate mentioned

> specified in the agreement. For such cases a confirmation
should be

Revenue.

Part I1 — Deduction of Withholding Tax under Section 85

2.1 To whom this Circular is Applicable.

2.1.1. WHT should be deducted from any service fee or any contract payment which has a
source in Sri Lanka and which is made by a person (WHT agent) to any Resident
Individual who is not an employee of the payer where the payment being

a) for teaching, lecturing, examining, invigilating or supervising an examination;



b) as a commission or brokerage to a resident insurance, sales or canvassing agent;
c) as an endorsement fee;
d) in relation to the supply of any article on a contract basis through tender or quotation;

e) for any service provided in the capacity of independent service providers such as
doctors, engineers, accountants, lawyers, software developers, researchers,

academics, or any other similar service; **

f) for any service of construction work, security service, janitorial service, consultation

work of any kind, organizing of events, ¢ dress makers, tour

guidance, entertainment, agency functions or similar connected work

where such services are provided under an agre
g) for any management service; **

h) for any type of vocational services provideds@Sian i ice provider. **

2.1.2. 'WHT should be deducted from pa % or insurance premium with a
source in Sri Lanka which is ma n-Resident person;
2.1.3. ent made by a person to a Non-Resident person who

ified in sub section 73(1)(h) or telecommunication

(a) payments subject tggithholding under section 83 (employment income);
(b) payments made by individuals, unless made in conducting a business;
(c) payments that are exempt amounts; ***

(d) payments of service fee in respect of which ESC is payable by the withholdee.***

***The withholding agent is required to seek from the withholdee a certificate issued by
the Commissioner General of Inland Revenue confirming that such withholdee is
qualified for the exemption under para 2.3 ( ¢) or 2.3 (d). Such certificate can be obtained

from the Business Consultation Unit or any Regional Office by making a request.



2.4  Rates of Deduction.
Every withholding agent should deduct income tax on the above referred payments as follows:

(i) payments mentioned in para 2.1.1 — 5% on amounts exceeding Rs. 50,000 per month;
(ii) payments mentioned in para 2.1.2 — 14%; ****
(iii) payment to a non-resident person as mentioned in para 2.1.3 - 2%. **

*##*The tax rate specified in the relevant Double Taxation Avoidance Agreement should
be applied, if the rate mentioned here is greater than the rate specified in the agreement.
For such cases a confirmation should be obtained from the Integnational Tax Branch of

the Department of Inland Revenue.

Part 1II — Registration, Payment, Certificate of

3.1 Registration.
All WHT agents are required to obtain a registratiog e ' ¢ Type Registration
Unit of Inland Revenue Department for the purpo { 1 from any withholdee.
Number so far should get

3.3 Payment of ta held or freated as withheld.

Any tax that has been ¥ Id during each calendar month by the withholding agent, must be
eneral ( to the People’s Bank Account No. 014-1002-6-9026620 by

using the paying in slip issued by the IRD) within 15 days from the end the month. Any

paid to the Commissione

withholding agent who fails to withhold tax in accordance with this Division must nevertheless
pay the tax that should have been withheld in the same manner and at the same time as tax that is
withheld.



3.4 Certificate of Deduction.
The withholding agent who deducts withholding tax is required to issue a certificate of tax

deduction to every withholdee in the relevant format specified in Annexure 1(a) or 1(b) or 1(c).
The withholding certificate shall cover a calendar month and be served within 30 days from the
end of the month.

Where the certificate is computer generated, it should contain the phrase “This is a computer-

generated certificate. Therefore, no signature is required”

3.5 Submission of Returns and Schedules.

(i) Returns —

(ii) Schedules —
Schedules prepared in th

d to be furnished in electronic form (Excel csv format).
edules are available in the web portal of the Department of
ctions on furnishing the Returns & Schedules in electronic

2d time to time.

¥ m Niocanaualse
lvan 3 145

D.M.L.L. Dissanayake

- fawvatho
ner Mawatha

Commissioner General of Inland Revenue> cmibo U2

Cc: Auditor General
Secretary to the Treasury
Deputy Secretary to the Treasury



Annexure 1(a)

Certificate No:/ Serial No:
Withholding Agent’s TIN:

Certificate of Tax Deduction — Service Fee

Name and address of the Withholding Agent: ....... 4.
Name and address of the Withholdee: ................
National Identity Card No. /Passport No. / Taxpayer

Period: from: ............ 10 e,

(c) () Rateoftax: ......eeevvenennnnn.
(i1)) Amount of tax deducted excluding VAT RSIA........ccovvveereneennnnens
(d) Date/s of tax deduction: 4@.........&0...... 0H...c....

Signature of the Authorized Officer
Date: ..ot




Annexure 1(b)

Certificate No:/ Serial No:
Withholding Agent’s TIN:

Certificate of Tax Deduction - Interest

....................................

Period: from: ............ 170 U
(a) Gross amount of the interest (Rs,)fL........ 50 ... ... &0 ..
(b) ) Rate of tax: .......coovvnvinnnnnl!
(ii) Amount of tax deduct DI I U
(c) Date of tax deduction ... F.58¥......... Loiihely . .. ..

(d) Date of Remittance: N ..............

..........................................................

e Authorized O Signature of the Authorized Officer

DaAtE: oo eeee s seeresreesnnrssen e e senres




Annexure 1(c)

Name and address of the WHT Agent: ....ccoevveveeeenennenn. .
Name and address of the Withholdee: .......................

-----------------------------

---------------------------------------------------

Certificate No:/ Serial No:
Withholding Agent’s TIN:

Certificate of Tax Deduction - Dividends

Gross Dividend

Paid out of Exempt
Dividend Liable
Received Total
Paid out of Exempt
Profit & Income | Liable

Total
Total

Date of tax deduefionm= S ... S e

Date of rems

...............

Name of the Aufl

..........................................

Signature of the Authorized Officer
Date: oot




.&ou” °#‘>mmowmsw=ﬁ" LA R AR AR R R R R Rl

Name & TIN of the Withholding Age

WHT - Schedule 1 (WHT Dedu

interest /

Type
of
inves
Seria | tmen
1 No t

Nam

Addres

TIN/
NIC/
Passport
No/

Account
No/
Certifica
te No

L R R R YRR Y)

Annexure 2 (a)

Accoun

1 t Value

/
Investm

WHT | Date
Certifi of
cate | WHT
No remitt
Rate ed to
Interest of w IRD
Interest | paid/ WH | HT
Rate | payable T Rs
Rs) (%) | )

........................................

Signature of the Authorized Officer

. .
Date: ..o




Year of AsSesSMent: coeeveeveeececcnes

Name & TIN of the Withholdi

WHT - Schedule 2 (Service Fee)

Annexure 2(b)

Serial | Type of

No | Payment

Name

Date of WHT Date of
ent to Paid Rate of Certificate | WHT
Idee | Amount WHT | WHT No remitted
(Rs) (%) (Rs) to IRD

----------------------------------------

Signature of the Authorized Officer
Date: ....oeerernsensseserenens et snnsesnt s

10




Year of Assessment: .....c.ccevvvvevennnn.

Name & TIN of the WithholdingeAge

WHT - Schedule 3 (Gross Dividen

Shareholder’s | Date of

TIN/ID No | Distribution | Amoun
(YYYY-DD- | Distributed
MM)

Annexure 2(c)

Dividend Dividend Date of Date of

Tax Tax Not Payment WHT

Deducted Deducted (YYYY- remitted
DD-MM) to IRD

........................................

Signature of the Authorized Officer

DAte: oot es ne e ereeea anne

11




Year of Assessment: ....oovvvvvviiinnnnnnnn

Name & TIN of the Withholding Age

WHT - Schedule 5 (Details of Wit

Annexure 3

Paid Amount Reason for
Serial Type of (Rs) exemption / not
No payment Name Address deducted

........................................

Signature of the Authorized Officer

DALE: et erseren s esessesees

12
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