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= Amendments to the Income Tax Act, 1961 — PrOhibting.ti_ )
payments to Micro and Small enterprises -

1. Background

Section 43B of the Income Tax Act, 1961 deals with certain deductions that shall be allowed only on payment
basis. Vide the Finance Act, 2023 a new clause (h) was added to Section 43B which states that any payment
made to any micro or small enterprises beyond the specified time limit shall be allowed as a deduction only in the
previous year (‘PY’) in which the actual payment is made and not on accrual basis, irrespective of the accounting
system followed by the entity. In this alert, we have provided an overview of the new clause and the practical
implications of the same for business entities.

2. Overview of the Micro!, Small? and Medium Enterprises Development (MSMED) Act 2006

o As per Section 15 of the MSMED Act, 2006 any payment to a micro or small enterprise should be made
within the time period specified in the agreement (if any) between the supplier and the buyer and the
same cannot exceed 45 days from date of acceptance (actual delivery of goods or services). In other
words, even if the written agreement between the buyer and the supplier provides for a higher credit
period, the credit period as per MSMED shall still be only 45 days.

o Further, in the absence of any written agreement, the payment should be made within 15 days from the
date of acceptance of invoice.

3. Analysis of the new clause (h) under Section 43B

o The new clause states that any payment made to a micro or small enterprise beyond the time period
specified under the MSMED Act, 2006 (refer Para 2 above) can be claimed as deduction only in the PY in
which the actual payment is made, irrespective of the entity following accrual basis of accounting.

o In simple words, the new clause provides that payments to micro or small enterprises can be claimed as
a deduction on payment basis. If there are certain invoices which are outstanding as on 31 March and
paid within the due date in the subsequent PY, the aforesaid payment can be claimed as a deduction in
the PY in which the expenses accrued. If not, the said expenses can still be claimed as a deduction in
the PY in which the actual payment is made.

o Further, the proviso to Section 43B which allows the claim of deduction of the expenses in the PY if the
same is not paid during the PY but paid on or before the due date of filing of return of income shall not
be applicable to the aforesaid clause.

! Threshold limits for classification of an entity as a ‘micro enterprise’ is as follows:
Investment in plant and machinery or equipment does not exceed Rs 1 crore; and
Annual turnover does not exceed Rs 5 crores

2 Threshold limits for classification of an entity as a 'small enterprise’ is as follows:

Investment in plant and machinery or equipment does not exceed Rs 10 crore; and
Annual turnover does not exceed Rs 50 crores.
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o The below table summarizes various scenarios where payment can be claimed as an deduction.

Date of Due date in Payment date Deduction Reason

acceptance | accordance

of invoice | with MSMED
Act*

01/05/2023 15/06/2023 14/06/2023 v The amount can be claimed as
deduction since it is paid within the
due date under MSMED.

15/10/2023 29/11/2023 10/03/2024 v The amount can be claimed as
deduction irrespective of the
payment being made after the due
date under MSMED since the same
is paid during the PY 2023-24.

20/03/2024 04/05/2024 04/05/2024 v The amount can be claimed as
deduction in PY 2023-24 since
payment is made within the due
date under MSMED, even though
the payment is made after 31
March 2024.

20/03/2024 04/05/2024 05/05/2024 X The amount shall be disallowed in
PY 2023-24 since it is paid after
the due date under MSMED.
However, it can be claimed as a
deduction in the year of payment
i.e., PY 2024-25.

* The above dates are on the assumption that the invoices have a credit period of 45 days.

4. Applicability of the provisions

The aforesaid provisions are effective from assessment year 2024-25 and shall apply to every assessee
undertaking a business activity (including MSME registered assessees).

However, it shall not apply to payments that are made to suppliers who are:
o Medium enterprises, since the word ‘micro’ and ‘small” are only notified in the section.

o Engaged in the business of trade, retail or distribution since the definition of enterprise only covers
manufacturing and service sectors.

o Not registered under the MSMED Act, 2006.

5. Quick points of action

5.1 Points of action for payers

. Obtain UDYAM registration certificates or written declaration in this regard from the vendors evidencing
their registration under the MSMED Act, 2006 to check applicability of the above provisions.

o Complete the payments for the outstanding invoices due to Micro and Small vendors on or before 31

March 2024 to claim deduction for the said expenses in the current PY (i.,e 2023-24). If not, the payment
shall be made in PY 2024-25 but within the due date as specified under MSMED Act, 2006 to claim
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deduction in PY 2023-24. If the same is not undertaken, the expense shall be disallowed in the tax
computation for the PY 2023-24 and can be claimed only in the year of payment.

o Ensure that the agreements / purchase orders entered into with the vendor specifies a due date for
payment, since the due date for making payment as per MSMED Act, 2006 in the absence of any due
date in the agreement would be 15 days instead of extended period of 45 days.

o In case, there are any objection regarding acceptance of goods and services, the objection should be
raised within 15 days of delivery of goods and services. In such a case, the day of delivery of goods or
services will be the day on which such objection is removed by the supplier.

5.2 Points of action for payees

o The vendors can mention their MSME registration number in the invoices to indicate to the recipient
about the MSME registration.

. MSME registration can be obtained wherever applicable, so that timely payment can be made by the
purchaser.
6. Concluding remarks

The insertion of the new clause (h) under Section 43B is to ensure timely payments to micro and small
enterprises and provide them with a better liquidity position. However, with the restricted credit cycle prescribed
under the MSMED Act, 2006 there shall be a reluctance to purchase goods/avail services from MSME registered
vendors.

Further, as we are on the verge of closure of PY 2023-24, it is critical that business entities revisit their creditor
lists and identify if there are any MSME registered vendors. It is important that payments to such outstanding
invoices are cleared by the end of 31 March 2024 to enable claim of the said expenses in PY 2023-24.

A new column is introduced in Part A — OI of ITR — 6 notified for assessment year 2024-25 to disclose the sum
payable to micro or small enterprises beyond the specified time limit as per the MSMED Act. Accordingly, auditors
and tax professionals have to ensure that the above provisions are complied with, especially in scenarios where
there are invoices outstanding as on 31 March but paid within the due dates in the subsequent PY.
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