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Introduction

The Mumbai Bench of the Income Tax Appellate Tribunal (Tribunal) in the case of M/s
Anik Industries Limited (Tax Payer) vs DCIT (ITA No. 7189/Mum/2014 & ITA No.
5234/Mum/2016) allowed the appeal by the Tax Payer that the compensation received
by the Tax Payer for reduction in profit sharing ratio would not tantamount to capital
gains chargeable to tax under Section 45(1) of the Income-tax Act, 1961 (IT Act).

Background

The Tax Payer who was engaged in the business of manufacturing and processing of
milk products, wind power generation and mining and trading in commodities, was also
a 30% partner in the partnership firm, M/s Mahakosh Property Developers (Firm).
During FY 2009-10, there was a reconstitution of the Firm, wherein one of the partners
retired and the partnership interest of the Tax Payer was reduced to from 30% to 25%.
In lieu of its reduction in the share of partnership, the other partners of the Firm
compensated the Tax Payer INR 40 million. The entries for the aforesaid adjustments
and payments were made in the Firm’'s books of accounts by crediting the current
account of the Tax Payer by INR 40 million and corresponding debits to the other
partners’ current account. The Tax Payer treated the aforesaid compensation as capital
receipt not liable to tax. However, during the assessment proceedings the Assessing
Officer sought to tax the aforesaid compensation on the ground that the aforesaid
compensation was for consideration towards transfer of an intangible asset i.e. share of
goodwill of the Firm.

The first appellate authority confirmed the decision of the Assessing Officer and held
that relinquishment of the asset and the extinguishment of any rights therein are
included as “transfer” under the provisions of Section 2(47) of the IT Act. Therefore,
relinquishment or the extinguishment of the appellant's right over the share of profit in
the Firm from 30% to 25% and the consideration of a sum of INR 40 million received
on account of same have to be necessarily treated as consideration received for transfer
of capital asset.

Aggrieved by the order of the first appellate authority, the Tax Payer preferred an
appeal before the Tribunal.
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Tribunal’s Ruling

The Tribunal held that since it was not a case of distribution of capital assets on the
dissolution of firm and it was only a case of reduction in share of one partner which was
taken over by existing partners, Section 45(4) of the IT Act should not be applicable.

The Tribunal also noted that the case entails adjustment of profit sharing ratio inter se
amongst the existing partners of the Firm which was routed through the respective
partner’s current account and that even after the reconstitution the Tax Payer continues
to remain a partner of the Firm. Relying on the Karnataka High Court judgment in CIT
vs P.N. Panjawani (356 ITR 676), the Tribunal ruled that the compensation received by
the Tax Payer from existing partners for reduction in profit sharing ratio would not
tantamount to capital gains chargeable to tax under Section 45(1) of the IT Act.

The Tribunal also distinguished a ruling of the Ahmedabad Bench in another case, as
the facts in that case involved consideration for transfer of profit share in favour of a
third party (incoming partner), whereas the current facts only related to re-constitution
amongst existing partners of the Firm.

Comments:

Reconstitution in partnership firms on account of change in profit-sharing ratio
between existing partners is a common event. As per this ruling, inter-se adjustment of
partner’s capital on account of such event should not be taxable in the hands of the
partner whose account is credited by reason of such reconstitution. Notably, the cases
distinguished by the Tribunal also involved payment of consideration directly by an
incoming partner to existing partners, without involvement of the firm. Therefore, a
case by case examination of the purpose as well as the manner of carrying out such
one-time transactions/adjustments, should be undertaken to determine any income-
tax consequences.

- Vinita Krishnan (Director), Sanket Shah (Principal Associate) & Jimmy Bhatt
(Principal Associate)
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