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ACT:

Transfer of a capital asset - Wen the assessee brings
the shares of the/ limted conpanies into the partnership
firmas his contribution to its capital, whether there was a
transfer within the definition of section 2 (47) of capita
asset within the ternms of section 45 0of the Income Tax Act,
1961.

Capital gains, schene of" - Sections 45 and 48 of the
I ncome Tax, 1961, scope of - Wien the assessee transferred
his shares to the partnership firm whether he can be said
to have received a consideration wthin~the neaning of
section 48 of the Income Tax Act, 1961 and that a profit of
gai n accrued to himfor the purpose of section 45 ibid.

HEADNOTE

In CGivil Appeal No. 1841 of 1981, the appellant-
assessee was a partner in Messrs Suvas Tradi ng Conpany, a
partnership firm constituted under a deed of partnership
dat ed Septenber 27, 1973. As his contribution to the capital
of the partnership firm the assessee nmde over certain
shares of limted conpanies which were held by himas his
capital assets. The book value of the said shares in his
account books was shown as Rs. 1,60,279 but on the date when
he contributed those shares to the partnership firm he
reval ued the shares at the market value of Rs. 1,49,819, and
debited the resulting difference of Rs. 10,460 to his
capital account. Since the Income Tax O ficer, when draw ng
up the assessnent order for the assessnent year 1974-75 in
respect of the assessee did not include the difference in
the assessabl e incone, the Conm ssioner of |ncone Tax, being
of the opinion that the difference between the market val ue
of the shares and the cost of acquisition of the shares to
the assessee is liable to tax as capital gains under section
45 of the Income Tax Act, 1961 exercised his revisiona
jurisdiction and reopening the assessment, remanded the case
to the Income Tax O ficer directing him to revise the
assessment after conputing the capital gains arising out of
the transfer. The assessee appealed to the Incone Tax
Appel late Tribunal, which held that while the transaction
did ampunt to a transfer within the neani ng of sub-section
(47) of
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103
section 2 of the Incone Tax Act, 1961, it did not result in
capital gains liable to tax. Subsequently the Appellate

Tribunal referred the case to the H gh Court of Gujarat for
its opinion on the said two issues.

In Cvil Appeal No. 1777/1981, the appellant was a
partner in a registered partnership firm Ms. Rajka
constituted under an agreenent dated February 24, 1973 of
which the other partner was his wfe. The assessee had in
his possession 580 ordinary shares of the Ahmedabad
Manuf acturing and Calico Printing Co. Ltd. and 82 ordinary
shares of Karanchand Prencthand Private Ltd., the total cost
of purchase being Rs. 1,81,106. On March 22, 1973, the
assessee introduced the two share hol di ngs in t he
partnership firm as his capital contribution ant the firm
credited his account - with the market value of the shares,
nanely Rs. 475,136. In the assessment proceedings for the
assessnment year 1973-74, the Income Tax O ficer took the
view that ~ the contribution by the assessee of the shares to
the asset's ~of the partnership constituted a transfer within
the nmeaning of sub-section (47) of D'section 2 of the |Incone
Tax Act, 1961 and that the assessee was liable to incone tax
on a capital gain of Rs. 2,94,030, being the difference
bet ween the market price at which the shares were entered in
the books of the partnership firmand the cost of the shares
to the assessee. The appeal before the Appellate Assistant
Conmi ssioner failed, but in second appeal, the Appellate
Tri bunal took the view that there was no transfer of a
capital asset within the neaning of section 45 read with
sub-section (47) of section 2 of the Income Tax Act and
consequently deleted the item fromthe -assessnment. In the
circunstances the Tribunal did not go into the question
whet her the transfer was wthout —consideration. At the
i nstance of the Comm ssioner of I'ncome Tax a reference was
made to the Hi gh Court on the correctness of the Tribunal’s
views. By a common judgrment dated April 30/May 1 and 4, 1981
the H gh Court answered the questions referred in favour of
the Revenue ant against the assessee. Hence the appeal s by
speci al | eave of the Court,

Al'l owi ng the appeals in part, the Court
N

HELD: 1.1 Wen the assessee brought the shares of the
limted conpanies into the partnership firm _as his
contribution to its capital, there was a transfer withinthe
neani ng of sub-section (47) of section 2 of the Incone Tax
Act, 1961, of a capital asset within the terms of section 45
of the Act.

104

1.2 It is well settled that a partnership firmis not a
separate legal entity ant that the assets owned by the
partner ship are collectively owned by the partners-and that
when a partner hands over a business asset to the
partnership firm as his contribution to its capital, he
cannot be said to have effected a sale. [113 A-B;, G H|

Mal abar Fisheries Co. v. Conm ssioner of |nconme Tax,
Kerala, (1979) 120 ITR 49; Comm ssioner of Incone Tax, West
Bengal v. Hnd Construction Ltd. (1972) 83 ITR 211 (SO
referred to.

Conmi ssi oner of Income Tax, Mdras v. Janab N. Hyath
Bat cha Sahiv, (1969) 72 |1TR 528 (Madras); Conmi ssioner of
Income Tax (Madras) - | v. Abdul Khader Mdtor and Lorry
Service (1978) 112 ITR 360 (Madras); Dr. MC  Kackkar v.
Comm ssi oner of Income Tax, Kanpur and O's. (1973) 92 |ITR 87
(Al I ahabad); Conmissioner of Incone Tax, Kerala v. C M
Khunhameed (1974) 94 I TR 179 (Keral a) approved.




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 3 of 16

1.3 But while the transaction may not anpbunt to a sale,
it can be described as a transfer of some other kind. me
definition of the expression transfer in sub-section (47) of
section 2 of the Income Tax Act, 1961 is inclusive nerely
and does not exhaust other kinds of transfer. [114 A-B]

1.4 In its general sense, the expression transfer of
property" connotes the passing of rights in the property
fromone person to another. In one case there may be a
passing of the entire bundle of rights fromthe transferor
to the transferee. In another case, the transfer may consi st
of one of the estates only out of all the estates conprising
the totality of rights in the property. In a third case,
there may be a reduction of the exclusive interest in the
totality of rights of the original owner into a joint or
shared interest with other persons. An exclusive interest in
property is a larger interest than a share in that property.
To the extent to which the exclusive interest is reduced to
a shared interest it wuld seemthat there is a transfer of
interest. Therefore  when a partner brings in his persona
asset into the capital of the partnership firm as his
contribution to its capital he reduces his exclusive rights
inthe asset to shared rights in it with the other partners
of the firm While he does not |lose his rights in the asset
al toget her what he enjoys nowis an abridged right which
cannot be identified with the ful ness of the right which he
enjoyed in the asset

105

before it entered the partnership capital. ‘Wen a partner
brings in his personal asset into a partnership firmas his
contribution to its capital, —an asset which originally was

subject to the entire —ownership of the partner ‘becones w
subject to the rights of other partners in it. It .is not an
interest which can be evaluated imediately. It is an
interest which is subject to the operation of future
transactions of the partnership, and it may dimnish in
val ue depending on accurmulating liabilities and | osses with
afall in the prosperity of ‘the partnership firm The
evaluation of a partner’s interest takes place only when
there is a dissolution of the firmor upon his retirenent
fromit. Upon the dissolution of the firm or upon the
partner retiring fromthe firm the partner’s right to
realise the interest and receive its value arises. Wuat is
realized is the interest which the partner enjoys in the
assets during the subsistence of the partnership firm by
virtue of his status as a partner and in accordance wi.th the
terns of the partnership agreenent. It s because that
interest exists al ready before di ssol ution that t he
di stribution of the assets on dissolution does not anount to
atransfer to the erstwhile partners. Wat the partner gets
upon dissolution or upon retirenment is the realisation of a
pre-existing right or interest. It is nothing strange in the
law that a right or interest should exist in praesenti but
its realisation or exercise should be postponed. Therefore,
what was the exclusive interest of a partner in his persona

asset is, upon its introduction into the partnership firmas
his share in the partnership capital transforned into a
shared interest wth the other partners in that asset. Qua
that asset, there is a shared interest. During the
subsi stence of the partnership the value of the interest of
each partner qua that asset cannot be isolated or carved out
fromthe value of the partner’s interest in the totality of
the partnership assets. And in regard to the latter, the
value will be represented by his share in the net assets on
the dissolution of the firm or upon the partner’s
retirement. But the position is different when a partner
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retires or the partnership is dissolved. Wat the partner
receives then is his share in the partnership. Wuat is
contenplated here is a share of the partner qua the net
assets of the partnership firm On evaluation, that share in
a particular case may be realised by the receipt of only one
of all the assets. Wat happens here is that a shared
interest in all the assets of the firm is replaced by an
exclusive interest in an asset of equal value. That is why
it has been held that there is no transfer. It is the
real i sation of a pre-existing right. The position is
di fferent, when a partner brings his personal asset into the
partnership firm as

106

his contribution to its capital. An individual asset is the
sol e subject of consideration. An exclusive interest init
before it enters the partnership is reduced on such entry
into a shared interest. [114 DG 116 A-F;, 117 B-D|

Addanki Narayanappa & Anr. v. Bhaskara Krishtappa and
13 Os. [1966] 3 SCR 400;° Mal abar Fisheries Co. .
Conmi ssioner of Inconme Tax, ~ Kerala (1979) 120 I TR 49 (SO
referred to.

Comm ssi oner of 1 nconme-Tax, Madras-1 v. Abdul Khader
Motor and Lorry Service (1978) 112 |ITR 360 (Madras); and
Conmi ssi oner of Income Tax, Taml| Nadu 1V, Madras v. H
Kannan (1984) 149 I'TR 545 (Madras) partly overrul ed.

Conmi ssi oner of | ncone Tax, Madhya Pradesh, Nagpur and
Bhandara v. Dewas Cine Corporation (1968) 68 |ITR 240 (SC);
Conmi ssi oner of Income Tax, Keral a v. Nataraj Mtor Service
(1972) ITR 109 (Kerala) Comn ssioner of I|ncome Tax, Qujarat
v. Mbhanbhai Pamabhai. (1973) 91 ITR 393 (CGuj arat)
di stingui shed.

A.  Abdul Rahim Travancore Confectionery Wrks v.
Conmi ssi oner of Income Tax, Kerala (1977) 110 ITR 595
(Keral a); Addl. Comm ssioner of Income Tax, Mysore v. MA. J.
Vasanai k (1979) 116 I TR 110 (Keral a) approved.

Firm Ram Sahay Mall - Ranmeshwar Dayal & Os. v.
Bi shwanat h Prasad, AIR 1963 Patna 221; Sudhansu Kanta v.
Mani ndra Nath, AlIR 1965 Patna 144 expl ai ned.

2.1 Wen the Assessee transferred his shares'to the
partnership firm he received no consideration wthin the
nmeani ng of section 48 of the Incone Tax Act, 1961 nor did
any profit or gain accrue to himfor the purpose of section
45 of the Incone Tax Act, 1961- [118 A-B]

2.2 The consideration for the transfer of the persona
assets is the right which arises or accrues tothe partner
during the subsistence of the partnership to get his share
of the profits fromtinme to time and, after the dissolution
of the partnership or with his retirement from the
partnership, to get the value of a share in the net
partnership assets as on the date of the dissolution or
retirement after a reduction of liabilities ant  prior
charges. The credit entry nmate in the partner’'s capita
account in the books of the partnership firm does not

represent the true value of the consideration. It is a
noti onal val ue only,
107

i ntended to be taken into account at the tinme of determ ning
the A value of the partner’s share in the net partnership
assets on the date of dissolution or on his retirement, a
share which w Il depend upon a deduction of the liabilities
and prior charges existing on the date of dissolution or
retirement. It is not possible to predicate before hand what
will be the position in terms of nonetary value of a
partner’s share on that date. At the time when the partner
transfers his personal asset to the partnership firm there
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can be no reckoning of the liabilities ant | osses which the
firmmy suffer in the years to come. All that lies within
the wonb of the future. It is inpossible to conceive of
eval uating the consideration acquired by the partner when he
brings his personal asset into the partnership firm when
neither the date of dissolution or retirement can be
envi saged nor can there by any ascertainnent of liabilities
and prior charges which nmay not have even arisen yet.
Therefore, the consideration which a partner acquires on
maki ng over his personal asset to the partnership firmas
his contribution to its capital cannot fall within the terns
of section 48. And as that provision is fundamental to the
conput ati on machi nery incorporated in the schene relating to
the determ nation of the charge provided in section 45, such
a case nust be regarded as falling outside the scope of
capital gains taxation altogether. [118 E-H, 119 A-(

Comm ssi oner of |ncome Tax, Bangalore v. B.C. Srinivasa
Setty (11981) 128 I TR 294 referred to.

2.3 Applying the principle that profits or gains under
the Inconme ~Tax Act nust be understood in the sense of rea
profits or_ gains, that is to say, on the basis of ordinary
conmercial principles on which actual profits are conputed,
a sense in which no comrercial man woul d mi sunderstand, and
having regard to the nature and quality of the consideration
which the partner nay be said to acquire on introducing his
personal asset into the partnership firmas his contribution
toits capital, it cannot be said that any inconme or gain
arises or accrues to the assessee in the true commercia
sense whi ch a businessnman woul d understand as real income or
gain. O course, the partnership firmin question nut be a
genuine firm and not the result of a sham or unrea
transaction, and the transfer by the partner of his persona
asset to tee partnership firm nust- represent a' genuine
intention to contribute to the share capital of the firmfor
the purpose of carrying on the partnership business. [120 A-
B; 119 C DO

M ss Dhun Dadabhoy Kapadia v. Conm ssioner of |ncone-
Tax, Bonmbay (1967) 63 I|ITR 651 (SC); Calcutta Co. Ltd. v.
Conmi ssi oner of | ncone-Tax, West Bengal, (1959) 37 ITR 1 SC
Comm ssi oner of
108
Income Tax v. Bai Shirinbai K Kooka, (1962) 46 | TR 86 SC,
Poona El ectric Supply Co. Ltd. v. Conmi ssioner of Incone-

Tax, Bombay City I, (1965) 57 |ITR 521 SC, Commi ssioner of
I ncome- Tax, West Bengal Il v. Birla Gaalior (P) Ltd. (1973)
89 ITR 266 SC, Bafna Textiles v. Incone Tax Oficer,
Assessnent-4, Circle 11, Bangalore (1975) 98 ITR 209 SC

referred to

2.4 If the transfer of a personal asset by the assessee
to a partnershipin which he is or beconmes a partner is
nerely a device or ruse for converting the asset into noney
whi ch woul d substantially remain available for his benefit
without liability to incone tax on a capital gain, it wll
be open to the inconme tax authorities to go behind the
transaction and exami ne whether the transaction of creating
the partnership is a genuine or a shamtransacti on and, even
where the partnership is genuine, the transaction of
transferring the personal asset to the partnership firm
represents a real attenpt to contribute to the share capita
of the partnership firm for the purpose of carrying on the
partnership business or is nothing but a device or ruse to
convert the personal asset into noney substantially for the
benefit of the assessee while evading tax on a capital gain
121 E-G
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JUDGVENT:

ClVIL APPELLATE JURISDICTION : Civil Appeal No. 1841 of
1981.

From t he Judgnent and Order dated 30.4.1981, 1/4.5.1981
of the Gujarat High Court in Incone Tax Reference No. 235 of
1980.

AND
Cvil Appeal No. 1777 of 1981

From t he Judgnent and Order dated 30.4.1981, 4.5.1981
of the ujarat Hi gh Court in Income Tax Reference No. 34 of
1980.

V.S. Desai, J.P. Shah, P.H Parekh and Gautam Phli ph
for the Appellant in C_A No. 1841 of 1981

M K. Vanerjee, Additional Solicitor General, S.T.
Desai, P.A Francis, ~and Mss A Subhashini for the
Respondent, in C.A. No. 1841 of 1981

J.P. Shah and P.H. Parekh for the Intervener in C A
No. u 1841 of 1981.

109

V.S. Desai, S.P.~ Mehta and Ms. A K Verma for the
Appellant in C.A No. 1777 of 1981

S.T. Desai, and M'ss A Subhashini for the Respondent
in CA No. 1777 of 1981.

T. A. Ramachandran, Ms. J. Ramachandran, H K Kaji and
S.C. Patel for the Intervener in C A No. 1777 of 1981

The Judgnent of ‘the Court was delivered by

PATHAK, J. This and the connected appeal, filed by
certificate granted by the Hi gh Court, raise the interesting
guestion whether the capital —contribution by a partner to
the assets of a partnership firmat an appreciated val ue can
be said to give rise to a capital gain in his hands |iable
to income-tax.

In GCivil Appeal No. 1841 of 1981, the facts are as
follows. The appellant, who is the assessee, was a partner
in Messrs. Suvas Trading Conpany, a partnership firm
constituted under a deed of partnership dated Septenber 27,
1973. As his contribution to the capital of the partnership
firmthe assessee made over certain_ shares of linted
conpani es which were held by himas his capital assets. The
book val ue of those shares in his account books was shown as
Rs. 1,60,279, but on the date when he contributed  those
shares to the partnership firmhe reval ued the shares at the
market value of Rs. 1,49,819 and debited the resulting
di fference of Rs. 10,460 to his capital account.

The I ncome Tax O ficer, when drawi ng up the assessnent
order for the assessment year 1974-75 in respect of. the
assessee, did not include the difference in the assessable
i ncome. The Conm ssioner of |ncone-Tax, however, being of
opinion that the difference between the market value of the
shares and the cost of acquisition of the shares to the
assessee shoul d have been brought to tax as capital gains in
view of s. 45 of the Inconme Tax Act, 1961, exercised his
revisional jurisdiction, and reopening the assessnent  he
remanded the case to the Income Tax O ficer directing himto
revise the assessnment after conputing the capital gains
arising out of the transfer. The assessee appealed to the
I ncome Tax Appellate Tribunal, and the Appellate Tribuna
held that while the transaction did anount to a transfer
within the neaning of sub-s.(47) of s.2 of the Incone Tax
Act it did not result in capital gains |liable to tax. The
Appel l ate Tribunal allowed the appeal and set aside the
order of the Incone
110
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Tax O ficer. Subsequently the Appellate Tribunal referred

the case to the H gh Court of Gujarat for its opinion on the

foll owi ng questions of |aw
1 Whether, on the facts and in the circunstances
of the case, the Income Tax Appellate Tribunal was
right in lawin holding that no capital gains
resulted from the transfer of the shares held by
the assessee to the partnership firm as his
capital contribution, the cost of acquisition of
the shares to the assessee being Rs. 1,49,819 and
the market value of the shares being Rs. 1,60, 2797
2. Whether, on the facts and in the C rcunstances
of the case, the Tribunal was right in law in
holding that there was a transfer wthin the
meani ng of sub-s.(47) of s.2 of the Inconme Tax
Act, 1961 of ~the shares contributed by the
assessee-as capital to the partnership firm in
whi ch he was a partner?

In/Cvil Appeal No. 1777 of 1981, the appellant was a
partner . in ~a registered partnership firm Mssrs. Rajka, or
which the other partner was his wfe. me partnership was
constituted under an agreenment dated February 25, 1973. The
partnership deed recited that the partnership busi ness had
commenced on January 1, < 1973, that it was a partnership at
will and further provided that the assessee would initially
contribute Rs. 9,000 in cash to the share capital of the
firmand his wife would contribute Rs: 1,000 n cash. It was
provi ded that when any addition to the capital was required
for the purposes of ‘the partnership, the partners would
contribute such additional capital fromtinmeto tinme. It was
further provided that if any asset was brought in by a
partner as capital contribution the account of such partner
woul d be credited with the fair market value on the date the
asset was brought in. The assessee had in his possession 80
ordinary shares of the Ahnedabad Manufacturing and Calico
Printing Conmpany Limted which had been purchased at Rs.
1,55,440. He had-also 82 ordinary shares of Karanchand
Prenchand Private Limted purchased at Rs. 25,666. The tota
cost was Rs. 1,81, 106

on March 22, 1973 the narket value of a share of the
Ahmedabad Manufacturing and Calico Printing Conpany Limted
was Rs. 442 and that of a share of Karanchand Prenthand
Private Limted was Rs. 2,668. On that day, the assessee
i ntroduced the
111
two shareholdings in the partnership firm as his capita
contribution, and the firm credited his account with the
mar ket val ue of the shares, nanely Rs. 4,75, 136.

In the assessnent proceedings for the assessnent year
1973-74, the |Income Tax Oficer took the view that the
contribution by the assessee of the shares to the asset of
the partnership firm constituted a transfer wthin the
meani ng of sub-s.(47) of s. 2 of the Incone Tax Act, 1961
and that the assessee was liable to incone tax on a capital
gain of Rs. 2,94,030 being the difference between the narket
price at which the shares were entered in the books of the
partnership firmand the cost of the shares to the assessee.
The assessee appeal ed to the Appel | ate Assi st ant
Conmi ssi oner of | ncone Tax, but the appeal was dismssed. In
second appeal, however, the Income Tax Appellate Tribuna
took the view that there was no transfer of a capital asset
within the neaning of s.45 read wth sub-s.(47) of s.2 of
the I ncone Tax Act and consequently he deleted the itemfrom
the assessment. In the circunstances, the Appellate Tribuna
did not go into the question whether the transfer was
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wi t hout consideration. The Commi ssioner of Income Tax
obtained a reference to the High Court of GQujarat on the
foll owi ng questions of |aw
1. Whether, on the facts and in the circunstances
of E the case, the Appellate Tribunal was right in
law in holding that the contribution in the form
of shares of the value of Rs. 4,75,136 by the
assessee in the partnership firmof Messrs. Rajka
did not anount to a transfer within the nmeaning of
sub-s.(47) of s. 2 of the Act resulting in capita
gai ns chargeable to tax?
2. If the reply to question No. 1 is in favour of
the Revenue, whether the Tribunal erred in not
consi deri ng whether the transfer is wth or
wi t hout consi deration?
By a common judgrment- dated April 30/May 1 and 4, 1981 the
H gh Court answered the questions in favour of the Revenue
and agai nst the assessee.
Section 45 of the Incone Tax Act, 1961 provides:
"45. (1) Any profits or gains arising from the
transfer of a capital wasset effected in the
previ ous year shall, save as otherw se provided in
sections 53,
112
54 and 54B and 54D, be chargeable to incone-tax
under the head Capital gains , and shall be deened
to be the income of the previous year in which the
transfer 't ook place".
Section 48 of the Act provides: -
"48. The incone chargeabl e under the head Capita
gai ns shall be conputed by deducting fromthe ful
val ue of the consideration received or accruing as
aresult of the transfer of the capital asset the
foll owi ng amounts, nanely: -
(i) expenditure incurred wholly and exclusively in
connection with such transfer;
(ii) the cost of the acquisition of the capita
asset and the cost of any inprovenent thereto.
Learned counsel for the assessee contends that in order
to attract tax under the head Capital gains ,s. 45 nust be
read with s.48 and therefore three <cumulative conditions
must be fulfilled:-
1. There nust be a transfer of a capital asset,

ei t her under the general law or wthin the
definition in sub-s.(47) of s.2 of the Income Tax
Act .

2. Consideration must be received or must accrue
as a result of the transfer, and the consideration
nmust be capable of being determ ned in nbnetary
terns in order that the computation of capita
gains may be as required by s. 48.

3. Profits or gains nust arise fromthe transfer
and nust be emnmbedded in the consideration.

It is urged that if any of the three conditions remins
unfulfilled no charge can be |evied under the head "Capita
gai ns .

In support of the submission that there is no
“transfer” in the general sense of that termwhen a partner
brings his personal assets into-the firmas his contribution
towards its capital
113
| earned counsel points out that a partnership firmis not a
separate legal entity and that the assets owned by the
partnership are collectively owned by the partners. W have
no hesitation in accepting that proposition for in Ml abar
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Fi sheries Co. v. Comm ssioner of |ncone-Tax, Kerala (1979)
120 1. T.R 49 SC, this Court observed: -
.......... It seens to us clear that a partnership
firmunder the Indian Partnership Act, 1932, is
not a distinct legal entity apart from the
partners constituting it and equally in lawthe
firmas such has no separate right of its own in
the partnership assets and when one talks of the
firms property or firms assets all that is neant
is property or assets in which all the partners
have a Joint or conmon interest.
Qur attention has been invited to Comm ssioner of
I ncome Tax, West Bengal v. H nd Construction Ltd., (1972) 83
I.T.R 211. In that <case the assessee entered into a
partnership and as its share of the capital it transferred
the stock of machinery to the partnership firm This Court
held that when the assessee nade over its machinery to the
partnership firm there was no sale and the assessee di d not
derive any incone. In Conm ssioner of |ncone-Tax, Madras v.
Janab N. ' Hyath Batcha Sahib, (1969) |I.T.R 528, the Madras
Hi gh Court hel'd that when a partnerintroduces his property
into a partnership firm as his contribution to its capita
the transacti on does not involve a sale of the property. The
Hi gh Court referred to B. 14 of the Indian Partnership act
and observed: -
When a partnership is fornmed for the first tine
and one  of the nmenbers of 'the partnership brings
into the firmassets, they become the property of
the firm  not by any transfer, but by the very
intention of the parties evinced in the agreenent
bet ween them to treat such property belonging to
one or nore of the nmenbers of the partnership as
that of the firm
The view that when a partner hands over a business asset to
the partnership firmas his contribution to its capital he
cannot be said to have effected a sale was al so taken by the
Al | ahabad High Court in Dr. MC. (Kackkar v. Conm ssioner of
| ncome- Tax, Kanpur and Qthers, (1973) 92 [|.T.R ~ 87, the
Kerala High Court in Commi ssioner of |Income-Tax, Kerala v.
C. M Kunhammed (1974) 94 |1.T.R 179 and by the Madras High

Court in Comm ssioner of |ncone-Tax, Mdras-l ~v. Abdul
Khader Mbtor ant Lorry Servi ce,
114

(1978) 112 I|1.T.R 360. W find no difficulty in accepting
that proposition. But while the transacti.on may not anount
to a sale, can it be described as a transfer of sonme other
kind? Illustrations of other kinds of transfer are provided
by sub-s.(47) of s.2 of the Income Tax Act which defines the
expression transfer in relation to a capital asset as
i ncluding the sale exchange or relinquishment of the asset
or the extingui shment  of any rights therein- or the
conpul sory acqui sition thereof under any |aw. The definition
is inclusive nerely, and does not exhaust other kinds of
transfer. Its inclusive character was overlooked by the
Madras High Court in Commi ssioner of |ncone-Tax, Madras-I
(supra) and in Comm ssioner of Income-Tax, Tam | Nadu-1V,
Madras v. H Rajan and H Kannan, (1984) 149 |.T.R 545. In
both cases the Hgh Court confined itself to considering
whet her the transaction before it was covered by any of the
express terms wused in the definition, that is to say, sale,
exchange relinqui shment or extinguishnent, and taking the
viewthat it did not fall wunder any of themit held that
there was no transfer.

In its general sense, the expression transfer of
property connotes the passing of rights in the property from
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one person to another. In one case there nay be a passing of
the entire bundle of rights from the transferor to the
transferee. I n another case, the transfer nay consist of one
of the estates only out of all the estates conprising the
totality of rights in the property. In a third case, there
may be a reduction of the exclusive interest in the totality
of rights of the original owmmer intoa joint or shared
interest with other persons. An exclusive interest in
property is a larger interest than a share in that property.
To the extent to which the exclusive interest is reduced to
a shared interest it wiuld seemthat there is a transfer of
interest. Therefore when a partner brings in his persona
asset into the capital of the partnership firm as his
contribution to its capital he reduces his exclusive rights
inthe asset to shared rights in it with the other partners
of the firm While he does not lose his rights in the asset
al toget her what he enjoys now.is an abridged right which
cannot be identified with the fullness of the right which he
enjoyed in the asset before it entered the partnership
capital. " In Addanki  Narayanappa. & Anr. v. Bhaskara
Krishtappa and 13 Ors. [1966] 3 S.C R 400., this Court
expl ai ned: -
........ what ever~ may be the character of the
property which is brought in by the partners when
the partnership is formed or which may be acquired
in the
115
course of 'the business of the partnership it
becones the property ~of the firm and what a
partner is entitled tois his share of profits, if
any, accruing, to the partnership. from the
realisation of this property, and upon dissol ution
of the partnership to a share in the noney
representing the value of the property. No doubt,
since a firm has no legal exi stence, the
partnership property will vest in all the partners
and in that sense every partner has an interest in
the property of the partnership. during the
subsi stence of the partnership, however, no
partner can deal with any portion of the property
as his own. Nor can he assign his interest ina
specific item of the partnership property to
anyone. Hs right is to obtain such profits, if
any, as fall to his share fromtine to tine and
upon the dissolution of the firmto a share in the
assets of the firm which remain after satisfying
the liabilities set out in cl.(a) and sub-
cls.(i),(ii) of cl.(b) of s. 48.
The position was el aborated later in the same judgnent
as follows:
The whol e concept of partnership is to enbark upon
a joint venture and for that purpose to bring in
as capital nmoney or even property including
i movabl e property. Once that is done whatever is
brought in would cease to be the exclusive
property of the person who brought it in. It would
be the trading asset of the partnership in which
all the partners would have interest in proportion
to their share in the joint venture of the
busi ness of partnership. The person who brought it
in would, therefore, not be able to claim or
exerci se any exclusive right over any property
whi ch he has brought in, much | ess over any other
partnership property. He would not be able to
exercise his right even to the extent of his share
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in the business of the partnership. As already
stated, his right during the subsistence of the
partnership is to get his share of profits from
time to tine as may be agreed upon anong the
partners and after the di ssol ution of t he
partnership or with hi s retirement from
partnership of the value of his share in the net
partnership assets as on the date of dissolution
of retirement after a deduction of liabilities and
prior charges.
116
It is apparent, therefore, that when a partner brings in his
personal asset into a partnership firmas his contribution
to its capital, an asset which originally was subject to the
entire ownership of the partner becones now subject to the
rights of other partners init. It is not an interest which
can be evaluated imediately, ~it is an interest which is
subject-to the operation of future transactions of the
partnership, and it may dimnish_ in value depending on
accunulating liabilities and losses with a fall in the
prosperity of ~the partnership firm The evaluation of a
partner’s interest takes place only when there is a
di ssolution of the firm or upon his retirement fromit. It
has some times been said, and we think erroneously, that the
right of a partner to a share in the assets of the
partnership firmarises upon dissolution of the firmor upon
the partner retiring fromthe firm W think- it necessary to
state that what is 'envisaged here is nerely the right to
realise the interest and receiveits value. Wat is realised
is the interest which the partner enjoys in the assets
during the subsistence of the partnership firmby virtue of
his status as a partner and in accordance with the terns of
the partnership agreement. It s because that interest
exi sts already before dissolution, as was held by this Court
in Mal abar Fisheries Co. (supra), that the distribution of
the assets on dissolution does not amount to a transfer to
the erstwhile partners. \Wat the partner gets upon
di ssolution or upon retirenent is the realisation'of a pre-
existing right or interest. It is nothing strange in the |aw
that a right or interest should exist in praesenti but its
realisation or exercise should be postponed. Therefore, what
was the exclusive interest of a partner in his persona
asset is, upon its introduction into the partnership firm as

his share to the partnership capital, transforned into a
shared interest wth the other partners in that asset. Qua
that asset, there is a shared interest. During the

subsi stence of the partnership the value of the interest of
each partner qua that asset cannot be isolated or carved out
fromthe value of the partner’s interest in the totality of
the partnership assets. And in regard to the latter, the
value will be represented by his share in the net “assets on
the dissolution of the firm or upon the partner’s
retirement.

Learned counsel for the assessee has attenpted to draw
an anal ogy between the position arising when a persona
asset is brought by a partner into a partnership as his
contribution to the partnership capital and that which
ari ses when on dissolution of the firmor on retirenment a
share in the partnership assets
117
passes to the erstwhile partner. It has been held by this
Court in Conm ssioner of I|ncone-Tax, Madhya Pradesh, Nagpur
and Bhandra v. Dewas Cine Corporation, (1968) 68 |.T.R 240,
Conmi ssi oner of Income-Tax, U P. v. Bankey Lal Vaidya,
(1971) 79 1.T.R 594 and recently in Ml abar Fisheries Co.
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(supra) as well as by the Punjab and Haryana Hi gh Court in
Kay Engi neering Co. v. Conmi ssioner of |ncone-Tax, Patiala,

(1971) 82 1.T.R 950 the Kerala H gh Court in Conmi ssioner
of Incone Tax, Kerala v. Nataraj Mdtor Service (1972) 86
I.T.R 109, and the G@ujarat Hi gh Court in Comn ssioner of
I ncome- Tax Guj arat v. Mhanbhai Pamabhai (1973) 91 |I.T.R

393 that when a partner retires or the partnership is
di ssol ved what the partner receives is his share in the
partnership. What is contenplated here is a share of the
partner qua the net assets of the partnership firm On
eval uation, that share in a particular case may be realised
by the receipt of only one of all the assets. Wat happens
here is that a shared interest in all the assets of the firm
is replaced by an exclusive interest in an asset of equa

value. That is why it-has been held that there is no
transfer. It is the realisation of a pre-existing right. The
position is different, it seens to us, when a partner brings
his personal asset ~into the partnership firm as his
contribution to its capital. An individual asset is the sole
subj ect  of consideration. An-exclusive interest in it before
it enters the partnership  is reduced on such entry into a
shared interest.

Qur attention-has al'so been invited to clause (b) of
sub-s. (1) of s. 17 of the Registration Act which requires
the registration of ©~ non-testanmentary instrunents which
purport or operate / to create declare assign limt or
extingui sh whether in present or in future, any right, title
or interest whether vested or contingent, of the value of
one hundred rupees and upwards, to -or in immovable property,
and to the view taken by the courts in this country that
when a person brings 1in even his i movable property as his
contribution to the capital of the firmno witten docunent
or registration is required wunder that clause. That view,
was expressed in Firm Ram Sahay Mall Raneshwar Dayal and
QO hers v. Bishwanath Prasad, A’l.R 1963 Patna 221. The
| earned Judges relied on the English | aw that the persona
assets introduced by a partner into the firm as his
contribution to its capital beconmes the property of the firm
by reason of the intention and agreenent of the parties. The
vi ew does not spring fromthe consideration that there is no
transfer. The viewis that no document of transfer is
required and that, therefore, registration is unnecessary.
The Patna High Court reiterated that view in Sudhansu Kanta
v. Manindra Nath A |.R 1965 Patna 144.

118

Accordingly we hold that when the assessee brought the
shares of the limted conpanies into the partnership firmas
his contribution to its capital there was a transfer of a
capital asset wthin the terns of s.45 of the Inconme Tax
Act. In this view of the nmatter we agree with the conclusion
reached by the Kerala Hgh Court in A  Abdul Rahim
Travancore Confectionery Wrks v. Conmi ssioner of Income-
Tax, Kerala, (1977) 110 I.T.R 595 the Karnataka H gh Court
in Addl. Conm ssioner of Incone-Tax, Msore v. MA.J.
Vasanai k, (1979) 116 I.T.R 110 and by the GQjarat High
Court in the judgnent under appeal

The second question is whether the assessee can be said
to have received any consideration as that expression is
understood in the schene of capital gains under the |Incone-
Tax Act. In Comm ssioner of Income-Tax, Bangalore v. B.C
Srinivasa Setty, (1981) 128 |I.T.R 294, this Court observed
that the charging section and the conputation provisions
under each head of incone constitute an integrated code, and
when there is a case to which the conputation provisions
cannot apply at all it is evident that such a case was not
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intended to fall within the charging section. On the basis
of that proposition |earned counsel for the assessee has
urged that s.45 is not attracted in the present case because
to conpute the profits or gains under s.48 the value of the
consi deration received by the assessee or accruing to himas
aresult of the transfer of the capital asset nust be
capabl e of ascert ai nnent in nonet ary terns. The
consideration for the transfer of the personal assets is the
right which arises or accrues‘'to the partner during the
subsi stence of the partnership to get his share of the
profits from time to time and, after the dissolution of the
partnership or wth his retirenent fromthe partnership, to
get the value of a share in the net partnership assets as on
the date of the dissolution or retirement after a deduction
of liabilities and prior charges. The credit entry made in

the partner’s capital account in the books of the
partnership firm does not represent the true value of the
consi deration. It is-notional |value only, intended to be

taken into account-at the time of determning the val ue of
the partner’s share in the net partnership assets on the
date of dissolution or on his retirement, a share which wll
depend upon a deduction of the liabilities and prior charges
exi sting on the date of dissolution or retirement. It is not
possible to predicate before hand what will be the position
interns of nonetary -value of a partner’s share on that
date. At the tinme when the partner transfers his persona
asset to the partnership firm there can be no reckoning of
the liabilities and'losses which the firmmay suffer in the

years to
119
cone. All that lies wthin the wonb of the future. It is

i npossible to conceive of evaluating the consideration
acquired by the partner when he brings his personal asset
into the partnership firm when neither the date of
di ssolution or retirement can be envisaged nor can there be
any ascertainment of liabilities and prior charges which may
not have even arisen yet. In ‘the circunstances, we are
unable to hold that the <consideration which a partner
acquires on nmaki ng over his  personal asset to the
partnership firmas his contribution to its capital can fal
within the terms of s.48. And as that provision .is
fundanental to the conputation machinery incorporated in the
schenme relating to the determnmination of the charge provided
in s.45, such a case nust be regarded as falling outsidethe
scope of capital gains taxation altogether

The third contention of |earned counsel for the
assessee is that no profit or gain car. be said to arise to
a partner when he brings his personal asset into a
partnership firm as his contribution to its capital. It is
urged that the capital gains chargeable under s.45 are rea
capital gains conmputed on the ordinary principles of
conmer ci al accounting and that the capital gains nust be
enbedded in the capital asset. In Mss Dhun Dadabhoy Kapadi a
v. Commi ssioner of |ncone-Tax, Bonbay, (1967) 63 1.T.R
651, the appellant held by way of investnent some ordinary
shares in a limted conpany. An offer was nmade by the
conpany to her by which she was entitled to apply for an
equal number of new ordinary shares at a premumwth an
option of either taking the shares or renouncing themin
favour of others. The appellant renounced her rights to al
the shares and realised Rs. 45,262.50. Wen this amount was
sought to be wholly taxed as a capital gain the appellant
claimed that on the issue of the new shares the val ue of her
old shares depreciated and that as a result of the
depreci ation she suffered a capital loss in the old shares
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which she was entitled to set off against the capital gain
of Rs. 45,262.50. In the alternative she clainmed that the
right to receive the new shares was a right which was
enbedded in her old shares and consequently when she
realised the sumof Rs. 45,262.50 by selling her right, the
capital gain should be conmputed after deducting fromthat
amount the value of the enbedded right which becane
liquidated. This Court upheld the claim of the appellant
that she was entitled to deduct from the sum of Rs.
45,262.50 the 1oss suffered by way of depreciation in the
ol d shares. The Court proceeded on the basis that in working
out capital gain or loss, the principles which had to be
applied are those which are a part of commercial practice or
whi ch an

120
ordinary man of business would resort to when naking
conputation for hi's business purposes. It wll be noticed

that this principle was applied by the Court in a case where
a capital / gain was~ sought to be taxed under the Incone Tax
Act. That' profits or gains under the |Incone Tax Act nust be
understood in the sense of ‘real profits or gains, that is to
say, on the basis of ordinary comercial principles on which
actual profits are conputed, a sense in which no comrercia
man woul d m sunder stand, ‘has been regarded as a principle of
general application, and there is a catena of cases of this
Court which affirns that principle. Reference may be nade to
Cal cutta Co. Ltd. v. Conmssioner of Incone-Tax, West
Bengal , (1959) 37 I.T.R 1, Comm ssioner of Income-Tax v.Ba
Shirinbai K Kooka, (1962) 46 I'.T:R 86, Poona Electric
Supply Co. Ltd. v. Conm ssioner of |ncone-Tax, Bonbay Cty
I, (1965) 57 I.T.R 521, Conm ssioner of |nconme-Tax, West
Bengal Il v. Birla Guvalior (P) Ltd. (1973) 89 1.T.R 266 and
Baf na Textiles v. Incone-Tax officer, Assessnent-4, Circle
1, Bangalore, (1975) 98 I.T.R 209.

VWhat is the profit or gain which can be said to accrue
or arise to the assessee when he nmakes over his persona
asset to the partnership firmas his contribution toits
capital ? The consideration, as we have observed, is the
right of a partner during the subsistence of the partnership
to get his share of profits fromtinme to time and after the
di ssolution of the partnership or with his retirenent from
the partnership to receive the value of the share in the net
partnership assets as on the date of dissolution or
retirement after a deduction of liabilities and prior
charges. When his personal asset nmerges into the capital of
the partnership firma corresponding credit entry is nade in
the partner’s capital account in the books of the
partnership firm but that entry is nade nerely for. the
purpose of adjusting the rights of the partners inter-se
when the partnership is dissolved or the partner retires. It
evi dences no debt due by the firmto the partner. I|ndeed,
the capital represented by the notional entry to the credit
of the partner’s account may be conpletely wi ped out by
| osses which nmay be subsequently incurred by the firm even
in the very accounting year in which the capital account is
credited. Having regard to the nature and quality of the
consi deration which the partner nmay be said to acquire on
i ntroduci ng his personal asset into the partnership firm as
his contribution to its <capital it cannot be said that any
income or gain arises or accrues to the assessee in the true
comercial sense which a business man woul d understand as
real income or gain.

121
An obj ection has been taken by |earned counsel for the
respondent to this submssion being raised before us
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because, it is said, the question has neither been referred
to his Court nor was it ever argued at any earlier stage. W
are not inpressed by the objection because we think that it
constitutes one aspect of the questions which have been
referred in these cases. The point rests on considerations
purely of law and is fundanental to the question whether
capital gain arises to an assessee upon the transfer of his
shares to the partnership firmas his capital contribution

The objection is, therefore, over-rul ed.

I nasmuch as we are of opinion that the consideration
received by the assessee on the transfer of his shares to
the partnership firmdies not fall within the contenplation
of s.48 of the Income-Tax Act, and further that no profit or
gain can be said to arise for the purposes of the |ncone-Tax
Act, we hold that these cases fall outside the scope of s.45
of the Act altogether-.

We have decided these appeals on the assunption that
the partnership firmin question is a genuine firmand not
the result of a shamor unreal transaction, and that the
transfer by the partner of his personal asset to the
partnership firm represents a genuine i ntention to
contribute to the share capital of the firmfor the purpose
of carrying on the partnership business. |If the transfer of
the personal asset by the assessee to a partnership in which
he is or becones /a partner is nerely a device or ruse for
converting the asset into noney which  woul d substantially
remai n avail abl e-for his benefit without liability to incone
tax on a capital ‘'gain, it wll be ~open to the inconme tax
authorities to go behind the transacti on and exam ne whet her
the transaction of creating the partnershipis a genuine or
a sham transaction and, even where the partnership is
genui ne the transaction of transferring the personal asset
to the partnership firm represents a real attenmpt to
contribute to the share capital of the partnership firmfor
the purpose of carrying on the partnership business or is
nothing but a device or ruse to convert the personal asset
into noney substantially for the benefit of the /‘assessee
while evading tax on a capital gain. The incone Tax Oficer
will be entitled to consider all  the relevant ~indicia in
this regard, whether the partnership is forned between the
assessee and his wife and children or substantially limted
to them whet her the personal asset is sold by the
partnership firm soon after it 1is transferred by the

assessee to it, whether the partnership firm has no
substantial or real business or the
122

record shows that there was no real need of the partnership
firmfor such capital contribution from the assessee. ALL
these and other pertinent considerations may be taken'into
regard when the Inconme Tax Oficer enters upon a scrutiny of
the transaction, for in the task of determ ning whether a
transaction is a shamor illusory transaction or a device or
ruse he is entitled to penetrate the veil covering. it and
ascertain the truth.
In the result, the questions which arise in these

appeal s are answered as foll ows: -

1. There was a transfer of the shares when the

assessee nmade themover to the partnership firmas

his capital contribution.

2. Wien the assessee transferred his shares to the

partnership firm he received no consideration

within the neaning of s.48 of the Income-Tax Act

1961 nor did any profit or gain accrue to himfor

the purpose of s.45 of the Inconme-Tax Act, 1961
These answers are given by us subject to the reservations
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made by us in the precedi ng paragraph

The appeals are partly allowed and there is no order as
to costs.
S R Appeal s partly all owed.
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