IN THE HIGH COURT OF KARNATAKA AT BANGALORE

Dated this the 200 day (:)i'Juig;s 2010

PRESENT
THE HON'BLE MR. JUSTICE N KUMAR
AND

THE HON'BLE MRS. JUSTICE B. V. NAGARATHNA

G.T.A. No. 3 of 2005
C/W

G, T.A. No. 4 of 2005 &

G.T.A. No. 5 of 2005

in G T.A. _No. 3 of 2005

BETWEEN:
1 The Commissioner of

Income Tax

C R Building
Queens Road
Bangalore — 560 001



2 The Depuiy Commissioner
of Income Tax
Bangalore . Appellants

(By Sri M V Seshachala, Advocate)
AND:

Smit. Jayalakshmamma

N0.337, 18" Cross

Sadashivanagar

Bangalore ...Respondent

{By Sri A. Shankar, Advocate)

This GTA filed under Section 26 of the GTA Act 1958 &
27A of the Wealth Tax Act 1957. arising out of order dated
2-7-2005 passed in GTA Nos.2/Bang/2003 for the assessmerit _
year 1984-85 praying to (a) formulate the substantial questions
ol law stated therein. (b) allow the appeal and set aside the
order passed by the ITAT in GTA No.2/Bang/2003 dated
02-07-2005 and conlirm the order passed by the Appellate
Commissioner confirming the order passed by the Deputy
Commissioner ol Income Tax., Bangalore, in the interest of

justice and equity.



In G.T.A. No. 4 of 2005
BETWEEN:

1 The Commissioner of
Income Tax
C R Building
Queens Road
Bangalore - 560 001

2 The Deputy Connnissioner
ol Income Tax
Bangalore Appellants

(By Sri M V Seshachala. Advocate)

AND:

Sri N. Dayvanand Reddy

No0.337, 18" Cross

Sadashivanagar

Bangalore -80 ...Respondent

(By Sri A. Shankar, Advocate)

This GTA filed under Section 26 of the GTA Act 1958 &
27A of the Wealth Tax Act 1957, arising out of order dated
2-7-2005 passed in GTA Nos. 1 /Bang/2003 for the assessment
vear 1994-95 praying to (a} lormulate the substantial questions
of law stated therein. (b} allow the appeal and set aside the
order passed by the ITAT in GTA No.l/Bang/2003 dated
02-07-2005 and conlirm the order passed by the Appellate
Commissioner confirming the order passed by the Deputy
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Commissioner of Inconte Tax. Bangalore. in the interest of
justice and equity.

In G.T.A. No. b of 2005
BIETWIEIEN:

I The Conunissioner of
Income Tax
C R Building
Queens Road
Bangalore - 560 001

2 The Gilt Tax Oflicer
Ward-2{1)
C R Building
Queens Road
Bangalore CAppellants

(By Sri M V Seshachala. Advocate)
AND:
Smit. Shamalamma N
No0.292, 9 Cross
ATH Layout

Shantinagar
Bangalore ...Respondent

(By Sri A. Shankar, Advocate)

This GTA liled under Section 26 of the GTA Act 1958 &
27A of the Wealth Tax Act 1957, arising out of order dated
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12-7-2005 passed i1 GTA Nos.5/Bang/2003 for the
assessment  vear 1994-95 praying to (al formulate the
substantial questions of law stated therein. (b} allow the appeal
arrd  set aside the order passed by the [ITAT in GTA
No.5/Bang/2003 dated 12-07-2005 and confirm the order
passed by the Appellate Commissioner confirming the order
passed by the Gift Tax Officer. Ward-2{1), Bangalore, in the
mterest ol justice and equity.

These GTAs coming on for lhearing - this day,
N. KUMAR J delivered the [ollowing :

JUDGMENT

As the same question of law is involved in all these three
appeals, they are taken up for consideration together and
disposed of by this common order. The revenue has filed these

appeals challenging the common order of the tribunal.

2. The respondenis in all these three appeals are
assessees. They entered into a partnership with nine others in
the nanie and style of M/s Amalgamated Property Developers.
Partnership cante to be constituted onn 01.04.1993. Each of the
assessees contributed the land owned by them into the

partitership {irm as their contribution. After five months, ie..
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on 31.08.1993 all the three assessees retired from the flirm
receiving certain amounts as their share in the interest of the
firm. The particulars of the book value ol each of the assessees
and the amount received by them at the time ol retirement are

as under:

Name of the Assessee Book Value Amount Difference

Received At amount
retirement

Rs. Rs. Rs.

Smt. Jayalakshmamma | 11.69.375 22,535,375 11.25.000

N. Dayanad Reddy 28.26.250 69.59,250 4.1..38.000
Smt. Shamallanuna 18,68,125 33,60.125 14.92,000
3. The Assessing Officer proceeded to hold that the

assessees have adopted a device in order to avoid tax. The
difference in the aloresaid amount is the deemed gift and
therefore it falls under Section 4(1) of the Gift Tax Act
{hereinalter, referred to as the "Act’) and accordingty he levied

¢gilt tax on the said deemed gift. Aggrieved by this order, all the
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three assessees preferred an appeal to the Commissioner of gilt
tax. The appellate authority dismissed the appeal by aflirming
the assessment orders.  Against the said order. the assessees
preferred an appeal to the Tribunal. The Tribunal relving on
the judgment of this Court in the case of N. PRASANNA Vs.
COMMISSIONER OF GIFT TAX rcported in ITR (228) 1997
pg. 427, held that the partners introduced immovable property
by way of kutd as capital contribution to the firm and that the
said transaction is bonalide and though there is transter within
the meaning of Section 2{xxiv} of the Gift Tax Act. no gill tax is
feviable thercol. Therefore, it allowed the appeal by setting
aside the order passed by the 21.1.1111()1‘11_&@.5 below and granted
relief to the assessees. Aggrieved by the said order of the

Tribunal, the reverue has preferred these thiree appeals.

4. At the time of adimission. this Court framed the

following substantial questions of law: l\/



In GTA No.3 of 2005

1. Whether the Tribunal was correct in holding
that capital contribution ol Rs.11.59.375/- by
the assessee in [avour of the partnership firm
onn 1-4-1993 and subsequent retirement on
31-8-1993 after four months by receiving a
sum  of Rs.22.84.375/- the (difference ol
Rs.11.,25,000/- cannot be reated as deemed

gift as per the provisions ol the Gift Tax Act?

2. Whether the Tribunal have recorded a linding
that the capital contribution ol Rs.11.59.375/-
by the assessce in lfavour of the parinership

lirm on 1-4-1993 and subscquent retirement

on 31-8-1993 alter four months by receiving a

sum of Rs.22,84.375/- amou-m.s to a device

adopted by the assessee in order to avoid tax?

3. Whether the Tribunal was correct in lailing to
record a finding that the entire transaction was
bonalfide not lTor inadequate consideration and
consequently does not attract gift tax liability

without passing a speaking order?

Inn GTA No.4 of 2005 V



Whether the Tribunal was correct in holding that
capital contributionn ol Rs.28.26.250/- by the
assessee in favour of the partnership firm on 1-4-
1993 and subsequent retirement on 31-8-1993
after four months by receiving a sum ol
Rs.69.50.250/- the difference of Rs.41.33.000/-
cannot be ireated as deemed gilt as per the

provisions of the Gift Tax Act?

Whether the Tribunal have recorded a linding that
the capital contribution ol Rs.28,26,250/- by the
assessee in favour ol the partnership firm on
1-4-1993 and subsequent retirement on 31-8-
1993 after four months by receiving a sumn ol
Rs.69.59.250/- amounts to a device adopted by

the assessee in order (o avoid tax?

Whether the Tribunal was correct in lailing to
record a linding that the entire transaction was
bonalide not for inadequate consideration and

consequently does not attract gift tax lability

without passing a speaking order?






" Whether in a case of an assessee confribuling
his immouvable property fo a partnership firm
towards his contribuiion. receives at the time of
retirement  _from the partnership  firm.
consideration in excess of book value mentioned
at the time of condributing the asseis (o the
partnership firm, the difference in amount could
be deemed to be deemed gift under Section 4(1){c)

of the Gift Tax Act 2"

6. The word "Gilt' has been defined under Section
2(xii} of the Act as under:

2(xii) - “gift” means the iransfer by one
person to anoither of any existing movable or
immovable property made voluntarily and without
consideration in money or money's worth and
linchudes the transfer or conversion of any properiy
referred (o in Section 4. deemed 10 be a gift under

that section./

The word “transfer of property’ is also delined at Section 2(xxiv)

of the Act as under: V



“2xxiv) - Ctransfer of property” means any
disposition. conveyance assignment, settlernent.
delivery, payment or other alienation of property
and. without limiting the generality of the foregoing
includes-

(a) the creation of a trust in property:

(b} the grant or creation of any lease.
morigage. charge, easement  licence.
power, partnership or  iiterest  in
property.

{0) XXX
id) xoooooooox”

The words ‘firm’, ‘partner and ‘partnership’ is defined under

Section 2{xi) of the Act as under:

“ the expressions finn'. ‘partner’ and
‘partnership”  shall have  the  meanings
respectively assigned (o them under section 2 of

the Income fax Act.”

7. Section 3 is the charging Section. It provides that

subject to the other provisions contained in this Act, there shall
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be charged for every assessment vear commencing on and from
the 1% day of April, 1958 [but before the 1% day of April 1987
a tax (hereinafter reterred to as gi'i‘i'%'ax} in respect of the gitts, if
any, made by a person during the previous year fother than
gifts made before the I+ day of April, 1957), at the rate or rates
specified in [ Schedule 1. Sub-section (2) provides that subject
to the other provisions contained in this Act]. 1‘1‘1(?1*;‘: shall be
charged for every assessment year conunencing on and {rom
the Ist day of April, 1987, gift-tax in respect of the gifts, il any,
made by a person during the previous year, at the rate of thirty

per cent o1 the value of all taxable gifts.

s. Section 4(1}(a) which calls for interpretation in this
case reads as under:
Gifts to include certain transfers:
(1) For the purpose of this Act,-
la) where property is transferred othernvise
than for adequate consideration. the amount by

which the {value of the property as on the date of

the wtransfer and determined in the manner laid

W



down in Schedule 11| exceeds the value of the
consideration shall be deemed 1o be a gift made by

the transferor.”

9. Therefore for applicationn of Section 4(1}a), the
pre-requisite s that there should be a transler for
consideration. If that consideration is inadequate, the
dilference in that value of property is deemed to be deemed gift
under Section 4{1){a) of the Act and gilt tax is leviable under
Section 3 ol the Act. In this regard it is uselul to refer to two
judgments dealing with ransfer ol inunovable property by a
person lo a partnership firtn and  consequence  {lowing
therefrom. The Apex Court in  the case of SUNIL
SIDDHARTHBHAI Vs. COMMISSIONER OF INCOME TAX

reported in 1985 (156) ITR 509 SC,‘}ms held as under:

©Lawhen a partner brings in his personal
assel inlo a partnership firm as his contribution to
its capitad, an asset which originally was subject (o

the entire ownership of the partner becomes now



LA

subject to the righis of other partners ir it 1t (s not

an interest which can be epaduated immediately. it

is an interest which is subject to the operation of

Suture transactions of the partnership, and it may

diminish in value depending on  accunudating

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 s a
dissolution of the firm or upon his retirement, from
it. It has some limes been said, and we think
erroneously. that the right of a partner to a share in
the assels of the partnership firm arises upon
dissolution of the firm or upon the partner retiring
Jrom the firm. We think I necessary (o state that
whai is envisaged here (s merely the right (o
realise the interest and receive its value. What is
realised is the interest which the pariner enjoys in
the assels during  the subsisience  of  the
partniership firm by virtue of his status as a pariner
and in  accordance with  the terms of the
partnership agreement. I (s because thal inierest
exisis already before dissolution. as was held by
this Court in Malabar Fisheries Co. (supra), thai the
distribution of the assets on dissolution does nol

amowdt to a transfer to the erstwhile pariners.

s
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What the pariner gets upon dissolition or upon
retirement is the realisation of a pre-existing right
or interest. It is nothing strange in the law that a
right or inferest should exist in praesenii but s
realisation or cxercise should be postponed.
Therefore, what was the exclusive interest of «
partner in his  personal assel (s, upon (s
introduction into the partnership firm as his share
to the partnership capital, transformed into
shared interest with the other partners it that
assel. Qua that assel, there (s a shared interest.
During the subsistence of the partnership the value
of the interest al each partnership qua that asset
cannot be isolated or carved out from the value of
the partner's inferest in the totality of the
partnership assels. And in regard to the laiter, the
value will be represented by his share in the net
assets on the dissolution of the firm or upon the

“

partner's retirement

“The consideration for the (ransfer of the
personal assels (s the right which arises or accrues
to the partner dwring the subsistence of the

partnership o gel his share of the profits from time



to time and. after the dissolution of the parinership
or with his retirement from the partnership. to get
the value of a share in the net partnership asselts
as on the date of the dissolution or retirement after
dlecduction of liabidities and prior charges. The credit
eniry made in the pariner's capital accownt in the
boolks of the partnership firm does not represent
the true value of the consideration. 1 is a notional
valite only. intended to be {aken into account al the
time of determining the value of the partner’'s share
in the net parinership assets on the date of
dissolution or on his retirement. a share which will
depend upon deduction of the liabilities and prior
charges existing on the date of dissolufion or
retirement. It is not possible lo predicate
beforehand what will be the position in terms of
monetary value of a partner’'s share orn that date.
Al the time when a partner transfers his personal
asset to the parinership firm, there can be no
reckoning of the liabilities and losses which the
Sirmt may swffer in the years to come. All that lies
within the womb of the future. I s impossible (o
conceive of evaluaiing the consideration acquired
by the partner when the brings his personal asset

into the partnership firm when neither the date of

-



dissolution or retirermernt can be envisaged nor can
there be any ascertainment of liabilities and prior

charges which may not have even arisen yel.”

" What is the profit or gain which can be said
to accrue or arise (o the assessee when he malees
over his personal assel (o the partnership firm as
his contributiont (o its capitad? The consideration.
as we have ohserved, is the right of « partner
during the subsistence of the parinership (o get his
share of profits from time to bme and after the
dissolution of the partnership or with his retirermernt
from the partnership to receive the value of the
share in the net partnership assets as on the date
of dissolutionn or retirernent after deduction of
liabilitics and prior charges. Whent his personal
assel merges nto the capitad of the partnership
Jum a corresponding credit entry is made in the
partner's capttad  accowt irt the books of the
parinership [ty but that entry s made merely for
the purpose of adjusting the rights of the pariners
interse when the partnership is dissolved or the
pariner retires. It evidences no debt due hy the firm

to the partner.  Indeed. the capital represented by

v



10.

Court in the case of N. PRASANNA Vs, COMMISSIONER OF

P

the notional entry to the credit of the partner's
accountt may be compleiely wiped oul by losses
which may be subsequently incwred by the firm,
evert in the very accowding year in which the
capital account is credited. Having regard (o the
natwe and quality of the consideration which the
partner may be said to acquire on inuroducing 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 o the assessee in
the frue commercial sense which a businessman

wondd understand as real income or gain.”

Following this judgment. a Division Bench

of this

GIFT TAX reported in ITR (228} 1997 pg. 427 held as under:

"t is no doubt true that “consideration”™ for
transfer, which is very relevant to determine capital
gains, has normally no relevance to a gift, which in
the generally accepled sense (s a transfer without
consideration. Bul, we are concerned here not with
a “gifi” which is a transfer without consideration,

but with a “deemed gift” created by a legal fiction



under section 4(1j{a) of the Act. The transaction is
not sought to be taxed as a transfer without
consideration. but as a deemed gijt arising under
section 4{1)(a). To determine the extent of deemed
gift. contemplated under  section 41 )al.
consideration is the relevant factor. as a deemed
gift under the said provision arises where the
property is transferred otherwise than for adequate
consideration, thal is for inadequate consideration.
When the question relates to the extent or a
adequacy of consideration for the transfer arising
from a transaction where a partner coniributes his
individudd property to the partership. the decision
in Sunil Siddarthbhai's casel1985) 156 ITR 509
(SC). which holds that the consideration for such a
transfer is unasceriainable until the dissolution of
the partnership, becomes relevant and applicable.
The principles laid down relating to consideration
in the said decision with reference to transfer of at
asset by a partner to the firm. as a capilad

contribution apply with equad _force in this case.”

T it is impermissible to treat the amount
entered as the value of the capital asset in the

booles of account of the firm. as the consideration

L



Jor the transfer for purposes of Section 4(1}) of the
Act.”

..... though a cornuribution by a partner of his
individual property towards the capital of the firm.
amowntts to “transfer ol property” for the purpose of
the Gift Tax Act, there cannot be a deemed gift in
such a case for the purpose of gift-tax. as it is not
possible  to  determine  the Cadeguacy  of

consideration.”

11. A Division Bench of {he Rajasthan High Court
dealing with an identical issue in the case of COMMISSIONER
OF INCOME-TAX Vs. MAURDHAR HOTEL (P.) LTD., reported
in ITR (269} 2004 Pg.310, interpreting Scction 4(1}(a) has
held as under:

“The requirements of Section 4(1)ic) are
Jirstly, that there should he a (ransfer of property:
secondly, the transfer should be jor consideration:
and thirdly. the consideration should not be
adequcde. In such a case the mariet value of the
property so transferred at the date of transfer must
be in excess of the consideration ai which it has

been purported to be transferred. In such an event,

1
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the difference is to be considered as deemed gift by

the transferor to the transferee.”

“Ordinarily no element of considerationt is
involved in the case of transfer inter vivos by way
of gifi. With the inserlion of Sectiont 4{1}{a) some
transjers with consideration also were deemed (o
be transfer amounting to deemed gift. Such
deeming  provisions were made applicable (o
fransfers which were made otherwise than for
adequate consideration and brought within the

province of gift to be subjected to levy of gift tax.”

“Lobringing any asset as a contribution to the
partnership capital by a partner amounts (o
reduction of his exclusive right to enjoy the asset
during the subsistence of partnership and i
becomes subservient to gei his share in profits and
losses so long as his sialus as a pariner condinues
cnd upon dissolution of the firm or refirement from
parinership to claim his share in partnership
assets in accordance with the Partnership Act and

agreement  of partnership  after satisfying the

\k/'
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labilities of the firm and as a part of laking

accounts”.

“This brings (o l_hcﬂ)re. the question: What is
the interest transferred and what s the
consideration for which the transferor (the partner
who coniributes the asset) has transferred the
asset? In the answer (o it, lies the key to whether
adequacy or inadequacy of consideration  is
determinable in  praesenti ai  the time of

contribulion.

When an asset is brought as a condribution
to the parinership capital in the firm. whether it is
a transfer of full right in the properiy upon such
transfer to be enjoyed by other partners or it is the
right lesser than the full right in the asset? Upon
trensfer of nterest it such property. right to be
enjoyed jointly comes nlo existence. but it cannot
be equated with the transfer of whole property in
absolule inasmuch the condributor retains right (o
enjoy the property at best jointly as much as other
partners also retain right (o share partnership
property including the one brought in by him on

\l/'

dissolution of the firmm or orc his retirernent.



The aforesaid principle clearly indicates that
bringing in of assets by a partner as his capital
coniribution (o the firm is not a transfer of asset in
wholesome value, but such fransfer brings into
existence « right which arises or accrues to the
contributory  partner, ncanely. during the
subsistence of the partnership to get his share i
profit or loss of the firm from time to time and after
dissolution of the partnership or with his retiremert
[from the partnership. (o get the value of his share
in the nel partnership assels as on the date of
dissolutionn  or retirement after  deduction  of
liabilities and prior charges as per lawe relating
thereto, That is the right, that a partner gets (n
considerction. This is a continuous process and
exact benefit or loss arising from admittance (o the
parmership. and its present vaue on the date of

admittance to the firm is not determinable.

12. What follows from the aforesaid judgments is that
when a partner brings in his asset into a pactnership firm by

way of contribution it amounts to {ransler ol property as

L
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defined under the Gift Tax Act. Though it amounts to transfer
of property, as a consideration for that transfer, he becomes
entitled to the profits in the partnership firm. It is not a case of
complete divesting of his interest in the property brought in as
capital asset. Partially, the property is transferred and as a
partner he continues to have interest in the sald partnership
asset. Not only he continues to have interest in the property
brought by him to the partnership firm as a partner but if there
are other partners who have brought in similar properties into
the firm by way of asset, he will also have an interest in those
properties. If at the time of constitution of partnership or at
the time of his entry into the partnership, if a value is
mentioned in the books of the partnership firm representing
the interest he has brought into the partnership, it does not
truly reflect the market value of the property which he has
brought into the partnership firm. It is purely a notional value.
The said notional value is only for the purpose of distributing
the profits of the sald partnership firm either at the time of

dissolution or at the time of retirement. When a partner brings

l\/.
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his property into the partnership firm, though the
consideration is that he will acquire the status of a partner and
he continues to have interest in the partnership assets, there is
no monetary consideration for such transfer of the property
and the book value mentioned is not the consideration for such
transfer. Section 4(1)(a) is attracted only in a case where there
is a monetary consideration for transfer and that monetary
consideration is lesser than the market Vélue of the property,
the difference in the amount being treated as a deemed gift
ander Section 4(1){a). The share to which a partner is entitled
to at the time of dissolution or retirement has no bearing on
the question regarding the value of the property which he
would have brought into the partnership at its inception. In
that view of the matter, when there is transfer of property into
a firm there is no consideration and the book value mentioned
is a notional value. The share to which a partner is entitled to
at the time of retirement from or dissolution of a partnership
firm depends upon various other factors. The quantification of

a partner’s share cannot by any stretch of imagination be taken

h/,,
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into consideration to hold that there is inadequacy of
consideration at the time of the partner bringing in the
property into the partnership firm. On that basis it cannot be
held the difference in the consideration constitutes a

consideration for the deemed gift.

13. In the instant case all the three assesses
brought their landed properties into the partnership firm. The
transaction is not a sham transaction. In the books of account
the value of the property is mentioned. It does not reflect the
actual value of the properties, in other words, the market value
of the properties. It is not a case of complete transfer of right of
property in favour of the partnership firm. Partnership has
admittedly not paid any consideration for such transfer when
the properties were brought into the firm. When the
partnership firm has not paid any consideration, when the
amount mentioned in the books of accounts is only a notional
value and when the partners even after transfer continues to

have interest in the property and only on dissolution or

h/.






