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In brief 

The Bombay High Court has held that accrual of any capital gains on consideration which is 
receivable in future, and contingent upon a prospective event, cannot be chargeable to tax in the 
initial year of transfer of capital asset. 

 

In detail 

Facts  

The taxpayer1 and other 
shareholders had transferred 
100% shares in a company for 
an initial consideration of INR 
27 million received 
immediately on closing. 
Further, deferred 
consideration upto a maximum 
of INR 173 million, to be 
computed on the basis of 
earnings of the company for 
each of subsequent four years, 
was receivable by the taxpayer 
and other shareholders.  

Accordingly, the taxpayer 
offered capital gains computed 
on the basis of her share of 
initial consideration received, 
while the tax officer (TO) 
sought to tax the gain based on 
her share in entire 
consideration, i.e., INR 200 
million. On appeal, the 
Commissioner of Income-tax 
(Appeal) [CIT(A)] and the 
Income-tax Appellate Tribunal 
(Tribunal) ruled in the 
taxpayer’s favour and deleted 
the TO’s addition. The 
Revenue thereafter filed an 
appeal to the High Court (HC). 

                                                             
1 [2016] 68 taxmann.com 319 
(Bombay) 

Issue before the High Court 

Could the capital gain based on 
the entire consideration, 
including deferred 
consideration that is 
contingent upon future 
profitability of the company be 
taxed in the initial year in 
which the capital asset, being 
shares in the company, was 
transferred? 

CIT(A)’s and Tribunal’s 
rulings  

The formula prescribing the 
determination of deferred 
consideration was dependent 
upon the profits derived by the 
company whose shares were 
transferred. The formula could 
lead to, and had, in fact, in the 
subsequent year, led to a 
situation where no amount was 
received by the taxpayer. 

The Tribunal, upholding the 
CIT(A)’s decision, held that 
there was no certainty of 
receipt of any amount in future 
since the same was contingent 
upon an uncertain event.  
Therefore, capital gain, 
computed on deferred 
consideration, being notional 
or hypothetical, could not be 

taxed in the initial year of 
transfer.  

Revenue’s contentions 

The transfer of capital asset 
would be liable to capital gains 
tax under section 45(1) of the 
Income-tax Act, 1961 (the Act), 
which was not dependent on 
the receipt of consideration, 
unlike under section 45(1A) 
and section 45(5) of the Act. 
Accordingly, the Revenue 
contended that the TO was 
justified in taxing the capital 
gain based on the total sum of 
INR 200 million in the initial 
assessment year itself. 

High Court’s ruling 

The HC observed that formula 
prescribed in the agreement 
made it clear that the deferred 
consideration was dependent 
on profits to be made by the 
company in future. Thus, in 
absence of profits of the 
company, no consideration 
would be receivable by the 
taxpayer; thereby the deferred 
consideration was not an 
assured consideration and 
could not be said to have 
accrued.   
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The HC observed that if the 
taxpayer acquired a right to 
receive such income, then income 
could be said to be accrued to 
him, even if the same was 
received at a later date on being 
ascertained. Since the amount 
had neither been received nor had 
it accrued to the taxpayer, on 
account of the consideration 
being contingent upon future 
profits of the company, it could 
not be said that any right to 
receive such income had accrued 
to the taxpayer in the initial year. 
The Revenue’s contention that the 
impugned order was seeking to 
tax the amount on receipt basis 
was, therefore, not correct.  

The takeaways 

This is a welcome ruling of the 
Bombay HC, since the view that 
only the consideration that has 
accrued/ been received in the 
year of transfer is chargeable to 
capital gains tax, has been 
affirmed. Therefore, in various 
transactions involving deferred 
consideration, (viz., earn out 
deals) where the consideration is 
contingent upon occurrence of 
certain future events/ formula 
and is not ascertainable in the 
initial year of transfer, the entire 
estimated consideration would 
not be taxable in the year of 
transfer of asset.  

However, this ruling does not 
answer the question whether the 
consideration is taxable on 
receipt basis, i.e., as and when the 
deferred consideration is received 
in future.  
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