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Bombay High Court rules on the meaning of full value
when assets attached with liabilities are received by
shareholders as proceeds from liguidation
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Executive summary

This Tax Alert summarizes a recent Bombay High
Court (HC) ruling in the case of Shri Nayan Arvind
Shah (Taxpayer) (ITA No. 1856, 1857 & 1858/2009)
on the issue of whether the value of the assets, for the
purpose of computation of capital gains in the hands
of the shareholders in respect of assets received from
the liquidator of a company, should be taken at the fair
market value (FMV) or at the FMV as reduced by the
liabilities attached to it. It was held that the FMV, as
reduced by the liabilities attached to it, forms the basis
for computation of capital gains.

Facts

The Indian Tax Laws (ITL) contain a special
provision for taxation of capital gains in the hands
of the shareholder on the assets received on
liguidation of a company, where they are
distributed in specie to the shareholders. The
FMV of the assets is deemed to be the full value
of the consideration for the purpose of capital
gains taxation in the hands of the shareholders.
Capital gains are, thereafter, computed by
reducing from such full value the cost of shares of
the company under liguidation.

The Taxpayer was an individual shareholder of a
company that went into liquidation. The Taxpayer
received certain assets of the company along with
the liabilities attached to it. This distribution of
assets was done by the liquidator as he did not

have liquidity to discharge the liabilities. The
shareholder later on, discharged the liabilities.

For computing capital gains, the Taxpayer
reduced the value of the liabilities from the assets
for determining ‘full value’ of the consideration.

The Tax Authority argued that, since the special
provision contains a deeming provision, the full
value of the assets should be taken into
consideration without excluding value of the
liabilities attached to the assets.

The second appellate authority decided the issue
in favor of the Taxpayer. Aggrieved, the Tax
Authority appealed before the HC.

Issue for consideration

Whether the value of the assets for the purpose of
capital gains computation should be taken at the FMV
or at the FMV, as reduced by the liabilities attached to
it.

HC's ruling

The finding of fact recorded by the second
appellate authority is that the liquidator of the
company distributed the assets of the company to
the shareholders with the liabilities attached to
the assets as liquid funds were not available for
discharging the liabilities.
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As an alternative, it was open to the liguidator to
sell the assets and, after discharging the liabilities
attached to the assets, distribute only the balance
amongst the shareholders.

The facts that the assets were transferred to the
shareholders with the liabilities attached to them
and that the shareholders have, in fact,
discharged the liabilities attached to the assets,
are not in dispute.

Where an asset of a company in liquidation is
distributed to its shareholder with a specific
liability attached to it, then the value of the asset
for the purposes of computation of capital gains
should be the full value of the asset as reduced by
the amount paid by the shareholder for
discharging the liability attached to the asset.
Accordingly, the HC decided the issue in favor of
the Taxpayer.

Comments

This ruling of the HC provides useful guidance for
computing capital gains in the hands of the
shareholders of a liquidating company, where the
liguidator undertakes in specie distribution of assets.
It concludes that, in case assets are distributed with
the liabilities attached to them, the value of the assets
less the liabilities attached to them can be considered
as 'full value’ of the assets for the purpose of
computing capital gains.
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