IN THE HIGH COURT OF KARNATAKA AT BANGALORE
DATED THIS THE 18™ DAY OF OCTOBER 2011
PRESENT
THE HON'BLE MR.IUSTICE M KUMAR
AND
THE HON'BLE MR.JUSTICE RAVI MALIMATH

[TA.NO.172 OF 2014

BETWEEN:

1. THE COMMISSIONER OF INCOME TAX
LTU, 185 TOWERS,
BSK 11T STAGE,
BANGALCRE.

7. THE ASST.COMMISSIONER OF INCOME TAX
CIRCLE-1(2},
HYDERABAD. LAPPELLANTS

(BY SRI K.V.ARAVIND, ADVOCATE)
AND:

M/5.COMPAD ELECTRIC LTD

(SINCT MERGED WITH M/S.STUMPP SCHUELE

SOMAPPA PILTD.)

NO.139/2, HOSIIR ROAD,

KORAMANGALA,

BANGALORE. L RESPONDENT

(BY SRIYUTHS S.PARTHASARATHI, P.DINESH & K.MALLA RAC,
ADVOCATES)
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Thic ITA filed under section 260-A of 1.T.Act, 1961
arising out of order dated 28.12.2010 passed in
ITA.NO.716/Bang/2010, for the  Assessment  year
2003-2004, praying to formulate the substantial questions
of law stated therein, allow the appeal and sel asitie the
grders passed by the ITAT, Bangalore in
ITA.No.716/Bang/2010 dated 28.12.2010 confirming the
order of the Appellate Commissioner & confirm the grder
passed by the Asst.Commissioner gf  Incoma  vax,
(investigation Circle-1(2), Hyderabad.

This ITA coming on for admission this day,
KUMAR 1., delivered the following:-

JUDGHMENT
The revenue has preferred this appeal challenging
the order passed by the Income Tax Appellate Tribunal,
Bangalore Bench-A, which has declined to interfere with
the order passed by the Appellate Commissioner, who
treated the waiver of the loan liability of the assessee as a
capitat receipt and not  a revenue receipt, and

consaguently, there is no liability to pay tax under the Act.

2. The assessee-company s engaged in the
business of manufacture and sale of halogen lamps. It
filed  its  return of income declaring a loss  of

Rs.1,72,71,7

oy £
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3/- for the assessment year 2003-04. The




case was taken up to scrutinize the assessment under
Section 143(3) of the Income Tax Act (for short
hereinafter referred to as the Act) for determining the loss
at Ks.1,72,71,763/- Thereafter, an order came Lo e
nassed on 04.01.2008 for reopening the ASSOSSMISNL,
Notice was issued under Section 148 of the Act. The
reasons assigned for reopening was that the assessee had
written back unsecured ioan cf Re 7,94 81,265/~ which has
not been offered as income for the relevant assessment
year. The amount written hack js essentially an unsecured
loan, which is in the nature of capital receipt resulting in
Hability and it is not 3 trading Hability, against any supplies
or expenditure which are in the nature of current liability,
Therefore, the asgsessae contended that it was not taxabie
under Section 41(1) of the Act, He further contended that
the assescee has claimed an amount of Rs.2,64,74,072/-
ac extra-ordinary income in its profit and loss account, and
the same is not taxable in the computation of income as it

is capital In nature. Explaining the nature of the receipt,




the assessee submitted that the assessee-company was @
wholly  owned subsidiary company  of Dr.Reddy’s
Laboratories Limited and it was manufacturing and trading

.

in halogen lamps, and was established as a 100% EOU.
The assessee was eligible for deduction under Section 10B
of the Act ¢on its profits earned from export, but as it was
incurring losses due to various business factors it was not
in a position to cdaim guch benefit up to the current
assessment year. Therefore, they did not ciaim the benefit
by giving a notice aleng with me computation. In view of
huge losses sufferad by the company, operations of the
company had been funded by way of unsecured loans from
DRL from year toc vear and such loans accumulated to
about Rs.11,64,74,072/- during the years. In view of the
mounting  fosses and doubtful viable operations, the
assesses-company proposed, and DRL accepted a request
to agree foi conversion of the unsecured loan party into
equity share capital and waive the balance as nct

recoverable. Accordingly, the assessee-company converted
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unsecured toan into equity to the extent of Rs.6.00 crores
and wrote back the balance amount of Rs.2,64,74,072/- as

not payable. However, the Assessing Authority was not

W

satisfled with the explanation, and held that these loan
were received during the course of assessee’s business
with DRL, and that the liability of the assessee is a trading
liability and held that Section 41(1) of the Act is aftracted
and tax is leviable. Aggrieved by the said order, the
assessee preferred an appeal to the Commissioner of
Income Tax (Appeals). Relying on the judgment of the
Apex Court in the case of CIT vs. 7.V.Sundaram lyengar,
the Appellate Commissioner accepted the case of the
assessee by holding that the amount representing waiver
constitutes capital receipt, and therefore, not liable to tax,
and allowed the appeal. Aggrieved by the same, the
revenue preferred an appeal to the Tribunal. The Tribunal
after hearing both the parties held that the only issue
before them is whether the waiver of the unsecured foan

by 2RL is a capital receipt or a revenue receipt. After



taking notice of the decision relied on by both the parties,
it held that, if a capital liability has been dischargeg or
reduced, the courts have held that the same, is riot taxable
as the income of the assessee, but it is a capital recaipt
and not taxable as such, Therefore, the loan Hability of the
assessee has been waived and therefore, the gain is
nothing but a capital receipt.  Therefore, the Tribunal
declined to interfere with the well-consicerad order passed
by the Appellate Commissicner. Aggrieved by the said

order, the revenue is in appeal.

3. The learned Counsel for the revenue assailing
the impugned order contends that Explanation 1 to Section
41 makes it clear that the expression loss or expenditure
ar same benefit in respect of any such trading liability by
way of remission or cessation thereof shall include the
rermission or cessation of any liability by a unilateral act by
the first mentioned person under clause (a), or the
successor in business under clause {b) of that sub-section,

by way of writing off such liability in his accounts,




4,
such hability, and therefore, the said amount in the case of

the assessee constitutes revenue income and therefore, it

in the instant case, the creditor has written off

is taxable under Section 41(1) of the Act,

5.

Per contra, the learned Counsel for

assessee supported the impugned crder.

6.

Section 41 of the Act reads as under:-

“q1.01)} Where an  allowance or
deduction has been made in the assessment
for any vear in recpect of fuss, expenditure
or trading fability incurred by the assessee
(hereinstier  referred  to  as  the  first-
rmentioned person) and subseguently during
any previous year,-

{a)} the  drst-mentioned person  has
pbtained, whether in cash or in any
other manner whatsoever, any
amount in respect of such foss or
expenditure or some benefit in
respect of such trading liability by
way of remission  or cessation
thereof, the amount obtained by
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(b)

such person or the value of benefit
accruing to him shafl be deemed to
be profits and gains of business or
profession and accordingly
chargeable to income-fax as e
income  of  that  previous. vear,
whether the business or profession
in respect of which the aflowance or
deduction has  been made s n
existence n that vear or not, or

the successor in  business  has
abtained, whether in cashi or in any
other manner  whatsoever,  any
amount in respect of which loss or
expenditure was incurred by the
first-mentionad  person  or some
benefit in respect of the ftrading
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way of remission or cessation
thereof, the amount obtained by the
successor i business or the vaiue
of benefit accruing to the successor
in business shall be deemed to be
profits and gains of the business or

profession, and accordingly
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chargeable to income-tax as the

income of that previous year.

Explanation 1. For the purpose of this
sub-section, the expression losz o or
expenditure or some bernefit In respect of
any such trading liability by wav  of
remission or cessation thereof” shall include
the remission or cessation of any hability by
a wunilateral act by the first mentioned
person under clause (o) or the successor in
husiness under clause (b)) of that sub-
section by way of writing off such liability in

T

his accounts .

7. For the applicaticn of this Act, the condition

precedent s that there should be an allowance or

hake i}

ssecsment for any vyear in respect o
luss,  expenditure or trading Hability incurred by the
assassees.  Tnen, subsequently, during any previgus year,
if the creditor remits or waives any such Hability, then the
assessee s liable to pay tax under Section 41, The whole

shiect is to avoid double benefit to the assessee. In the
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instant case, the amount cdaimed as capital receipt is in
respect to which there was no allowance or deduction
claimed by the assessee for the previous vear. Therefore,
when his creditor has waived the repayment of the said
amount, it amounts to a capital receipt and not a revenue
receipt. As the assessee did not have the benefit of any
allowance or deduction in respect of the said amount,

Section 41 is not attracted,

8. In that view of the matter, we do not see any
rerit in this appeal. No substantial question of law arises

for consideration. Accordingly, the appeal is dismissed,
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