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Development rights not transferred
by member of AOP (formed only for
efficient pooling of resources) not
to be taxed under section 45(3)
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In brief

The Pune Bench of the Income-tax Appellate Tribunal (Tribunal) has held in a case where the capital
asset (development rights) was not transferred by the member to the association of persons (AOP),

and no amount was credited by the AOP to the account of such member, the AOP could not be taxed
under section 45(3) of the Income-tax Act, 1961 (Act).

In detail
Facts

o The taxpayer' had acquired
development rights of a land
parcel.

e The taxpayer, along with A
Enterprise and B
Construction, formed an
AOQP for efficient pooling of
resources. Each member’s
responsibilities were as
given below:

— Taxpayer: To contribute
the development rights;

— A Enterprise: To
contribute the
Transferable Development
Rights (TDR);

— B Construction: To provide
all materials required for
construction and finance
for all the expenses.
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o The taxpayer had not
transferred the development
rights to the AOP.

e The taxpayer had received
an interest-free security
deposit of INR 2.5 millions
from B Construction for
protection from any losses
that might arise in the
project. The security deposit
was reflected as a liability in
its balance sheet.

o This security deposit was
refunded back to B
Construction in the financial

year (FY) 2014-15.

e The value of the property, as
mentioned in the joint
venture agreement, was INR
20 millions.

e The Tax Officer (TO)
considered that the interest-
free security deposit was
received by the taxpayer for

assignment of development
rights to the AOP.
Accordingly, the TO taxed the
difference between INR 2.5
millions and the cost of
acquisition as capital gains in
the taxpayer’s hands.

e The Commissioner of
Income-tax (Appeals) upheld
the TO’s order.

Question before the
Income-tax Appellate
Tribunal

Should the transaction of
contribution of development
rights to the AOP, but not
actual transfer thereof, be
subject to capital gains tax
under section 45(3) of the Act?

Taxpayer’s contentions

e For applying section 45(3) of
the Act, two conditions
should have been satisfied:
(a) the amount of value
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should have been shown as an
asset; and (b) the amount
should have been credited to
the contributor.

¢ Since no asset was transferred
to the AOP, no amount was
recorded in the books of the
AOP. Hence, section 45(3) was
not applicable. The security
deposit received by the
taxpayer could not be regarded
as the full value of
consideration.

Revenue’s contention

e The value of the property, i.e.
INR 20 million mentioned in
the joint venture agreement
was the price at which the asset
was transferred to the AOP.

Tribunal’s ruling

¢ Since the taxpayer held the
asset and did not transfer it to
the AOP, there could not have
been any capital gains under
section 45(3) of the Act.
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¢ Even otherwise, the entire
security deposit was refunded
to B Construction in a later FY.
Hence, the security deposit was
not chargeable to tax.

The takeaways

The Tribunal has accepted the
taxpayer’s contention that section
45(3) is a deeming section and
hence should be construed
strictly. Thus, it has held that if a
capital asset has not been actually
transferred to the AOP, and no
amount credited to the member’s
account [condition specified in
section 45(3)], there can be no
capital gains tax.

This decision may be helpful in
situations where the tax
authorities conclude that a
particular arrangement should be
treated as an AOP. In such cases,
it may be possible to argue that
there should not be any capital
gains tax in the hands of
members on deemed introduction
of a capital asset to the AOP.

It is important to note that the
Central Board of Direct Taxes
has recently issued circular no. 7
dated 7 March, 2016 laying down
the guiding principles for the
formation of an AOP. In the light
of these principles, if the tax
authorities contend that the
arrangement does not result in an
AOP, then the implication under
section 2(47)(v) of the Act on
similar transactions may need to
be evaluated.
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