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Facts of the case


Mahindra and Mahindra Limited (taxpayer/ respondent) had entered into an
agreement with USA-based Kaiser Jeep Corporation (KJC) for purchase of dies,
wielding equipment and die models for an agreed sum.



KJC supplied such tools and equipment through its subsidiary – Kaiser Jeep
International Corporation (KJIC)



KJC also agreed to provide loan for such procurement to the taxpayer at an interest
of 6% p.a. and repayable after 10 years in instalments.



Subsequently, the taxpayer was informed that American Motor Corporation (AMC)
had taken over KJC and had agreed to waive the principal amount of loan.



The taxpayer filed its return of income and showed the relevant sum waived by
AMC as a “cessation of liability” and did not offer the same to tax.



The Income Tax Officer (ITO) after perusing the return concluded that, with the
waiver of the loan, the credit represented an income and not a liability and held
that the said sum was taxable under section 28(iv) of the Act.



Commissioner of Income tax Appeals (CIT (A)) upheld the position adopted by the
ITO with certain modifications. The taxpayer and the Revenue, both aggrieved by
the decision of the CIT (A), preferred an appeal with the Tribunal. The Tribunal setaside the order passed by the CIT (A) and decided the case in favour of the
taxpayer.



The High Court of Bombay confirmed the findings of the Tribunal in favour of the
taxpayer. Accordingly, the Revenue appealed before the Supreme Court.

Rival contentions


The Revenue contended that the amount was initially borrowed as a loan to fund
the purchase of dies, tools, etc. for manufacture of jeeps by the taxpayer.



The waiver of loan by AMC was done as a measure of compensation for certain
losses including goodwill, the benefit of association, etc. The amount was credited
by the taxpayer and then claimed as exemption from taxation being a ‘capital
receipt’.



The Revenue also contended that since the amount is waived off, it actually
amounts to income, in the sense that an amount which ought to be paid by it, is
now not required to be paid and accordingly, provisions of section 28(iv) and,
alternatively section 41(1) ought to apply.



The taxpayer contended that it was KJIC which had supplied the tools, dies, etc.
whereas the loan was extended by KJC. Hence these transactions were
independent transactions. The purchase of tooling was not a transaction for
purchase of goods on credit in the ordinary course of business and it could neither
be equated with unpaid purchase consideration to be liquidated over a period of
time.



The taxpayer further contended that the loan was shown as “Loans- Unsecured” in
the balance sheet and the waiver was on the capital amount and is not in the
nature of income.

Issue under consideration
Whether waiver of loan would be taxable under section 28(iv) or 41(1) of the Act?

Ruling of the Supreme Court


The Supreme Court found no merit in the appeals filed by the Revenue.



The Supreme Court analyzed the term loan; loan refers to borrowing something
(especially a sum of cash) that needs to be repaid along with interest. It reiterated
the well-settled principle that creditor or his successor may exercise their “Right of
Waiver” unilaterally to absolve the debtor from his liability to repay. Waiver of loan
by the creditor results in the debtor having extra cash in his hand. It is a ‘receipt’ in
the hands of the debtor.



Supreme Court was of the view that for section 28(iv) of the Act to be applicable,
income must arise from business or profession and the benefit, which is received,
has to be in some other form rather than in the shape of money. This very
condition is not satisfied in the present case, as it was a matter of record that the
sum that was received due to waiver of loan was by way of a cash receipt.



The Supreme Court also observed that an interest of 6% p.a. was paid by the tax
payer. However, no deduction was claimed under section 36(1)(iii) of the Act.



The Supreme Court further observed that, purchase of equipment were capital
assets and the purchase amount had not been debited, neither to the trading
account, nor to the profit and loss account by the taxpayer. There is a difference
between ‘trading liability’ and ‘other liability’. Section 41(1) specifically talks of
cessation of trading liability, whereas in the instant case, waiver of loan amounted
to cessation of liability other than trading liability. As such, there was no force in
the Revenue’s argument and section 41(1) is not applicable in this case.

Conclusion


Supreme Court concluded by holding that the appeals (along with this appeal, there
were some other connected appeals, having the same question of law) were devoid
of merits and deserve to be dismissed.



As such, Supreme Court has decided the appeal in favor of the taxpayer and has
held that section 28(iv) is not applicable in the present case, as the amount waived
is receipt in the nature of cash/ money.



Further, the Supreme Court has held that Section 41(1) is also not applicable in this
case as waiver of loan does not amount to cessation of trading liability. Also, that
the taxpayer has not claimed any deduction under section 36(1)(iii) of the Act qua
the payment of interest in any previous year.



The above judgement of the Supreme Court would help clarify the issue pertaining
to taxability or otherwise of such loan waivers and should settle the prevalent
controversy. This judgement would also help in clearing several pending litigations
on this issue.
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