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Karnataka High Court allows depreciation on intangible assets vested
in a Company on corporatization of the Partnership Firm

Background

The Assessee is a closely held Indian Company and is engaged in the business of manufacturing, dealing and exporting 
of incense sticks and allied products. The Assessee came into existence on account of corporatization of a Firm 
subsequent to which the Assessee succeeded the business of the Firm during FY 2004-05

Prior to conversion of the Firm into a Company, the Firm had undertaken an exercise wherein it had revalued all its 
intangible assets. All assets and liabilities (including the revalued intangible assets) of the Firm were transferred and got 
vested in a Company on its corporatization.

In consideration, the Assessee had allotted shares (which were issued at a premium) to the partners of the Firm and no 
other consideration (either in cash or kind) was paid to the Firm or its Partners. 
The Assessee had claimed depreciation on intangible assets at the value (i.e. revalued value) at which they got vested in 
the hands of the Assessee.

The depreciation claim on intangible assets was contested by Assessing Office (‘AO’) during the course of reassessment 
proceedings wherein the claim of depreciation was disallowed by the tax authorities on the following grounds:

Vesting of intangible assets in the hands of the Company was not pursuant to a transfer from a third party but pursuant 
to a succession wherein the erstwhile Firm was succeeded by the Assessee;

The Assessee had neither purchased/acquired the intangible assets nor had incurred any cost for bringing the intangible 
asset into existence;

The Hon’ble Karnataka High Court in its recent ruling1 has upheld the allowance of tax depreciation 
on intangible assets vested in a Company pursuant to corporatization (i.e. conversion) of a 
Partnership Firm (‘Firm’) into a Company.

Vide the said ruling, the Hon’ble High Court has clarified that intangible assets recorded in the 
books of the Firm which got vested in a Company on its corporatization and for which a valuable 
consideration was discharged should be eligible for depreciation under tax.

1 M/s Padmini Products (P) Ltd Vs DCIT Bengaluru ITA No 154 of 2014, dated 5th October 2020
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The revaluation of the intangible assets (undertaken prior to the corporatization of the Firm) was undertaken as per 
Assessee’s own valuation and not for the purpose of determining the actual consideration to be paid for such intangible 
assets;

As the Assessee had not incurred any cost for acquisition/creation of the intangible assets, the revaluation of intangible 
assets only created a notional value and not real value on which depreciation under tax could be claimed.

The Assessee contested the findings of the AO before the Commissioner of Income-tax Appeals (‘CIT(A)’) which upheld 
the AO’s order.

Aggrieved by the order of the CIT(A), the Assessee contested the matter before the Hon’ble Income-tax Appellate 
Tribunal (‘ITAT’) wherein the findings of the AO were upheld and the Hon’ble ITAT observed the following:

Depreciation claim to the Assessee shall be restricted to the extent of depreciation which was allowable to the Firm, as 
vesting of intangible assets in the hands of the Assessee on Corporatization of the Firm is nothing but an event of 
‘succession’. 

Allowability of depreciation in case of ‘succession’ is governed by proviso 52  to Section 32(1) of the ITA which states that 
quantum of depreciation shall be restricted to the depreciation which would have been allowed to the Firm, had the 
corporatization not taken place and only with reference to  the actual cost incurred with respect to such intangible assets 
i.e. ignoring any impact of notional increase in value of intangible assets recorded in the books on account revaluation; 

Explanation 3 to Section 43(1) of the ITA permits the Tax Officer to disregard the actual cost of asset and determine the 
revised cost base for the purpose of claiming depreciation, subject to previous approval of the Joint Commissioner, 
provided such asset was previously used by another person and the main intention of transfer of such asset is to claim 
depreciation on enhanced cost by the successor;

Being aggrieved by the order of the ITAT, the Assessee preferred an appeal before the Hon’ble Karnataka High Court

The business of the Assessee is built on an intangible experience of aroma in form of trade name/trade mark which was 
owned by the erst while Partnership Firm.

The tax authorities during the course of tax proceedings had never questioned the valuation of intangible assets neither 
did they raise any questions on the commercial rationale behind undertaking corporatization of the Firm. The intangible 
assets had real monetary value and such intangible assets were transferred pursuant to the corporatization for a fair 
consideration 

The Resultant Company (i.e. the Assessee) and the erstwhile Firm are two different entities, and there was a transfer of 
intangible assets by the Firm to the Company for which a fair consideration was discharged by way of allotment of 
Assessee’s shares to partners of the Firm.

Thus the Assessee will be entitled to claim depreciation on the intangible assets with reference to the actual cost 
incurred by it.

The Hon’ble High Court also held that proviso 5 to Section 32(1) of the ITA which provide for allowability of depreciation in 
case of ‘succession’, will trigger only in the year in which the sucession happens and not in subsequent years and thus 
where there is no aggregate claim of deduction between the successor and the predecessor the restriction with respect 
to claim of depreciation as provided in proviso 5 to Section 32(1) of the ITA shall not apply.

What the Hon’ble Karnataka High Court Held
The Hon’ble High Court after examining the facts and representations from both the Assessee as well as the Revenue 
held as under:

2 In the reported judgement of the Hon’ble High Court reference to fifth proviso to section 32(1) of the IT Act is made. As sixth proviso deals with depreciation on 
succession cases, the same should be read as sixth proviso where ever reference of fifth proviso is being made.
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With respect to invoking Explanation 3 to Section 43(1) of the ITA, the Hon’ble High Court held that neither there is any 
record in the findings of the tax authorities that the main intention behind vesting of the revalued intangible assets in the 
hands of the Assessee was to obtain a tax benefit in the form of claiming additional depreciation on enhanced cost nor 
any prior approval of the Joint Commissioner of Income-tax was obtained, both of which are required before invoking 
the said Section. Accordingly invoking of Explanation 3 to Section 43(1) of the ITA in the present facts of the case is not 
justified.

Commissioner of Income Tax Central III v/s HCL Technologies Limited (2018-404-ITR-719-SC)

Bhor Industries Limited v/s Commissioner of Income Tax ((1961-42-ITR-719-SC)

GVK Industries Limited v/s Income Tax Officer (2011-332-ITR-130-SC)

Cases Relied by the Assessee3

The ruling of the Hon’ble Karnataka High Court provides for allowability of tax depreciation on the revalued 
self-generated intangibles vested in the hands of the Company subsequent to conversion of a Partnership Firm 
into a Company.

The ruling (though basis specific facts of the case) affirms the fact that the resulting entity or the successor 
should be allowed depreciation on acquired assets of the predecessor (albeit self generated) to the extent of 
fair value of actual consideration discharged for acquisition of such assets. 

While the judgement can act as a guiding principle, it is important that event of undertaking revaluation of 
assets (tangible/intangible) by Partnership Firms is backed by strong commercial rationale/justifications 
especially prior to events such as conversion of Firm into a Company in view of specific anti - abuse provisions/
General Anti Avoidance Rules.  

Additionally, consideration discharged by the successor Company should be backed by a valuation report and 
should represent the arm’s length price being paid for acquisition of intangible assets for facilitating the 
successor for claim depreciation on such assets.

RBSA Take

3 With respect to conditions to be fulfilled for invoking Explanation 3 to Section 43(1) of the ITA 

The Alert is of general nature only and should not be considered as any legal or tax advice. The Reader should not take any decision basis the information contained 
in this Alert, and should be seeking a prior professional advice on the matters covered by the Alert. Neither RBSA Advisors LLP nor any individual associated with 
this Alert should be considered as making any representation or warranty with respect to its accuracy or completeness, and under no circumstances would RBSA 
Advisors LLP or any individuals associated with this alert be liable for any loss caused to any third party relying on any view or statement made in this Alert, without 
entering into a formal Engagement Letter. The views provided in the Alert are those of the Preparer only and are subject to change without notice. The Alert shall 
not be copied, reproduced or further distributed by the Recipients.
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