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The assessee received compensation due to a breach of contract by a builder. The dispute centered

around whether this compensation should be subject to capital gains tax or not.

The assessee argued that the compensation received for the breach of contract should not be con-
sidered a capital receipt but rather as a capital asset. This argument was based on the specific
circumstances of the case, where specific performance of the contract was not possible due to the
project being aborted. The assessee contended that the compensation was not for the right to sue

but rather for the loss incurred due to the breach.

The revenue, represented by the Principal Commissioner of Income Tax (PCIT), contended that the
compensation constituted consideration for the right to sue and should be treated as taxable capi-
tal gains. The PCIT relied on the judgment of M/s. Vijay Flexible Containers to support this position,

emphasizing that the compensation was essentially for the right to initiate legal proceedings.

The court held that the compensation received by the assessee for the breach of contract should
not be subject to capital gains tax. The judgment considered the specific circumstances of the case

and the legal arguments presented. It emphasized that the compensation was not



not in exchange for the right to sue but rather for the loss incurred due to the breach of contract. The
court also cited various High Court judgments, including CIT vs. Dalmia and Baroda Cement & Chemi-
cals Ltd. vs. CIT, to support the position that damages received for the right to sue for damages are
capital receipts and not taxable under capital gains. The PCIT's order invoking Section 263 was set
aside, and the AQO's assessment order was upheld. Consequently, the appeal of the assessee was

allowed.

AMRG Take

This case highlights the importance of considering the specific circumstances and
legal arguments when determining the taxability of compensation for contract
breaches. It clarifies that compensation for the right to sue for damages may not be

treated as taxable capital gains, especially when specific performance of the con-

tract is not feasible. The case also underscores the relevance of past High Court

judgments in shaping tax liability decisions.
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