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A part of sales consideration kept in the escrow account which is unlikely 
to be received by the seller is to be excluded from the full value of 
consideration while computing capital gains     

Executive Summary 

In a recent decision in the case of Modi Rubber Ltd1, 
the taxpayer sold the shares of a company. A part of 
the sales consideration was kept in the escrow 
account for meeting the future liabilities of the 
company.  

The Delhi bench of the Tribunal held that the amount 
kept in an escrow account (EA) which is unlikely to be 
received by the taxpayer cannot be said to have been 
received by, or accrued to, the taxpayer. Such EA 
amount is not to be included in the full value of 
consideration for the purposes of computing the 
capital gains. 

The tax officer is entitled to tax such an amount in the 
year of receipt and may take indemnification from the 
taxpayer to ensure the taxation. 

Facts of the case 

• The taxpayer sold the shares of a company
(MTCL) to another company (the buyer) for a
gross sales consideration of INR1.17 billion.

• Out of the gross sale consideration, a part of the
consideration was deposited in an EA.

• The amount in the EA was to be utilised for
meeting the MTCL’s liability that may arise in the
future such as tax liabilities, contingence
liabilities.

________________ 

1 Modi Rubber Ltd. v. DCIT (ITA No. 6866/Del/2018) (Del) - Source: 
Taxsutra  
Note: The Tribunal also dealt with the issue of Section 14A. However, this 
flash news only covers the issue of the taxability of the amount kept in the 
escrow account on the sale of shareholding as a capital gain
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• The amount in the EA was payable to the
taxpayer upon the expiry of the specified
years, but only after adjusting the claim
arising on account of the abovementioned
liabilities.

• The operation of the EA was under the joint
instructions of the taxpayer and the buyer.
The taxpayer was prevented from
appropriating the amount in the EA without
the prior approval of the buyer.

• In its tax return, the taxpayer considered the
gross sales consideration of INR1.17 billion
for the purposes of computing the capital
gains arising from the sale of shares.

• However, during the assessment
proceedings, the taxpayer pointed out that it
has received a part of the amount deposited
in the EA and that amount has been offered
to tax. However, there were no chances of
any further recovery out of the EA as the
buyer had made huge claims against the EA.
The amount still lying in the EA should fall
outside the ambit of the expression ‘full value
of the consideration received or accruing’ for
the purposes of computing the capital gains
under section 48 of the Income-tax Act, 1961
(the Act).

• The taxpayer submitted a revised
computation of capital gain with the sales
consideration reduced by the amount lying in
the EA.
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• The Tribunal observed that the facts of the present 
case were identical to those in the Dinesh 
Vazirani’s case. In the instant case also, the 
realisation of the EA amount was contingent upon 
the fulfilment of the wide-ranging conditions. 

• The liabilities against the EA were demonstrated as 
substantially higher than the amount earmarked in 
the EA, and the funds were not released to the 
taxpayer till date. 

• The taxability of the amount retained in the EA, 
which was not received or not likely to be received, 
was contrary to the provisions of the Act. 

• When the events subsequent to the filing of the 
return of income were factored in, the EA amount 
could not be regarded as sale consideration 
accrued to the taxpayer. 

• The taxpayer was entitled to claim exclusion of the 
amount lying in the EA which was not accrued to 
the taxpayer. 

• The Revenue is entitled to tax such amount as 
capital gain in the year in which it is actually 
released from the EA. The taxpayer will be under 
legal obligation to pay taxes on the accrual of such 
consideration in later years as and when arises.  

• The tax officer while giving effect to this order may 
seek suitable indemnification and other safeguards 
to ensure taxation of the EA amount, as and when 
recovered. 

• The Tribunal distinguished the Madras High Court’s 
decision in Carborundum Universal Ltd.3 based on 
the facts of the case. In the Carborundum case, the 
amount deposited in the EA was returned to the 
taxpayer without any deduction or reduction. The 
question of the reduction of full value of 
consideration did not arise. The entire sale 
consideration including the amount placed in the 
EA was taxable in the year of transfer itself.  

Our comments 

The Tribunal dealt with an issue of exclusion of the 
amount kept in the EA while determining the full value 
of consideration for the computation of capital gains. 
Based on specific facts of the case, it was held that the 
amount in the EA which is unlikely to be received by the 
taxpayer did not accrue to the taxpayer. Thus, the 
same was to be excluded while computing the full value 
of consideration. The Tribunal has followed the Bombay 
High Court’s decision over the Madras High Court’s 
decision. It would be interesting to see how other courts 
will deal with this matter. 

 

 

_____________ 

3 Caborandum Universal Ltd. v. ACIT [2021] 283 Taxman 312 (Mad) 

 
 

 
 

• The Revenue rejected the reduction of the sales 
consideration on the following grounds: 

- The taxability of income depended upon its 
‘accrual’ as a result of the transfer of capital 
assets and it was immaterial whether or not 
the taxpayer had actually received the 
entire sales consideration.  

- There is no provision in the Act to reduce 
the sales consideration based on an 
unascertained liability or to defer the 
taxation of the capital gains to a subsequent 
year upon the receipt of the amount 
released from the EA. 

- The Escrow Agreement was entered into 
subsequent to the share purchase 
agreement. Such a subsequent event 
cannot alter the fact of accrual of sale 
consideration upon entering an 
arrangement for the transfer of shares. 

- The amount kept in the EA was a clear case 
of the application of income after its accrual. 

- The fact that some amount was received by 
the taxpayer out of the EA suggests that the 
amount in the EA belonged to the taxpayer 
subject to the indemnification that may 
occur after the income had already accrued 
to the taxpayer by virtue of the transfer of 
the shares. 

- The quantification of deduction to be made 
from the sum lying in the EA would not 
postpone the charge of such sum which 
was deemed to be accrued in the year of 
transfer. 

- The loss arising in the later year due to the 
non-realisation can be claimed in those 
respective years. 

Tribunal’s decision 

• The Tribunal referred to the Bombay High Court 
in Dinesh Vaziran2 wherein the High Court held 
that the capital gain was to be computed only 
on the net amount received from the EA after 
the adjustments on account of the liabilities. The 
High Court had observed that: 

- Where the sale consideration was specified 
in the agreement along with certain liability, 
then the sales consideration to be 
considered for computing the capital gains 
should be after reducing such liability. 

- Even if the contingent liability was a 
subsequent event, it ought to be taken into 
consideration. 

________________ 

2 Dinesh Vazirani v. Pr.CIT [2022] 445 ITR 110 (Bom) 
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