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Damages receivedfor surrenderinga ‘mereright to
sue’is not taxable as capital gains

esccutve summary Q)

In the case of Ramesh Ravji Chheda?, the Mumbai bench of the
Tribunal held that the damages received by the taxpayer
pursuant to a consent decree—arising from the failure of a
property development agreement—were not subject to capital
gains tax.

The Tribunal concluded that the right relinquished constituted a
'mere right to sue', which is non-transferable under the Transfer
of Property Act. As such, it did not qualify as a capital asset, nor
did its relinquishment constitute a 'transfer' for the purposes of
capital gains tax.

This decision was delivered in a context where specific
performance was impossible, and the award of damages was
the only remedy available to the taxpayer.

1 DCIT v. Ramesh Ravji Chheda (ITA No. 968/Mum/2025); DCIT v. Rasik Kunverji Chheda (ITA
No. 1000/Mum/2025); DCIT v. Mahendra Ravji Chheda (ITA No. 1001/Mum/2025);
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Facts of the case

The taxpayers entered into a Memorandum of
Understanding (MoU) with a real estate developer for
the construction of commercial premises. The project
was ultimately abandoned.

The taxpayers filed suit before the Bombay High
Court, seeking specific performance and damages.
The dispute was settled through a consent decree
under which damages were awarded in lieu of the
right to sue, acknowledging that specific performance
was legally impossible.

The tax officer treated the damages received as
taxable capital gains under the Income-tax Act, 1961
(the Act).

The taxpayers contended that the damages were non-
taxable capital receipts.

Taxpayer’s contentions Q)

Specific performance had become impossible due to a
revised development plan and the project's
abandonment, as acknowledged in the consent
decree.

There was no transfer or relinquishment of a capital
asset—only a waiver of the right to pursue litigation.

The compensation pertained to the surrender of a
'mere right to sue', which is not considered a capital
asset under the Act and is therefore not taxable.

Citing Section 6(e) of the Transfer of Property Act,
1882, the taxpayers argued that a 'mere right to sue'is
explicitly non-transferable. Whether or not such a right
constitutes property, it cannot be legally transferred,
and thus the compensation could not arise from a
taxable transfer.

In the case of Abbasbhoy A. Dehgamwalla,? the
Bombay High Court held that a right to sue for
damages is not an actionable claim; it cannot be
assigned. Transfer of such right is illegal. Not being a
capital asset and not being transferrable, receipt of

2CIT v. Abbasbhoy A. Dehgamwalla [1992] 195 ITR 28 (Bom)
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compensation is not liable to capital gains taxation.
Similar decisions in the cases of Sterling Construction
and Investments,® Dalmia* and Baroda Cement &
Chemicals Ltd®.

Revenue’s contentions Q)

The compensation was received in connection with
relinquishing substantive rights in immovable property
as conferred by the MoU—not merely a right to sue.

The right under the MoU to obtain conveyance of
commercial space constituted a capital asset, and its
surrender under the consent decree amounted to a
'transfer’, thereby attracting capital gains tax.

Section 6(e) of the Transfer of Property Act was
inapplicable, as the case involved more than a mere
right to sue.

The Revenue cited the Vijay Flexible Containers®
case, where compensation for relinquishing rights
under a sale agreement was held to be subject to
capital gains tax.

3 Sterling Construction & Investments v. ACIT [2015] 374 ITR 474 (Bom)
4 CIT v. J. Dalmia [1984] 149 ITR 215 (Del)

5 Baroda Cement & Chemicals Ltd. v. CIT [1986] 158 ITR 636 (Guj)

6 CIT v. Vijay Flexible Containers [1990] 186 ITR 693 (Bom)

Tribunal’s Decision @,

The compensation received was a non-taxable capital
receipt and not liable to capital gains tax.

It noted that the High Court’s consent decree explicitly
found specific performance to be impossible due to
changes in the development plan. Therefore, the only
relief available was damages for the loss of a right to
sue.

In Vijay Flexible Containers case, the taxpayer waived
a right to claim specific performance of an existing
project, thereby relinquishing a capital asset. In
contrast, in the present case, the project was never
executed, and specific performance was infeasible
from the outset.

Under Section 6(e) of the Transfer of Property Act, a
‘mere right to sue’ is not transferable and cannot be

treated as a capital asset for the purposes of capital
gains taxation.
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Our comments

The Tribunal’s judgment underscores a careful
interpretation of both the Income-tax Act and the
Transfer of Property Act. Where specific performance
Is impossible and compensation is granted solely in
lieu of a right to sue, such a receipt does not arise
from the transfer of a capital asset and is therefore not
taxable as capital gains.

Taxpayers should critically examine the nature of
rights relinquished in consent decrees or settlements
to determine their tax implications under capital gains
provisions.
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