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In case if two or more persons are carrying on any business and one of the partner is retiring from the firm and the remaining other partners or partner carrying on the same business in that case applicable provisions of Income Tax are as follows.

Whether the Compensation Received by the Retiring Partner is Chargeable to Tax under Profit and Gains of Business or Profession?
As per Section 28(va) of the Income Tax Act,1961, “any sum received or receivable in cash or in kind under an agreement for not carrying any activity in relation to any business” is taxable under the head Profits and Gains of Business or Profession.
In case if any partner has retired from the partnership firm and other partners are carrying on the same business, in that case the amount received by the partner from the firm without the dissolution of the firm is not taxable either under the head Profit and Gains of business or Profession or under the head capital gains due to the following reasons.

1. It is not taxable as business profit, due to the reason that it is not in the nature of non-compete fee referred u/s 28(va).Provided there should not be any written agreement between the partners, which restrict the retiring partner from not to carry the same business. In case if there is any agreement as explained above will leads to taxable in the hands of the retiring partner under the head income from business as non compete fee and in that case even the firm has to deduct TDS u/s 194J  at the rate as applicable .

Hence, it is advisable not to enter any agreement with the retiring partner to avoid the consequence of payment of tax in the hands of the retiring partner.

Whether the Compensation Received by the Retiring Partner is Chargeable to Tax under the head Capital Gains?

As per Section 45(4) of the Income Tax Act,1961”transfer of capital asset by way of distribution on dissolution or otherwise of firm or AOP or BOI” is taxable  under the head “Capital Gains”.

 “Section 2(47) of the I.T. Act defines "transfer" in relation to a capital asset. It includes within it not only transactions which ordinarily constitute transfer, but also relinquishment of the capital asset as well as extinguishment of any rights in it.

The question is whether the transaction in which a partner retires from a firm is a transfer even under the extended meaning of the word.

The interest of a partner in the partnership is not interest in any specific item of partnership property. As pointed out by the Supreme Court in CIT v. Dewas Cine Corporation [1968] 68 ITR 240 and Addanki Narayanappa v. Bhaskara Krishnappa, AIR 1966 SC 1300, the interest of a partner is a right to obtain his share of profits from time to time during the subsistence of the partnership, and, on the dissolution of the partnership to get the value of his share which remains after satisfying the debts and liabilities of the partnership. When a partner retires, what he receives is really his share in the partnership assets after deducting the liabilities. It is not consideration for transfer of his interest in the partnership to continuing partners. In the transaction of a retirement of a partner, just as in the case of dissolution of partnership, there is no element of transfer. The transaction is in law an adjustment of the rights of the partners and not relinquishment or even extinguishment of interest of the retiring partner. The net position, therefore, is that on the retirement of the assessee from the partnership firm no transfer of any capital asset takes place within the meaning of section 45. There was hence no question of any income being chargeable to tax as capital gains.

In the case of Addanki Narayanappa v. Bhaskara Krishnappa (SC) held that not for capital gains tax purposes but for considering the question whether the instrument executed on such occasion between the partners inter se required registration and could be admitted in evidence for want of registration. For capital gains tax purposes, the question assumes significance in view of the fact that under Section 47(ii) any distribution of assets upon dissolution of a firm has been expressly excepted from the purview of Section 45 while the case of a retirement of a partner from a firm is not so excepted and hence the question arises whether the retirement of a partner stands on the same footing as that upon a dissolution of the firm. In our view, a clear distinction exists between the two concepts, in as much as the consequences flowing from each are entirely different . In the case of retirement of a partner from the firm it is only that partner who goes out of the firm and the remaining partners continue to carry on the business of the partnership as a firm, while in the latter case

the firm as such no more exists and the dissolution is between all the partners of the firm. In the Indian Partnership Act, the two concepts are separately dealt with. Section 31 to 38 which occur in Chapter V deal with the incoming and outgoing partners and some of the consequences of retirement of a partner are dealt with in Sub-sections (2) and (3) of Section 32 while some others are dealt with in Sections 36 and 37. Under Section 37, the outgoing partner or the estate of the deceased partner, in the absence of a contract to the contrary, would be entitled at the opinion of himself or his representatives to such share of the profits made since he ceased to be a partner as may be attributable to the property of the firm or to interest at 6 per cent per annum on the amount of his shares in the property of the firm. The subject of dissolution of a firm and the consequences are dealt with in Chapter VI - Sections 39 to 55. Section 48 deals with the mode of settlement of accounts between partners upon dissolution and the rules of settlement of accounts between the partners mentioned therein are subject to agreement by the partners, in other words, in the absence of any agreement made in that behalf, the rules mentioned in the Section would apply.

It would be interesting to mention that the Partnership Act nowhere contemplates or deals with the concept of any partial dissolution or a dissolution qua an individual partner, the concept indicated in Section 39 appearing in Chapter VI is a total dissolution between all the partners of the firm. Further, under Section 32, which occurs in Chapter V, retirement of a partner may take any form as may be agreed upon between the partners and can occur in three situations

contemplated by Clauses (a), (b) and (c) of Sub-section (1) .

 It may be that upon retirement of a partner his share in the net partnership assets after deduction of liabilities and prior charges may be determined on taking accounts on the footing of notional sale of partnership assets and be paid to him but the determination and payment of his share may not invariably be done in that manner and it is quite conceivable that, without

taking accounts on the footing of notional sale, by mutual agreement, a retiring partner may receive an agreed lumps sum for going out as and by way of consideration for transferring or releasing or assigning or relinquishing his interest in the partnership assets to the continuing partners and if the retirement takes this form and the deed in that behalf is executed, it will be

difficult to say that there would b no element of "transfer" involved in the transaction.

A couple of things emerge clearly from the aforesaid passages. In the first place, a retiring partner while going out and while receiving what is due to him in respect of his share, may assign his interest by a deed or he may, instead of assigning his interest, take the amount due to him from the firm and give a receipt for the money and acknowledge that he has no more claim on his co-partners. The former type of transactions will be regarded as sale or release or assignment of his interest by a deed attracting stamp duty while the latter type of transaction would not.

 In other words, it is clear, the retirement of a partner can take either of two forms, and apart from the question of stamp duty, with which we are not concerned, the question whether the transaction would amount to an assignment or release of his interest in favor of the continuing partners or not would depend upon what particular mode of retirement is employed and as indicated earlier, if instead of quantifying his share by taking accounts on the footing of notional sale, parties agree to pay a lump sum in consideration of the retiring partner assigning or relinquishing his share or right in the partnership and its assets in favor of the continuing partners, the transaction would amount to a transfer within the meaning of Section 2(47) of

the Act.


Hence it is advisable not to assign his interest by a deed. Instead of assigning his interest, take the amount due to him from the firm and give a receipt for the money and acknowledge that he has no more claims on his co-partners. This view has been supported by the decision given by the Addl. Commissioner of Income-tax V/S. Smt. Mahinderpal Bhasin, Satish, Chandra and B.N. Sapru and the judgment of Delhi high Court in the case of Bishan Lal Kanodia vs The Commissioner of Income Tax, New Delhi.

