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Executive summary

This Tax Alert summarizes a recent ruling of the
Mumbai Income Tax Appellate Tribunal (ITAT) [ITA Nos.
5318 & 5319/Mum/2006] in the case of Parle Biscuits
Pvt. Ltd. (Taxpayer) on the issue of taxability of
amounts received on redemption of preference shares
under the Indian Tax Laws (ITL). The ITAT held that
amounts received on redemption of preference shares
cannot be taxed as ‘deemed dividend' since it does not
arise on account of reduction of capital and it amounts
to ‘transfer’ of a capital asset which is subject to
capital gains under the ITL.

Facts

Under the ITL, the definition of dividend includes,

inter alia, any distribution to the shareholders of a

company on reduction of its capital to the extent
the company possesses accumulated profits
(deemed dividend). Deemed dividend provisions
exclude distribution on reduction with respect to
non-participating shares issued for full cash
consideration.

The Taxpayer is an Indian company engaged in
the business of manufacturing of biscuits. It had
invested in the preference shares of two Indian
companies in 1995. The preference shares were
redeemed at parin 1997.

The Taxpayer treated redemption of the
preference shares to be transfer under the ITL
and claimed indexation benefits on the cost of

acquisition of the preference shares. Accordingly,
the long-term capital loss was calculated by
reducing indexed cost from redemption proceeds.

The Tax Authority disallowed the claim of capital
loss. Relying on the decision of the Supreme
Court (SCO) in the case of G. Narasimham &
Otherst, the Tax Authority was of the view that
the entire consideration received on redemption
of preference shares had to be treated as deemed
dividend under the ITL.

The Taxpayer appealed to the first appellate
authority which ruled in favor of the Tax
Authority. The Taxpayer, thereafter, appealed to
the ITAT against the above order.

Taxpayer's contentions

In terms of the Indian Company Law (ICL)
provisions, redemption of preference shares
cannot be treated as reduction of share capital of
a company.

The preference shares were non-participating
preference shares subscribed in cash and
redemption was, therefore, specifically excluded
from the scope of deemed dividend.

(11 1236 1TR 327]
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Reliance was also placed on the decision of the SC
in the cases of Anarkali Sarabhai'? and Kartikeya
Sarabhail® to support that redemption of
preference shares amounts to transfer under the
ITL.

Reliance was placed on the Bombay High Court
(Bombay HC) decision of Surat Cotton Spinning
and Weaving Mills!*! to contend that claim of
capital loss, consequent to redemption, should be
allowed.

ITAT's ruling

On' deemed dividend’ under the ITL

In the case of G. Narasimham (supra), the SC held
that the amount distributed by a company on
reduction of share capital has two components;
one attributable to accumulated profits and the
other to capital. The part attributable to
accumulated profits was taxable as deemed
dividend and the balance may be subject to tax as
capital gains under the ITL.

Under the provisions of the ICL, redemption of
preference shares cannot be considered as
reduction of share capital. In view of the above,
consideration received on such redemption of
preference shares cannot be treated as deemed

(21 (224 1TR 422]
(31 229 1TR 163]
(41 1202 1TR 932]



dividend arising as a result of distribution on capital asset would clearly amount to transfer of
reduction, even when it is paid out of the the capital asset under the ITL.
accumulated profits of the company.

Hence, redemption of preference shares has to be

It cannot be accepted that the entire redemption considered as transfer under the ITL.

of preference share resulted in deemed dividend

and, hence, the sale consideration for capital By virtue of the computation mechanism provided

gains would be nil. If such a suggestion is made, under the ITL, the amount calculated by the

the entire cost of acquisition would be capital loss Taxpayer, after taking indexation benefits etc., is

which would entitle the Taxpayer to claim a higher an allowable long-term capital loss.

loss. The Bombay HC, in the case of Surat Cotton

Spinning and Weaving Mills (supra), supports that,

to avoid double taxation, a part of the CO mme ntS

consideration which is considered as dividend

needs to be excluded for calculation of capital Taxability of redemption of preference shares as

gains. deemed dividend or capital gains has not been free
from doubt. The present ruling provides clarity on the

On ‘transfer’ under the ITL issue with regard to redemption of non-participating

preference shares at par. The ITAT holds that the
The SC decision in the case of Anarkali Sarabhai  consideration received would not be deemed dividend
(supra) supports the view that redemption of and redemption cannot be regarded as an event of
preference shares has the effect of sale of such reduction of capital.
shares as the company pays the value of the
shares to the preference shareholders and takes
back such shares. Redemption of preference
shares by a company is in the nature of
relinqguishment and it squarely comes within the
definition of transfer under the ITL.

Reliance was also placed on the SC decision in the
case of Kartikeya Sarabhai (supra) wherein it was
held that, on reduction of face value of shares,
the right of the preference shareholder (with
regard to dividends and share in the distribution
upon liguidation) was extinguished
proportionately. Such reduction of the right in the

3 EY Tax Alert



Our offices

Ahmedabad

2nd floor, Shivalik Ishaan

Near CN Vidhyalaya Ambawadi
Ahmedabad - 380 015

Tel:  +91796608 3800

Fax: +9179 6608 3900

Bengaluru
“UB City”, Canberra Block
12th & 13th floor
No.24 Vittal Mallya Road
Bengaluru - 560 001
Tel:  +91 804027 5000
+91 80 6727 5000
Fax: +91 802210 6000 (12th floor)
Fax:  +91 80 2224 0695 (13th floor)

Chennai

TPL House, 2nd floor

No. 3 Cenotaph Road Teynampet
Chennai - 600 018

Tel:  +9144 6632 8400

Fax: +9144 24311450

Hyderabad

205, 2nd floor

Ashoka Bhoopal Chambers
Sardar Patel Road
Secunderabad - 500 003
Tel:  +9140 6627 4000
Fax: +9140 2789 8851

Oval Office, 18, iLabs Centre
Hitech City, Madhapur
Hyderabad - 500081

Tel:  +91406736 2000
Fax: +91406736 2200

Kochi

9th Floor, Abad Nucleus
NH-49, Maradu PO
Kochi -682304

Tel:  +91 484 3044000
Fax: +91 484 2705393

Kolkata

22 Camac Street

Block ‘C’, 3rd floor

Kolkata - 700 016

Tel:  +91336615 3400
Fax: +91332281 7750

Mumbai

14" floor, The Ruby,
Dadar, Mumbai - 400 028.
Tel:  +91226192 0000
Fax: +91226192 1000

6" Floor, Express Towers,
Nariman Point,

Mumbai - 400 021

Tel:  +91226657 9200
Fax: + 91222287 6401

Block B-2, 5th Floor
Nirlon Knowledge Park
Off. Western Express Highway

Goregaon (E), Mumbai - 400 063.

Tel: +91 226749 8000
Fax: +91 226749 8200

NCR

Golf View Corporate Tower B
Near DLF Golf Course Sector 42
Gurgaon - 122002

Tel:  +91 124 464 4000

Fax: +91 124 464 4050

6th floor, HT House

18-20 Kasturba Gandhi Marg
New Delhi - 110 001

Tel:  +91 114363 3000
Fax: +91 114363 3200

4th & 5th Floor, Plot No 2B, Tower 2,
Sector 126, NOIDA 201 304
Gautam Budh Nagar, U.P. India

Tel:  +91120671 7000

Fax: +911206717171

Pune

C-401, 4th floor Panchshil Tech Park
Yerwada (Near Don Bosco School)
Pune - 411 006

Tel:  +91 206603 6000

Fax: + 912066015900

Ernst & Young Pvt. Ltd.
Assurance | Tax | Transactions | Advisory

About Ernst & Young

Ernst & Young is a global leader in assurance,
tax, transaction and advisory services.
Worldwide, our 141,000 people are united by
our shared values and an unwavering
commitment to quality. We make a difference
by helping our people, our clients and our
wider communities achieve their potential.

For more information, please visit
www.ey.com/india

Ernst & Young refers to the global organization of
member firms of Ernst & Young Global Limited, each of
which is a separate legal entity. Ernst & Young Global
Limited, a UK company limited by guarantee, does not
provide services to clients. Ernst & Young Private

Limited is one of the Indian client serving member firms of
Ernst & Young Global Limited.

Ernst & Young Pvt. Ltd is a company registered under the
Companies Act, 1956 having its registered office at
22, Camac Street, Block C, 3" Floor, Kolkata- 700016

© 2011 Ernst & Young Pvt. Ltd.
All Rights Reserved.

Information in this publication is intended to provide only a
general outline of the subjects covered. It should neither be
regarded as comprehensive nor sufficient for making
decisions, nor should it be used in place of professional
advice. Ernst & Young Pvt. Ltd. accepts no responsibility for
any loss arising from any action taken or not taken by anyone
using this material.


http://www.ey.com/india

