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Tribunal holds that provisions of
section 56(2)(viib) not applicable
where the company had only
closely related shareholders and
there was no possibility of
unaccounted money being involved

September 21, 2018

In brief

The Chennai bench of the Income-tax Appellate Tribunal' (Tribunal) lifted the corporate veil in case
of a company having shareholders who were relatives to hold that the provisions of section
56(2)(viib) of the Income-tax Act, 1961 (Act) are not attracted on subscription to shares by existing
shareholders at a substantial premium, provided the genuineness of the source of investment is not

in dispute.
In detail section 56(2)(viib) of the equal to FMV computed in
Act. accordance with section
Facts .
_ e The First Appellate 56(2)(viib) of the Act.
o The taxpayer engaged in Authority upheld the TO’s

real estate business had two
shareholders, i.e., Mrs. A
and Ms. B (being mother
and daughter, respectively)
each holding 50% stake.

Mrs. A subscribed to 10,100
shares of the taxpayer, at a
premium.

The revised shareholding of
the taxpayer was 75% and
25%, held by Mrs. A and
Ms. B, respectively.

Subsequent to infusion of
capital by Mrs. A, the
taxpayer acquired a land.

On assessment, the tax
officer (TO) made additions
under the provisions of

order.

Taxpayer’s contention

Section 56(2)(viib) of the
Act was introduced to deter
the generation and use of
unaccounted money
through infusion of funds
from unconnected
persons/ shareholders
at a substantial premium,
which ultimately confers
the benefit to existing
shareholders by enhancing
the value of their
shareholding.

The fair market value
(FMV) of the taxpayer after
acquisition of land was

1 ITA No. 1352/Chny/2018 dated 27 August, 2018
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In the instant case, Mrs. A
undertook the infusion for
the specific purpose of
acquiring land.

e Asthe money was brought

in by an existing
shareholder for the specific
use of the taxpayer (and not
for the benefit of other
shareholders), the
provisions of section
56(2)(viib) of the Act could
not be attracted.

Even if, the introduction of
funds at a very high
premium had benefitted
Ms. B, the transaction
would not be subject to tax
in view of the relative
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exemption under section
56(2)(x) of the Act.

Revenue’s contention

e Section 56(2)(viib) of the Act
is absolute in its wording and
does not provide for any
exemptions other than the
ones specifically provided.

e Section 56(2)(viib) of the Act
provides a specific mechanism
to determine the FMV.

e In addition, the exclusion of
“relatives” from the liability of
taxation is provided only
under sections 56(2)(v),
56(2)(vi) and 56(2)(vii) of the
Act, and not under 56(2)(viib)
of the Act.

e The FMV arrived at by the
taxpayer was subsequent to
the receipt of share application
money and acquisition of land,
and thus, could not be
considered for the purpose of
section 56(2)(viib) of the Act.

¢ Considering the mechanism
prescribed, the infusion by
Mrs. A attracted taxation
under section 56(2)(viib) of
the Act.

Tribunal’s ruling

e Section 56(2)(viib) of the Act
is a deeming fiction introduced
to curb the generation and use
of unaccounted money.

e Mrs. A’s source of investment
was genuine and not disputed.

e Legal fictions should be
carried to their logical
conclusion within the
framework of the purpose for
which it is created.

e In case of the taxpayer, the
corporate veil is required to be
lifted, and thereafter, the
transaction has to be viewed in
light of relevant provisions.

e On lifting the taxpayer’s
corporate veil, it was evident
that a benefit of approximately
25% (revised shareholding)
arose to the daughter due to
infusion by her mother (i.e.
prescribed relatives).

e The current infusion would
not benefit the other
shareholders inducted in
future, as the subsequent
shares would have to be
allotted on the basis of

intrinsic value computed
based on the mechanism
provided under section
56(2)(viib) of the Act.

e Thus, on a harmonious
reading of section 56(2)(vi),
(vii) & (x) of the Act, with the
intention of introducing
section 56(2)(viib) of the Act
and lifting the corporate veil, it
was clear that the provisions of
section 56(2)(viib) of the Act
was not attracted.

e Thus, the Tribunal deleted the
addition made under section
56(2)(viib) of the Act.

The takeaways

This ruling will ease
implementation of group
restructuring/ restructuring of
capital of companies having
shareholders who are relatives,
unless there is a question about
the genuineness of source of
investment.

Let’s talk

For a deeper discussion of how
this issue might affect your
business, please contact your
local PwC advisor.
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