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 Tribunal decides on the 
applicability of section 56(2)(vii) in 
the case of rights issue of shares 

December 24, 2018 

In brief 

Recently, the Mumbai bench of the Income-tax Appellate Tribunal (Tribunal) held that the provisions 
of section 56(2)(vii) of the Income-tax Act, 1961 (Act) are not applicable where the taxpayer has 
subscribed to shares pursuant to offer made under the rights issue, if the same is a bonafide business 
transaction. Further, the provisions of section 17 of the Act are not applicable, as the taxpayer 
received no benefit in the capacity of an employee. 

 

In detail 

Facts 

 The taxpayer,1 a director in 
a closely held Indian 
Company had subscribed to 
additional shares in the 
Company at a face value 
pursuant to the rights offer 
made.  

 However, the book value of 
each share differed.  

 The Tax Officer (TO) 
treated the difference in 
value of each share as 
inadequate consideration 
under section 56(2)(vii)(c) 
of the Act and taxed the 
same as additional income 
in the hands of the 
taxpayer.  

 Alternatively, the TO 
treated the difference as 
perquisite liable to tax 
under section 17 of the Act. 

Issue before the Tribunal 

Whether the difference 

                                                             
1 ITA No. 676/Mum/2015  

between the book value of 
shares allotted and the 
consideration paid by the 
taxpayer pursuant to the rights 
issue shall be liable to tax in 
the hands of the taxpayer, as 
per the provisions of section 
56(2)(vii) or section 17 of the 
Act? 

Revenue’s contentions 

 The taxpayer received the 
shares on 28 January, 2010 
i.e., after 1 October, 2009, 
the effective date from 
which the provisions of 
section 56(2)(vii)(c) of the 
Act came into force. Hence, 
the difference should have 
been liable to tax.  

 Further the tax authorities 
contended that the taxpayer 
had subscribed to only a 
portion of the shares out of 
total shares offered under 
the rights issue resulting in 
disproportionate allotment 
of shares. 

2 Sudhir Menon HUF v. ACIT [ITA No. 
4887/Mum/2013] 

 Alternatively, the Revenue 
contended that the 
difference should have been 
liable to tax as a perquisite 
under section 17 of the Act, 
considering that the 
taxpayer was a director and 
employee in the Company.  

Taxpayer’s contention 

 The taxpayer cited a 
Mumbai bench of the 
Tribunal’s ruling dealing 
with the same facts and 
circumstances. The said 
ruling was in the case of 
another shareholder2 of the 
same Company in which the 
taxpayer held shares.  

Tribunal’s ruling 

 The Tribunal relied on its 
previous ruling2 having 
identical facts, and 
dismissed the Revenue’s 
appeal. 

 The Tribunal noted that the 
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Company issued the shares in 
compliance with the loan 
agreement that it had entered 
into. Thereby, the shares were 
issued for a bonafide business 
purpose. 

 As per the ruling cited by the 
taxpayer, the provisions of 
section 56(2)(vii) of the Act 
are applicable only when 
shares allotted are higher than 
proportionate entitlement of 
the shareholder. In the present 
case, the taxpayer was offered 
lesser shares than his 
entitlement. Accordingly, the 
Tribunal held that the 
provisions of section 
56(2)(vii)(c) of the Act do not 
apply. 

 The Tribunal further placed 
reliance on the 2011 circular3 
issued by the Central Board of 
Direct Taxes (CBDT), and 
Supreme Court4 decision to 
observe that the provisions of 

                                                             
3 Circular 1 of 2011 dated 6 April, 2011 

section 56(2)(vii) of the Act do 
not apply to a bonafide 
business transaction.  

 The Tribunal observed that the 
contract between the Company 
and shareholders for issue of 
shares was completed before 1 
October, 2009 and the issue of 
share certificate was a formal 
routine act that occurred after 
1 October, 2009. Accordingly, 
the provisions of section 
56(2)(vii) of the Act do not 
apply in the present case, as 
the contract was executed 
prior to 1 October, 2009.  

 The Tribunal further observed 
that pursuant to the issue of 
shares, the shareholding of the 
taxpayer in the Company 
declined. Accordingly, there 
was no benefit received by the 
taxpayer to attract the 
provisions of section 17 of the 
Act. Further, relying on a 
CBDT circular5 the Tribunal 

4 ITO v. K P Varghese [1981] 131 ITR 597 
(SC) 

held that the shares were not 
allotted to the taxpayer in his 
capacity of being an employee 
of the Company. Therefore, 
the provisions of section 17 of 
the Act was not applicable. 

The takeaways 

 The Tribunal, while deciding 
the case, has held that the 
provisions of section 56(2)(vii) 
of the Act do not apply to a 
bonafide business transaction.  

 Further, the issue of shares 
lesser than the proportionate 
entitlement of the shareholder 
do not constitute 
disproportionate allotment of 
shares to attract the provisions 
of section 56(2)(vii)(c) of the 
Act.  

Let’s talk 

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

5 Circular 710 dated 24 July, 1995 
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