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Tribunal holds conversion of
preference shares into equity
shares is not transfer

December 4, 2018

In brief

Recently,' the Mumbai bench of Income-tax Appellate Tribunal (Tribunal) held that the conversion of
compulsory convertible preference shares (CCPSs) into equity shares will not be a “transfer” under
section 2(47) of the Income-tax Act, 1961 (the Act), and thus deleted the capital gains addition made

by the Tax Officer (TO).
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o The taxpayer, a private
limited company, was
engaged in the business of
investment activities. The
taxpayer made investments
in 51,634 CCPSs of
company A (the company).

e As per the terms of the
scheme for issue of CCPSs,
one CCPS will, compulsorily
and automatically get
converted into one fully
paid up equity share. The
taxpayer was allotted
51,634 equity shares in the
company on conversion of
the CCPSs.

e The TO considered the
conversion of the CCPSs as
a transfer within the
meaning of section 2(47) of
the Act and computed the
long-term capital gains as
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rejected the taxpayer’s
appeal and upheld the TO’s
order.

Issues before the Tribunal

Whether the conversion of the
CCPSs into equity shares is a
transfer of a capital asset
under section 2(47) of the Act?

Taxpayer’s contentions

The conversion of CCPSs
into equity shares was
without any consideration
and without any further
action.

The Central Board of Direct
Taxes (CBDT) circular®
which the Tribunal had
followed in its earlier
decision in the case of Vijay
M Merchant? read as
follows:

2 Circular dated 12 May, 1984 vide F. No. 12/1/64-IT(A)
31TO v. Vijay M. Merchant [1986] 19 ITD 510 (Mumbai)

.
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conversion of debentures
into equity shares), there is,
in fact, no ‘transfer’ of a
capital asset within the
meaning of section 2(47) of
the Income-tax Act, 1961.”

Since the circular® above is
beneficial to the taxpayer, it
has to be adopted by the TO
without any option.
Therefore, gains, if any, on
such conversions were not
liable to capital gains tax
under section 45(1) of the
Act.

Section 55(2) of the Act
states that, when such
newly converted shares are
transferred later, the cost of
acquisition of this share, for
the purpose of computing
the capital gains, shall be
calculated with reference to
the cost of the acquisition of
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the original share of stock
from which it’s derived.

e If any capital gain tax arises on
conversion, then the cost of
acquisition would be the
consideration adopted while
computing this capital gain.
However, by specifically
stating so in section
55(2)(b)(v)(e) of the Act, the
legislative intent is made clear
to consider this conversion as
a tax neutral.

e In case the taxpayer sells the
equity shares received
pursuant to the CCPSs, then
the taxpayer will be allowed
the original cost of the CCPSs
as the cost of acquisition. If the
conversion was taxable, the TO
would tax the difference
between the original cost of
the CCPSs and the fair market
value on the date of
conversion. Thus, on actual
sale of shares, it would
tantamount to double
taxation, considering the
provisions of the Act.

Revenue’s contention

Conversion of the CCPSs into
equity is a transfer by way of
exchange under section 2(47) of
the Act, and the resulting gain is
liable to tax as capital gain.

Tribunal’s ruling

e The Tribunal relied on the
decision in Vijay M.
Merchant?, which held that

“...according to the circular,
when the shares which are
converted and are sold,
capital gains are to be
calculated on the basis of cost
of original shares. Thus, the

factum of conversion does not
make any material difference
in calculating the capital
gains... the circular of the
Government to which we have
made reference above, clearly
lays down that there is no
transfer when one type of
share is converted into
another type of share...”

According to the CBDT
circular? where one type of
share is converted into another
type of share, there is no
transfer of capital asset under
section 2(47) of the Act. The
present case before the
Tribunal was not a case where
one form of share was
exchanged, bartered or
swapped for other form of
share. In the current case, one
type of share was converted
into another type, and the
latter share had ceased to
exist. Therefore, there was no
exchange of any share, since
the pre-conversion security
had ceased to exist. Thus, it
was evident that mere
conversion of one type of share
to another type would not be a
transfer of a capital asset
under section 2(47) of the Act.

The decision in case of Vijay M.
Merchant® was relied upon—
wherein it was clearly laid
down that, when shares, which
were converted, was sold,
capital gain was to be
calculated based on the cost of
the original shares. The factum
of conversion did not make any
material difference in
calculating the capital gain.
Therefore, it was held that
there was no transfer when one
type of share was converted
into any type of share.

e There was no leakage of
revenue if the above
interpretation was adopted. It
was of the view that this was in
line with the legislative intent
and in synchronisation with
and without any conflict with
other provisions.

e A contrary view is that, if the
capital gain tax liability arose
upon conversion, it would be
against the legislative intent,
making the composition of
capital gain unworkable, and
bringing it in conflict with
other provisions of the Act. In
fact, the contrary
interpretation would lead to
double taxation by, first, axing
the capital gain upon such
conversion. Second, at the
time of computing capital gain
upon the sale of such
converted shares, double
taxation would occur by
allowing the cost of CCPSs as a
cost of acquisition, instead of
allowing for the consideration
used in computing capital gain
at the time of conversion.

The takeaways

The Finance Act, 2017 amended
section 47 by inserting clause
(xb), providing exemption to
conversion of preference shares
into equity shares of a company.
However, this Tribunal ruling is a
welcome move, since it provides
clarity on the position adopted by
taxpayers prior to introduction of
the aforesaid amendment.

Let’s talk

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

pwc



Tax Insights

Our Offices

Ahmedabad

1701, 17th Floor, Shapath V,
Opp. Karnavati Club,

S G Highway,

Ahmedabad — 380051
Gujarat

+91-79 3091 7000

Hyderabad
Plot no. 77/A, 8-2-624/A/1, 4th

Floor, Road No. 10, Banjara Hills,

Hyderabad — 500034
Telangana
+91-40 44246000

Gurgaon

Building No. 10, Tower - C
17th & 18th Floor,

DLF Cyber City,

Gurgaon — 122002
Haryana

+91-124 330 6000

About PwC

Bengaluru

6th Floor

Millenia Tower ‘D’

1 & 2, Murphy Road, Ulsoor,
Bengaluru — 560 008
Karnataka

+91-80 4079 7000

Kolkata

56 & 57, Block DN.
Ground Floor, A- Wing
Sector -V, Salt Lake
Kolkata — 700 091
West Bengal

+91-033 2357 9101/
4400 1111

Pune

7th Floor, Tower A - Wing 1,
Business Bay, Airport Road,
Yerwada, Pune — 411 006
Maharashtra

+91-20 4100 4444

Chennai

8th Floor

Prestige Palladium Bayan
129-140 Greams Road
Chennai — 600 006
Tamil Nadu

+91 44 4228 5000

Mumbai

PwC House

Plot No. 18A,

Guru Nanak Road(Station Road),
Bandra (West), Mumbai — 400 050
Maharashtra
+91-22 6689 1000

For more information

Contact us at

pwetrs.knowledgemanagement@in.pwc.com

At PwC, our purpose is to build trust in society and solve important problems. We’re a network of firms in 158
countries with more than 236,000 people who are committed to delivering quality in assurance, advisory and tax
services. Find out more and tell us what matters to you by visiting us at www.pwc.com

In India, PwC has offices in these cities: Ahmedabad, Bangalore, Chennai, Delhi NCR, Hyderabad, Jamshedpur,
Kolkata, Mumbai and Pune. For more information about PwC India's service offerings, visit www.pwc.com/in

PwC refers to the PwC International network and/or one or more of its member firms, each of which is a separate,
independent and distinct legal entity. Please see www.pwc.com/structure for further details.

©2018 PwC. All rights reserved

Follow us on:

For private circulation only

This publication has been prepared for general guidance on matters of interest only, and does not constitute professional advice. You should not act upon the information
contained in this publication without obtaining specific professional advice. No representation or warranty (express or implied) is given as to the accuracy or completeness
of the information contained in this publication, and, to the extent permitted by law, PwCPL, its members, employees and agents accept no liability, and disclaim all
responsibility, for the consequences of you or anyone else acting, or refraining to act, in reliance on the information contained in this publication or for any decision based
on it. Without prior permission of PwCPL, this publication may not be quoted in whole or in part or otherwise referred to in any documents.

© 2018 PricewaterhouseCoopers Private Limited. All rights reserved. In this document, “PwC” refers to PricewaterhouseCoopers Private Limited (a limited liability company
in India having Corporate Identity Number or CIN : U74140WB1983PTC036093), which is a member firm of PricewaterhouseCoopers International Limited (PwCIL), each
member firm of which is a separate legal entity.


http://bit.ly/1NslMrH
http://linkd.in/186VxRE
http://on.fb.me/ZeYMDE
http://bit.ly/Z1pmhr
mailto:pwctrs.knowledgemanagement@in.pwc.com

