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Issuance of shares by holding company may not satisfy conditions for
tax-neutral demerger — Mumbai bench of the Tribunal

o

The Mumbai bench of the Income-tax Appellate Tribunal (Tribunal), in a recently1, examined whether
a demerger will qualify as a tax-neutral demerger where the undertaking is transferred to a resulting
company, whereas the shares are issued to the shareholders of the demerged company by the
holding company of such resulting company.

The principal issue before the Tribunal was whether, for the purposes of section 2(41A) of the
Income-tax Act, 1961 (the Act), both the holding company and its wholly owned subsidiary could
together be regarded as the ‘resulting company’, thereby permitting issuance of shares by the holding
company.

In the present case, an undertaking was demerged into the resulting company (being a wholly owned
subsidiary of the holding company), and the holding company of the wholly owned subsidiary
company issued shares to the shareholders of the demerged company.

The Tribunal concluded that the conditions prescribed under section 2(19AA) read with section
2(41A) of the Act were not satisfied, as the resulting company into which the undertaking was
transferred did not issue shares to the shareholders of the demerged company. Accordingly, the
Tribunal denied the benefit of carry forward and set-off of accumulated business losses and
unabsorbed depreciation under section 72A(4) of the Act in the hands of the resulting company.

ST

Facts

« The taxpayer (resulting company), pursuant to a scheme of arrangement sanctioned by the
Bombay High Court (scheme) —

- resorts undertaking of the demerged company was demerged into the resulting company on a
going concern basis; and

- the residual business of the demerged company was amalgamated with the holding company.

« Under the scheme, the undertaking was transferred to the resulting company. However, shares
were issued by the holding company to the shareholders of the demerged company.
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« The resulting company claimed carry forward and set-off of accumulated business losses and
unabsorbed depreciation under section 72A(4) of the Act. The tax authorities denied the claim on
the ground that the conditions prescribed for a tax-neutral demerger were not fulfilled.

Taxpayer’s contentions

« The resulting company contended that both the resulting company and the holding company
should be regarded as the ‘resulting company’ for the purposes of section 2(41A) of the Act.

. It was submitted that the expression ‘one or more companies (including a wholly owned
subsidiary thereof)’ in section 2(41A) of the Act should be interpreted in a manner that gives
effect to every part of the statutory provision. Accordingly, where the undertaking is transferred to
a wholly owned subsidiary and shares are issued by its holding company, the requirement
relating to issuance of shares under section 2(19AA) of the Act should be regarded as satisfied.

« The taxpayer also submitted that such an interpretation is consistent with the legislative intent of
facilitating tax-neutral business reorganisations and does not make redundant the bracketed
expression ‘including a wholly owned subsidiary’ thereof in section 2(41A) of the Act.

Revenue’s contentions

« The Revenue contended that the provisions governing a tax-neutral demerger are clear and
require strict interpretation.

« According to the Revenue, the resulting company is required to issue shares to the shareholders
of the demerged company. Since the shares were issued by the holding company instead of the
resulting company, the conditions prescribed under sections 2(19AA) read with section 2(41A) of
the Act were not satisfied.

Tribunal’s ruling

« The Tribunal observed that section 2(19AA) of the Act prescribes specific conditions for a
transaction to qualify as a demerger under the Act. One of these conditions requires the resulting
company to issue its shares to the shareholders of the demerged company on a proportionate
basis as consideration for the demerger.

« The Tribunal noted that while the undertaking was transferred to the resulting company, the
shares were issued by the holding company. It concluded that the statutory conditions
contemplate the issuance of shares by the company in which the undertaking is transferred.
Accordingly, the requirement cannot be regarded as fulfilled where the shares are issued by the
holding company.

« The Tribunal further observed that where the statutory language is clear and unambiguous, it
must be interpreted as such. Accordingly, it upheld the denial of carry forward and set-off of
accumulated business losses and unabsorbed depreciation under section 72A(4) of the Act.

The takeaways

The ruling highlights that satisfaction of the conditions prescribed for a tax-neutral demerger requires
careful consideration of both the legal form and the statutory framework governing the transaction.
Although a scheme may achieve the intended commercial objectives and be approved under the
company law, the specific requirements of the Act continue to require independent evaluation.

The ruling assumes significance in case of group reorganisations wherein the holding company—
subsidiary structures are involved. In particular where the undertaking is proposed to vest in one
entity while consideration is discharged by the holding company, it would be important to evaluate
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whether such a structure satisfies the conditions prescribed under sections 2(19AA) and 2(41A) of
the Act.

The issue is also of practical significance, as restructuring arrangements involving the transfer of an
undertaking to a subsidiary with consideration being discharged by its holding company have been
seen in practice. In light of this ruling, taxpayers may need to evaluate whether such structures
satisfy the conditions prescribed for a tax-neutral demerger.

The Tribunal has adopted a literal interpretation of the statutory provisions and has not accepted the
argument that the words ‘including a wholly owned subsidiary thereof permit the entity receiving the

undertaking and the entity issuing shares to be different. The issue has historically been the subject

of divergent technical views, and the ruling provides the first judicial guidance on the interpretation of
these provisions.

Although this is a Tribunal ruling and may be subject to further judicial consideration, taxpayers
proposing or implementing demerger structures involving holding company—subsidiary arrangements
may wish to revisit the manner in which consideration is proposed to be discharged and evaluate
whether the proposed structure satisfies the conditions prescribed under sections 2(19AA) and
2(41A) of the Act in light of this ruling.

Note: While the discussion in this Tax Insights is based on the provisions of the Act, it is important to
note that the Income-tax Act, 2025 contains corresponding provisions.
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