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Ruling u/s 2451(4) of the Income Tax Act
(By Narendra p Sinha)

Domino Printing Science Ple., United Kingdom, (the Applicant or Domina UIK) has

filed this application on 01.03.70712 seeking advance ruling under section 245Q(1) of the

Income Tax Act, 1961, The same was admitted on 3| 10,2013,

=B 2. Domino UK is a company registered in United Kingdom and is a 1ax resident of UK,

V£ 10 TR=101) The applicant had a wholly owned subsidiary company in India named Domino Printech India
=

Private Limited (Domino India) which was incorporated on 16.05. 1996. Out of (otal 40,80,000
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equity shares issu~d by Domino India; 40,79,998 equity shares were held by the Applicant and

the balance two equity shares were held by Domino UK Limited (in the capacity of nominee of
the Applicant). Domino India had proposed to be converted into a Limited Liability
Partnership (LLP) in accordance wiﬂ1 the provisions of Limited Liability Partnership Act 2008
and accordingly an application was filed with the Foreign Investment Promotion Board (FIPB)
to obtain the requisite approval for conversion of Domino India from a company to an LLP,
On conversion of (he company into LLP, (he equity shares held by he Applicant in Domino
India would be converted into partnership interest in the LLP. The present application has
-been filed for obtaining a ruling in respect ol applicability of capital gains tax in the hands of
the sharehalders of Domino India on jts conversion from company inte LLP, The Applicant
has raised the following three questions on which a request is made for pronouncement of

ruling: -

(1) On the facts ang in the circumstances of (le case, whether conversion of the equity
shares held by shareholders in Domina Printech India Private Limited (Domino India)
into partnership interest in an India Limited Liability Partnership consequent upon the
conversion of Domino India into a Limited Liability Partnership, would be regarded
as a transfer of those shares within the meaning of section 2(47) of the Act?

(2)  On the facts and in the circumstances of the case, on conversion of Domino India into
a Limited Liability Partnership, whether (he computation provision under section 48
of the Act are workable and capable of being implemented, or whether the said
provisions would breakdown and fajl?

(3)  On the facts and in the circumstances of (he case, as lhe value for (he partners’ right or
interest in the proposed Limited Liability Partnership cannot be said to be more than
the value of (he shareholders™ interest in the private limited company, would the

transaction give rise (o any taxable capital gain?
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' Submissiony of the Applicant

3, At the outset the Applicant’s learned counsel informed that an approval was obtained
by the Applicant for conversion of Domino India into LLP in May 2012 subject to certain
conditions. Based on the approval from FIPB and meeting the conditions mentioned therein,
Domino India was subsequently converted into Domino Printech LLP: (“Domino LLP”) vide
certificate of registration dated 28 November 2016. The amount of capital held by the
Applicant in Domino LLP was Rs.40,799.980/- identical with the amount of paid-up share
capital held in Domino India |re-conversion.

4. The Applicant’s learned counsel explained that (he charging provision of section 45(1)
of the Income Tax Act on capital gain brings (o tax any profit or gain arising from the transfer
of a capital asset, The lerm capital asset was define in section 2(14) of the Act and the equity
shares held by (he Applicmﬁ in Domino India, which would be converted into an interest in (he
LLP on the conversion of Domino India into LLP, would be considered as a capital asser
within the meaning of (hat section. He explained that the term ‘transfer’ as per provisions of
section 2(47) of the Act consists of different limbs, of which the lollowing four were relevant

to the facis of (/e case;

(a) the sale of (he asset; or
(b) the exchange of the assel; or
(c) the relinquishmen ol the assel; or

(d) the extinguishment ofany right in an asse(.
The Applicant submitted that the partnership interes received on conversion of D

inte Domino LLP cannot be considered as cohsequent lo the ‘sale’ of shares. | was further

submitted that the term ‘exchange’ requires transler of Property by one person to anothey and

for an exchange transaction, there muys; exist (wo persons, as g single person cannot exchange

goods with himself Therefore, the receipt of partnership interess by the Applicant on

conversion of Doming India into an LLp cannot be termed as ‘g
3

Xchange’, Regarding the third
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limb of transfer, it was submitted (hat ‘relinquishment’ of an assel is not defined under tax o

general law and that by interpreting the terms in the light of judicial pronouncements,
whenever a property/asset is relinquished it continues Lo exist and is owned by some person
other than the one wha relinquishes (he property/assets, According 1o the Applicant, for a

transaction to be categorised as relinquishment of an assel, the following must exist:

(a) two parties i.e. the renouncer and a renouncee; and

(b) continued existence of the assels, past sucl; relinquishment.
It was contended that both these conditions were not fulfilled in the case as subsequent (o
conversion of shares into parthership interest into an LLP, (he shares do not continue (o exisf
and ownership in such shares is also not fransferred to any other person. It was, therefore.
contended that the transaction of parting with the shares did not constitute ‘relinquishment® of

shares and was not within the purview ol *transfer’,

5, As regards the fourtly limb of the (ransfey “extinguishment of rights™ the Applicant
contended that extinguishment means where a right in one js being merged or consolidated
with another. The term signifies existence of (wo entities where g right in one is either merged
or consolidated in another, In (he present case of the Applicant, there was g conversion of a
private limited company into a LLP and (le LLP came into existence only when company
ceased (o exist, Thereflore, there was no merger or consolidation of (he right of the company in
the LLP; rather it was a substitution uf‘shareholding with proportionale partnership interest. |
was fairly conceded by the Applicant (fat the Supreme Court in the case of CIT vs, Grace
Collis [2001)(115 Taxman 326) had observed that the rights of the shareholders in (e shares of
amalgamating company stand extinguished upon the amalgamation of the amalgamating
company with the amalgamaled company and such extinguishment would lead to transfer of
shares in (he amalgamating company. It was, however, contended that this decision of Supreme
Court was discussed and distinguished by the Special Branch of ITAT in (he case of Benney

4
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Coleman & Co. Ltd. Vs. Additional CIT, Mumbai [2011] 12 ITR (Trib.) 97 (Mumbai)(SB).
wherein it was held that in the case of reduction of share capital of (he company, the rights of
the shareholders were not extinguished as (he percentage of shareholding immediately before
reduction of share capital and immediately afler such reduction remained the same, Drawing
analogy from this decision, the Appellant éubnﬁltccl that in the present case also there was no
change in the rights of the shareholders held in Domino India as the shareholders would
continue to hold the partnership interest in the same proportion as their shareholding in the
existing company. It was, therefare, contended that since (he tights of the shareholders would

remain the same in (e LLP, there was no extinguishment ofany rights of (he shareholders.

0. Qur attention was drawn to provision of section 4 7(xiiib) of the Act which provides {hat
any capital gain arising on transfer of shares held in (he company by a shareholder as a result
of conversion of company into an LLP shall not be regarded as transfer within the meaning of
section 45(1) of the Act subject to fulfilment of specified conditions. One of the specified
conditions is (hat the tofa| sales, turnover or £ross receipts in the business of (he company in
any of the three previous Years, preceding the previouys year in which (he conversion takes
place, does not exceed sixty lakh rupees. I{ was admitted by (he Applicant that this condition as
stipulated in clayse (e) of section 47(xiiib) was not fulfilled as the sales/ (urnover of Domino
India in any of the (firee previous years preceding the year of conversion did exceed the limit of
Rs. 60 Lakh, Our altention was also drawn (o section 47A(4) of the Act which stipulates for
withdrawal of exemption granted under section 47(xiiib) of the Ac when the condition Jajd
down in the praviso to that section are not complied with, 1t was, however, contended that the
deeming provision of section 47A(4) of the Act was not absolute, |t was submitted that if no
profit or gain arose when (he conversion of (he company into an LLP togk place, or il (here
Was no transfer at all of (he capital asset in the hands of the shareholder at thhat point of time,
the deeming provisions under section 47A(4) cannol be invoked to levy the capital gains tax.
5
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The Appellant relied upon the ruling of the AAR in the case of Umicore Finance Luxembourg,

(323 ITR 25) (AAR-New Delhi) in support of this contenlion,

7. The Ld. Counsel for the Appellant drew our attention to legal consequences and
implications of conversion of a private limited company into a LLp under the provisions of the
LLP Act of 2008 and took us through the sections 55 1o 57 of the LLP Act which deal with

the:

(a) Conversion of an existing partnership firm into a LLP (Section 55);
(b) Conversion of an existing private company into a LLP (section 36); and,

(c) Conversion of an unlisted public company into a LLP (sections9),
It was submitted that (e LLP Act regards (he conversion of an existing partnership firm into a
LLP as being conceptually and legally on exactly the same footing as the conversion of a
private limited company into a LLP. Both (hese (ypes of conversions are governed in the very
same manner by section 58(4) of the LLP Act which provides for transfer of all the langible
(movable or immovable) as wel| as intangible property of the erstwhile firm of company (o the
LLP. In the case of a conversion of g partinership firm into a LLP, the erstwhile partnership
firm remains a partnership firm, (he only change occurring being that s liability is now
limited. The PETson remains the same, only his legal status is changed. It wag emphasized that
the LLP Act regards and places on exactly the same footing the conversjon of a private limiteqd
company into a LLP. Here also, there is merely a change in (he legal status of the private
limited company with the persons, interested in and beneficially owning (he assets, remaining
exactly the same. There is no transfer (o a third party involved in this conversion as well. The
Applicant’s shareholding in Domino India only stood converted into partnership capital of
exactly the same amount and value; and the erstwhile shareholders became partners, Therefore,
there was no transfer in the hands of the shareholders pursuant (o conversion of 4 private

limited company into an LLP. I{ was further contended that i the scheme of conversion no
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consideration was Mowing to the company. A sharcholder of (he company got parthership
interest in the LLP but it had ho co-relation Lo the transfer of properties by the company o the

LLP. Therefore, the computation of capital gain was not possible in such circumstances,

8. The Applicant strongly relied on the judgement of (he Bombay High Court in the case
of CIT vs. Texspin (263 ITR 345) (Bom.) In (hat case, a partnership firm got registered as a
company under Chapter 1X of the Companies Act, 1956, The shares of the newly formed
company were allotled (o (he Partners of the erstwhile firm, and (he question which arose was
whether this gave rise (o g taxable capital gain in (hei hands. The High Court held that the
vesting of properties in the Company under Chapter IX was a Statutory vesting and was not
consequent or incidental (o 5 (ransfer. It was further held that, on such vesting, (he cloak given
to the firm was replaced by a different cloak and the same firm was now (reated as a company,
and that this did ot constitute a transfer unde; section 45(1) of the |T° Act read with section
2(47), Further, ihe allotment of (he shares (o (he crstwhile partners hay o correlation witly (he
vesting of the roperties in the company under Chapter |X and, therefore, even if one were to
assume that there was 5 transfer, it would not give rise (o a laxable capital gain, It was alse held
that there was ng consideration received by or accruing to the transferor firm as g result of the
transfer, within the meaning ol section 48 of the IT Act. The Applicant submitted that this
decision directly ang squarely covers the present case as the provisions of Chapter 1X of the
Companies Ac, 1956 are in parimateriy with the provisions of the LLP Act. The Applicant

further submitted that the Judgment of the Bombay High Court in (he case of Texspin wasg

followed in a number of cases and accordingly relinnce was placed on (he following decisions-:

(a) United Fish Nets (A.P. High Court) ~372 ITR 67

(b) Umicore — (AAR) 189 Taxmann 250/323 ITR 25

(c) Umicore — (Bombay High Court) 291 CTR |74

() Unity Care — (Bangalore ITAT) 103 ITD 53

(e) Ravishankar R Singh (Mumbai Tribunal) 45 @xmann.com 359
7
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(n Ravishankar R. Singh (Mumbai () (ITA 207 ol 2015)
(g) CADD Centre (Madras HC) 65 Taxmann.com 29|
9, It was further submited that the decision of Grace Collis (supra) relied upon by the

revenue was wholly distinguishable and it had no relevance or applicability to the present case.
It was also submitied (hat the Section 45 and Seclion 48 of the Act are lo be read together as
the charging section and the computation seclion constitute qpe package and where
computation mechanism fails, the charging provisions cannot be applied.

Submissions of the revenye

10.  On the other hand the revenue hag submilted that the definition of “trapsfer* as per
provision of Sectjon 2(47) of the I.T. Act is an inclusive definition and, therefore, what is
hormally understood as lransfer woul always be transfey even il it is not specifically
mentioned in Section 2(47) of the Act, The conversion of company into a LLP is g ‘transfer’
for the reason that company and LLP are (wo distinet legal entities and (he shareholding of (he
shareholders in (e company has got transfere into partnership interest, Thys one distinei
asset had got converted into another assel, as whal (he shareholder of (e company gol on
conversion of (he company into LLP, was g different asset, Therefore, the fransaction wag
clear case of transfer tnder the genera| definition.

1. The revepye lurther pointed out that the lransaction was alsq specilically covered in
Section 2(47) of the Act tnder “extinguishment of any rights”, It was emphasised that (e
Precise question to pe decided by (he Authority in this tase was whether on conversion of the
campany into LLP; (he conversion of shares of the shareholder in the company into partnership
interest in the LLP, was transfer or nol. It was stressed (ha when the company gets converied
into LLP, the right of shareholders i, shareholding ol the company (in the form of shares) ge(s
extinguished. Qyr attention was drawn (o Seclion 58(4) of LLP Act which stipulates that (Je

company shall he deemed to pe dissolved and removed fram (he records of (he Registrars of
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Companies, on its conversion into a LLP. It was submitted that when the company is deemed
lo be dissolved, the equity shares held by the shareholders get extinguished and thus there was
a transfer within the meaning of Section 2(47) of (he Act. The revenye has disputed the
submission of the Applicant that extinguishment take place only when there is a merger and
submitted that merger is one example of relinquishment, but not the only way. The revenue has
relied upon the decision of the Supreme Court in the case of CIT -Vs- Grace Collis (2001)(115
Taxman 326)(SC), wherein it was held that amalgamation amounts (o transfer of shares in the
hand of shareholders, Reliance was also placed on the decision of the Supreme Court in the
case of Kartikeya V. Sarabhai Vs, Commissioner of Income-Tax (1997)(94 Taxman 164)(5C),
It was held in (hat case that reduction in face value of preference share was propartional
extinguishment of right. Further, reliance was also placed on the judgement of the Hon'ble
Supreme Court in the case of Anarkali Sarabhai Vs. Commissioner of Income Tax (1997)(90
Taxman 309)(SC) wherein it was held that redemption of preference shares was relinquishment
and there was no requirement that asset mus( continue o exist.
12. The revenue has stibmitied that the present lransaction was alsp covered under the term
‘exchange’ as the two persons involved were the Applicant shareholder and the LLP, and the
capital asset being exchanged was equity share holding with LLP interest. It was submitted that
the shareholder had surrendered its interest in (he equity holding of the company and the L[]
in turn had given him the interest in the newly formed LLP in return, which amounts to
exchange and s, therefore, transfer. |1 support of this proposition (he revenue has relied upon
the decision of A.p, High Court in the case of the The Nizam Second Supplementary Family
Trust (102 1TR 248)(AP). Reliance was also placed on the decision of ITAT, Kolkata in the
case of Aravalj Polymers LLP (2014) (47 laxman.com 335), which is a direct ruling on

identical issue where company got converled intg LLP and it was held that capital gain can

arise in such case,
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13, The revenue has also placed re.liancc on the Memorandum of Finance Bill 2010
wherein the reasons for bringing the amendment in (he Income-Tax Act by insertion ol
provision /s d7(xiiih) was explained. Reliance was also placed on the Judgment of (he
Supreme Court in the case of Sole Trustee, Lok Shiksha Trust Vs, CIT (101 ITR 234)(8C)
regarding interpretation of a statute. The revenue has further submitted that the decisions and

case laws relied by (he Applicant were not relevant as they were distinguishable on facts.

14, As regards contention ol the Applicant that the computation provision u/s 48 ofthe Act
Was not workable and not capable of being implemented iy the present case. (he revenue
submitted that in the case of Texspin (supra) (he High Court had come (o conclusion that there
a5 no profit or gain as there was ne consideration qua the transferor. However, in the present
case consideration had arisep in the hands of shareholders as they got partnership interest in
LLP in return. It was submitted that on dissolution of the company u/s 58(d)(c) of the LLp Act,
the shareholders are entitled o get the money's worth of (hejr shares, in the form of the
partnership interest in LLp. Further, reliance was also placed on the provision of Seclion S0(D)
of the Act which deems the fair marker value on (he date of transfer as the full valye ol the
consideration received of accruing as a resul( of transfer, It was reiterated that as consideration
in the form of partnership interest in LLp was [lowing, the computation mechanism does not
fail.

15, As Lo the questian regarding whether valye of partner’s right or interest in LLP is more
than value of shareholder’s interest in the company. the revenue submitte that the decisians as
relied upon the Applicant were different an facts, I was submitted that in the present case the
consideration wag partnership interest whicl, was higher in value than the face value of (/e
equity shares. The specific submission made by the revenue on the value of partner's interest is
as under:

10
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4. . l P
account as on date of dissolution 28" Nov 2016,

The Applicant has not given statement of
4.08 crore and reserves and surplus were 197.8

As on 31" March 2016 share capital was
crore. And this 100 at book value, Thus even at book value there is consideration flowing
of 201.9 crore against investment ol .08 crore. This would only increase when market
Hence, the market value of assets (less liability) of the company

value of assels is taken,
)- [tis against this market

. . - I
would be the consideration at the date of transfey (28" Nov 2016

value (arrived at under section 50D) of asset translerred that the applicant got partnership

interest.

Rejoinder of the Appliceant

16. On the issue of deeming fiction of transler as contended by the revenue the Applicant
submitted that the slalutory deeming provision was considered by Hon'ple Bombay High Court
in the case ol Texspin (supra) and specifically held that the conversion of firm into a company
conslituted a mere changing of cloak which Was not a “transfer’. It was also specifically held
that a transfer requires (wo distinet parties and (his requirement was noj fulfilled. On the
contention of the revenue (hat section 58 of LLP Act provided that (here shal| be transfer of he

assets of the erstwhile company and their vesting in the LLp firm and there was no such

Texspin (supra) and the other decisions following it were inapplicable in (he given
circumslemc:es; the Applicant submitted (hat the meaning and effecl of section 565 of (he
Companies Act was same as section 58 of the LLp Act. As there was no material difference
between these two sections, the judgments on seclion 575 of the Companies Act were fully and
directly applicable (o seclion 58 of the LLP Act. As regards enactmen of statutory provisions
ol section 47(xiiib) and 47A or the Act as well g5 section 50D of the At subsequent (o the
decision of Texspin (supra), it was submitted that this issue was considered by this Hon'ble
Authority in the case of Umicore Finance Luxembourg (supra), which wasg upheld by the
Hon’ble Bombay High Court and has become final, | was further submited that merely
because an assessee is tnable to avajl of the benefit/exclusion provision, it does not lead to the

conclusion that the transaction falls within the charging provision or is taxable, On (he reliance
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of the revenue on section 50D of the Act, it was contended that it was not relevant (o decide the
issue whether taxable transfer was involved in the conversion of company into a LLP. As
regards reliance of revenue on the Judgement of the Supreme Court in Grace Collis as well as
on the other decisions, it was submitted that the facts of those cases were wholly

distinguishable.

Findings:

17 \\«I’e have carefully considered the lacts of the case and the submissions of the Applicant
as well as the Revenue. The first issue (o be decided is whether conversion of the equity shares
held by shareholders in Domino India into partnership interest in Domino LLP, consequen
upon the conversion of Domino India into a Limiléd Liability Partnership, is transfer within (he
meaning of section 2(47) of the 1. T. Act. The second related issue (o be decided is that on
conversion of Domino India into Domino LLP, whether the computation provision under
section 48 of the Act are workable and capable of being implemented. It will be. therefore,
relevant to first examine (he provisions of the |1, Acl in respect of definition of transfer and

the charging of capital gain on transfer ol a capital asset,

Whether Lransfer?
18.  The provision ol section 2(47) of the Act deflines transfer as under:

(47) "teansler", in relation 1o 4 capital asset, inclucdes,—
(9 the sale, exchange or relinquishment of (he asset o
(7)) the extinguishment ot'nny vights therein : or

(1) the compulsory acquisition thereof under any law ; or

(1) in a case where the asset is converted by the owner thereof into, or is treated by him as,
stock-in-trade of 7 business cartied on by him, such conversion or treatment ; or

(7ea) the maturity or redemption of 7 zero caupon bond; or

12
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(r) any transaction involving the allowing of the possession of any immavable [JI..'DPEI'I_\'. te
be talken or retained in part performance of a contract of the nature veferred (o in section
53A of the Transfer of Property Act, 1882 (4 of 1882) ; ar

(r) any transaction (whether by way of becoming a member of, or acquiring shares in, a
co-operative society, company or other association of persons or by way of any agrt?ement
of any arangement or in any other manner whatsoever) which has the effect of
transferring, or enabling the enjoyment of, any immovable property.

" ; 4 . o e
LEixplanation 1. —For the purposes of sub-clauses (1) and (), "immovable propecty” shall

have the same meaning as in clause () of seclion 269UA.

Explanation 2—For the removal of doulbyts, it is hereby clarified that "transfer” includes
and shall be deemed to have always included disposing of or parting with an asset or any
interest therein, or crealing any interest in any asset in any manner whatsoever, directly or
indirectly, absolutely or conditionally, volunearily or involuntarily, by way of an agreement
(whether entered into in India or outside India) or otherwise, notwithstanding that such
transfer of rights has been characterised as being effected or dependent upon or Aowing

from the transfer of a share or shages ol a company registered or incorpotated outside
India;

19. Thus, section 2(47) defines "transfer'. in relation to a capilal asset, to include the sale,
exchange or relinquishment of (he assel or the extinguishment of any rights therein or (he
compulsory acquisition thereof under any law. The definition of "transfer’ in section 2(47) of
the Actis an 'inclusive' definition and, therefore, extends (o events and transactions which may
not otherwise be 'transfe according lo ils ordinary, popular and natural sense. The deeming
provision of Explanation-2 of section 2(47) stipulates that “transfer includes disposing of or
parting with an asset or any interest therein, or crealing any interest in any assel in any manner

whatsoever, The Applicant has contended that conversion of equity shares held in the conpany

in the partnership interest in the LLP, on the conversion of the company into the LLP, was not
cavered in the definition of 'fransfer’ as given in seclion 2(47) of the Act. It was neither sale nor
exchange nor relinquishment of asset nor extinguishment of any right in the asse. There is no
dispute about the fact that the Applicant was holding shares in Domino India. On conversion of

Domino India inte Doming LLP, the shares held by the Applicant in Domino India were ng

longer in existence. The Applicant had gol partnership interest in Domino LLP which was not

13
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independent of its shareholding in Domino India. In fact the Applicant’s shareholding in
Domino India was replaced by the partnership interest in Domino LLP, On conversion of a
company into LLP, the company is dissolved and removed from the records of the Registrar of
Companies. The provision of seclion 58(4) ol the LLP Ac provides as under-

(4)-Nonvil]1stm1ding anything contained in any other law for the tme being in foree, on
and from the date of registration specificd in the cettificate of registration jssued under the
second Schedule, the Thipd Schedule or the Fourtl; Schedule, as the case may be,-

(1) there shall be a limited liability Pactnership by the name specified in the certificate of
registration registered undey this Act;

(b) all tangible (movable or immovable) and intangible Propetty vesied in the firm ar the
company, as the case may be, all asscts, Inlerests, rights, privileges, liabilities, obligations
telating to the firm or (he company, as the case may be, and the whole of the undertaking
of the firm or the company, as the case may be, shall be translerred to and shall vest i the
limited liability partnership without furtyer assurance, act or deed; and

(c) the firm or (he company, as the case may be, shall be decimed to be dissolved and
temoved (tom the records of the Registrar of Firms or Registrar of Companies, as the case
tiay be,

20.  On conversion of the Domino India into Domino LLP ajf tangible (movable or
immovable) and intangible Property vested in (e company were (ransferred (o and vested in
the LLP. On suel; vesting, not only the share capital of Domino India bu also the shareholder's
interest in (he shares of Domino India got extinguished. Thus, this transaction is clearly
covered in the definition of ‘ransfer’ as per section 2(47) of the Act, The contention of (he
Applicant that conversion ol the company into LLP does noi amount to transfer is contrary o
the provisions of the LLP Act as well as (he Income Tax Act, The Explanation-2 of section
2(47) covers sucly Situation ol shareholdey parting with their rights in (he slmrcholding. The
revenue has submitted (frat such conversion was transfler also for the reason that shsrehokling
interest of (he shareholder s exchanged willy (he partnership interest in the Lip. The
inclusive definition of transfey in section 2(47) ol the Act certainly covers the extinguishment

ol shareholder's interest o conversion of the company into LLP in its ambi.
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21. The Applicant has placed great reliance on the Judgement of Honble Bombay Higl
Court in the case of Texspin (supra). It is found that the facts of this case were completely
different from the facts of the present case. In (he case of Texspin (he partnership firm was
converted into a Limited Company under Part-IX of the Companies Ac, which was
specifically covered u/s 45(4) of the Income-Tax Acl. The said section stipulated that the profit
or gain arising from the transfer of capital assel by way of distribution of capital assets on the
dissolution of a firm shall be chargeable o tax as the income of (he firm. The precise question

to be decided in (his case was whether vesting of the erstwhile firm -in the limiteq company was
covered by the expression “transfer by way of distribution” i Section 45(4) of (he Act. It is in
this context that (he Hon'ble Court had held that on such vesting (he provision of Section 45(4)
Was nol attracted as the very ﬁl.'Sl condition of transfer by way ol distribution of capital asse(s
as not satisfied. The Hon'ple Court had alsg given a finding that (here Was no transfer of a

capital assel as contemplated by Section 45(1) of the Act in this case. However, while giving

this finding the Honble Court had not considered the amendments brought vide insertion of
clause (viif) to Section 47 of (he Ac vide Finance (No, 2) Act 1998 whicl, provided that where
a Firm is succeeded by a company then such transaction shall not be regarded as transfer,

subject to fulfilment ol certain conditions. The concerned year involved in (his case was AY.

1996-97, which was prior to the said amendment, and. therefore, the Court deliberately did pof

consider (hay amendment, Tg reproduce from the order:

6. As stated above, in this case We are concerned with (he assessment year [996.97.

Thetefore, in this CASE, We are not concerned witls clause (xvi) inserte by Finance No. 2)
Act, 1998 in section 47 under which jt je provided that where 4 Firm is succeeded by a

cempany in the business cartied on by it as 5 tesult of sale or otherwise, of any capital

Assets, then such transaction shall ner be tegarded as transfer. This clau

se was inserted with
effect (rom [st April, 1999, Therefore, we

are nol concerned with that amendiment,

22. It was held by (he Hon'ble Court in this case that when the Firm is (reated as Company

under Par(-1X of (e Companies Act, it is statutory vesting of properties in the Company and
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the cloak given 1o the Firm is replaced by a different cloak and under the circumstances here
was no transfer of capital assel as contemplated by Section 45(1) of the Act. However, (e
Court had also acknowledged that in the case ol"reconslitutiop of firms and introduction of pew
partners there wag extinguishment of (he rights in the capital assets Proportionately. The

observation of (e Court is repraduced below:

As stated above, section 45(1) s 5 chatging section. Section 45, read with the computation
section wig 48 etc., fonm one composite scheme, This point is very important. Section
45(1) Provides that wheye any prolit, arising (rom lransfer of 5 capital asset is effecte| in
the previous year then such profit shall be chargeable to income-tax undey (he head
"Capital gains", The expression "transler of 4 capital asset" in section 45(1) js required to
be read with seciiog 2(#7)( i) which states that transfer in relation ro 5 capital asset sl
include extinguishinent of any rights  (herein. The moot point whieh arose on
interpretation of section 45(1) in numerous marters was that on extinguishment of (e
rights in the capital assets, there was 2 translee and in certain cases c:nfrecmjsn'lulion of
firms and inttoduction of new Partners, there wag 5 tesultant extinguishment of the
tights in the capital usgers Proportionately, [ order to get over (his controversy, and
keeping in ming the object of tncouraging Firms being treated as Companies, the
controversy is resolyved by the Legislature by r'n[-roclucing clause (x7) in section 47 with
etfect from Js¢ April, 1999, (Emphasis supplicd).

23. Thus, it was held by (he Hon'ble Couyy that there was extinguishment of the rights op
reconstitution of fipms and there was g transfer involved, The same principle applies on
conversion of e Company intg Lpp. The Court had observed (hat (o overcome thig
impediment and 1o 'encouruge Firms 1o be converted into Companies, (he Legislature hag
introduced ¢layge (¥ifi) ‘in section 47 Which staled thar where a Firm js Succeeded by 4
company in the business, the transaction shall ng be treated as 4 transfer, subject (o fulfilment
of certain conditions. A similar amendment wys subsequently made by introducing clause
(x77ib) in section 47 which was in respect of conversion of the Company intg LLP. Thus, the
decision of Texspin rather enunciates the principle (hat there WVas extinguishiment of the rights

in the capital ASSels on reconstitution ol firm ang introduction of new partners,
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24, The finding that there was statutory vesting ol properties in the Company and the cloak
given to the Firm was replaced by a different cloak and there was no transfer of a capital asset
as contemplated by Section 45(1) of the Act is not found applicable in this case for the

following reasons:

(i) The issue decided in the case of Texspin was capital gains in (he hands of the Firm
and not its partners. We are not concerned with the capital gain arising in the hands of
firm or the company. The capital gain to be considered in (he present case is in lhe
hands of the sharchalder of (he company and not in the hands of the company or the
firm. Therefore, the ratio of this decision cannot be applied to decide (he capital gain in

the hand of shareholder,

(ii) The conversion of a company into a LLP is differently placed in comparison to
stccession of a partnership firm by a company. The provisions of LLP Act specifically

provides for transfer of all assets and vesting thereof in the LLP,

(iti) The Court held that on vesting ol properties of Firm in the Company the cloak was
changed. However, on conversion ol Company into LLP, there is no vesting of
Properties in the hands of shareholders. I1ence, there cannol be any question of change

of cloak. There might be a change of cloak for (he company but not for its shareholders,

(iv) This case was specifically in the context of section 45(4) ol the Act which was held
as not altracted as the condition of (ransfer by way of distribution of capital assets was

not satisfied.

(v) This decision was in (he context of provisions de forye the amendment vide
insertion of clause (x7i7) to Section 47 of (he Act, which was acknowledged in the order.

The amendments regarding taxation of shareholders of company on conversion of
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company into LLP was brought much later on statute in 2010 vide clayse (xiiib) to

Section 47 of the Act,

The Applicant has relied upon various other decisions wherein the principle of ‘change of
cloak’ as enunciated in (he case of Texspin was followed. As the decision of Texspin is not
applicable in the present case for the aforesaid reasons, no credence can he given to the

decisions following this case, as relied upon by the Applicant,

25. The Applicant has also reljed on the observation of the Hon’ble High Court i the case
of Texspin (supra) that in the case of a transfer of a capital asset there has to be the existence of
a party and a counter Party. Such a condition |s found not mandatory for charging of capital
£ains under the provisions of Income Tax Act. The Provisions of the Aci stipulates for situation
where the transferor as well as (he transferee can be (he same person. As per deflinition of
ransfer where the asset js converted by the owner into stock-in-trade of a business carried on
by him, such conversion is included i transler, Further, the provision of Section 45(2) of the
Act stipulates (hat profit arising on transfer by way of conversion of capital asset into a stock in
trade is chargeable (o (ax. Thus, even if the same person changes the nature of his asset it
constitutes a transfer ang the existence of twa parties for transfer is not mandatory. As already
mentioned earlier (he extinguishment of rights in the capital assels on reconstitution of firm

was acknowledged in this case, which constitytes transfer under (he provisions of the Act, The

deeming provision of Explanation-2 of section 2(4 7) stipulates for “transfer” op disposing of or
parting with an asse ar any interegt therein, and the extinguishment of (he shareholder’s

interest in (he shareholding of the Company on its conversjon into LLP s certainly covered

under the ambit of this deeming provision.

26.  The Hon'ble Supreme Court has held in the case of Grace Collis (supra) that the

EXpression ‘extinguishment of any rights therejn' a5 oceurrting in section 2(47)(ii) of the
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Income-tax Act extends (o mean extinguishment of rights independent of or otherwise than on
account of transfer. Accordingly, it was held that there was transfer of shares of amalgamating

company within meaning of section 2(47), read with section 47(vii) of the Act. To quote from

the order:

15. We have given careful thought (o the definition of "tansfer’ I section 2(47) and to the
decision of this Court in Vania Sk Ml (P.) Litd.'s case (supra) . In our view, the definition
clearly contemplates (he extinguishment of rights in 4 capital asset distinet and
independent of such extinguishment consequent upon the transfer thereof, We do not
Approve, respectfully, of the limitation of the expression ‘extinguishment of any rights
therein' 1o such extinguishment on account of ttansfers or 1o the view that (he expression
extinguishment of any tights therein' cannot be extended o mean the extinguishment of
tights independent of of otherwise than on account of transfer. To so read, the expression
is to render it ineffective and its use meaningless. As we read it, therefore, the expression
does include the extinguishment of tights in a capital asset independent of and otherwise
than on account of transfer.

16. This being so, the tights of the assessees in the capital asset, being their shares in the
amalgamating company, stood extinguished upon the amalgamation of the amalgamating
company with the amalgamated company. There was, therefore, a transfer of the shares in
the amalgamating company with the meming of section 2(47). Tt was, therefore, 2
transaction to which seetion 470 applied and, consequently, the cost to the assessees of
the acquisition of (le shares of the amalgamated company had to be determined iy,
accordance with (|ye provision of section 49(2), that is to say, the cost was deemed to be
the cost of the acquisition by the assessees of their shares in the amalgamating company,

The Applicant has contended that the facis or this case were different and, therefore, this
decision may not be relied upon. The facts might be different but (e meaning of
“extinguishment” as Propounded in (his decision cannot be disputed and has (o be followed,
The Hon’ble Court has held in this case that there can be extinguishment of rights in a capital
assel independent of and olherwise than on account of transfer. And once there s
extinguishment of such rights, it is deemed (o be ransfer under the provisions of section 2(47)
of the Act. As held by the Apex Court the rights of (e shareholder in the shares of (he
amalgamating company were extinguished upon the amalgamation of the amalgamating
company with the amalgamated company. Following the same principle, the rights of the

Applicant in the shares of Domino India were extinguished on is conversion into LLP.
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Therefore, the extinguishment of such right was a transfer under (he provision of section
2(47)(ii) of the Act,

27. As per Applicant the decision of the Supreme Court in the case ol Grace Collis was
distinguished by the Special Bench of ITAT in the case of Bennett Coleman & Co. Lid. [14
laxmann.com | (Mum)]. It was held by the Ld. ITAT in this case that the assesse did not
receive any consideration for reduction of share capital. The number of shares held by the
assesse was reduced to 50% but hothing had moved from (he side of the company to the
assessee. It was on these facts that it was held that unijl and unless consideration was present,
the computation mechanism of section 48 was not workable. It was, therefore, held that Joss
arising on account of reduction of share capital cannot be subjected (o provision of Section 45
read with section 48 and accordingly such loss was not allowed as capital loss. The fact that
even extinguishment of rights in a particular asset would amount to transfer was never disputed

in this decision.

28. In the case of Kartikeya V Sarabhai (supra) the Apex Court had held that reduction of
share capital by company paying a pait of the capital by reducing face value of it share would
result in extinguishment of proportionate right in shares held by sharcholders and (he amount
paid by the campany to shareholder on reduction of share capital would be exigible to capital
£ains tax in the hands of the shareholder. The Hon"ble Court held in (his case as under:

Relinquishment of the asser or the extinguishment of any right in it, whicl Ay not
amount to sale, can alsa he considered as 1 transfer and any profit or gain which arises
from the transfer of a capital nsser s liable to be taxed under section 45 of the Act.

When as a result of the reducing face value of the share, the share capital is reduced, the
tight of the preference share holder 1o the divided or his shaye capital and the right ro

share in the distribution of the net assets upon liquidation js extinguished proportionately
to the extent of reduction in the capital.

29. In another case of Anarkali Sarabhai (224 ITR 422) the Supreme Court had held that

redemption of preference share amounted (o ‘sale, exchange or relinquishment of asse(® within
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meaning of section 2(47)(1) of the Act. It was also held that the definition of words "transfer"
under Section 2(47) of the Aci Was nol an exhavstive definition and (hat subsection (1) of
clause (47) of Section 2 implies that parting with any capital asset for gain would be taxable
under Section 45 of the Act. It has also been held by the AP High Court in the case of Trustees
of H.E.H. The Nizam Second Supplementary Family Trust (102 1TR 248) that conversion of
preference shares into ordinary shares was (ransfer by way of exchange within meaning of
section 45 of the Act,

30. When g company is converted ing LLI" there is wansfer of assels not only by the
company (o the LLP but also transfer of shares held in the company by the sharcholder. In the
Present case we are not concerned with the transfer of assets by the company but only with the
ransfer of shares held in (he company by (he shareholder. The LLP wag incorporated in the
laxation scheme of India effective from (he s day of April 2070 l.e., assessiment year 2010-1 |
on the same lines as (he laxation scheme for general partnerships, ¢, laxation in the hands of
the entity and exemption from tax in (he hands of its partners. Ay LLP and a general
partnership as treated as equivalent and (he conversion from a general partnership firm to an
LLP was having no tax implications if (he rights and obligations of (he partners remained the
same aller conversion ang if there was no ransfer of any asset or liability after conversion,
However, if (here Was a violation of (hese conditions, the provisions of section 45 was
applicable, The provision regarding conversion of private company or an unlisted public
Company into a limited liability Partnership (LLP) was brought on statue with effect from [st
April, 201 by insertion of clause (x771h) to section 47 of the Act, which is as under:

47. Nothing contained in section 45 shall apply o the lollowing transfers:

(xi) any transfer of a capital asset or intangible asset by a private company or unlisted
public company (hereafter in this clause refetred to as the company) to a limited liability
partnership or any transfer of a share of shares held in the company by a shareholder
as a result of conversion of the company jnio a limited lability pactnership in
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accordance with the provisions of section 56 or seclion 57 of the Limited Liability
Partnership Act, 2008 (6 of 2009):

Provided that—

(a) all the assets and liabilities of the company immediately belore the conversion become
the assets and liabilities of the limited liability pactnership;

(&) all the shareholders of the company immediately before the conversion become the
partners of the limited liability partnership and their capital contribution and profit shating
tatio in the limited liability parmership ate in the same pProportion as theit shareholding in
the company on the date of conversion:

() the sharcholders of the company do not receive any consideration or benefit, directly
or indirectly, in any form or manner, other than by way of share in profit and capital
contribution in the limited liability pactnership;

(d) the aggregate of the profit shating ratio of the sharcholders of the company in the
limited liability partnership shall not be less than fifty per cent at any time duting the
period of five years from the date of conversion;

(¢) the total sales, turnover or gross receipts in the business of the company in any of the
three previous years preceding the previous year in which the conversion takes place docs
not exceed sixty lakh rupees; [*4#)

(ea) the total value of the assets as appearing in the books of account of the company in
any of the three previous years preceding the previous year in which the convession takes
place does not exceed five crore tupees; and

() no amount is paid, either directly or indirectly, to any partner oul of balange of
accumulated profit standing in the accounts of (e company on the date of conversion lor
a petiod of three years from the date of conversion.

Lxplanation—Far the purposes of this cliwse, (he expressions "private company” and
"unlisted public company” shall have (he meanings respectively assigned to them in the
Limited Liabiliry Partnership Act, 2008 (6 of 2009); (emphasis supplied).

3L ltis thus crystal clear fiom the above provisions of the Act (hat transfer of a capital
assel or intangible asset by a company to a LLP or any transfer of a share or shares held in the
company by a shareholder. as a result ol conversion of (he company into a limited liability
partnership in accordance with the provisions of section 56 or section 57 of the Limited
Liability Partnership Act, 2008 was a transfer, to which provisions of section 45 of the Act
regarding charging of capital gains tax were applicable. However, it was provided vide clayse
(xiiib) of section 47 that such (ransfer will not be subjected to capital gains tax if the conditions
as contained in the said clause were lulfilled. The Memorandum of Finance Bill 2010
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explained that conversion of a company into an LLP had definjte (ax implications and the
transfer of assels on conversion altracted levy ol capital gains tax and it was proposed that the
transfer of assets on conversion of a company into an LLP in accordance with section 56 and
section 57 of the LLP, 2008 shall not be regarded as a transfer for the purposes of capital gains
tax under section 45, stbject to certain conditions. We find from perusal of the *‘Memorandum®
explaining the purpose and intent behind the enacument of sub-section (xiiib) to Sec. 47, that
prior to its insertion, the ‘transfer’ of asse(s on conversion of a company into a LLP altracted
levy of “capital gains” tax. The legislature vide the Finance Act, 2010 introduced Sec, 47(xifibh)
on the statute, with (he purpose that the (ransfer of assets an conversion of a company into a
LLP in accordance with (he Limited Liability Partnership Act, 2008, subject (o fulfillment of
the conditions contemplated therein, shall no be regarded as a ‘transfer for the purposes of
Sec. 45 of the Act. In the instant case the cumulative fulfillment of the prescribed conditions
has not been satisfied. Therefore, the transaction is a ‘ransfer’ exigible (o capital gains tax

under the provisions of section 45 of the Act.

32. [ view of the specific provisions and also considering the judicial pronouncements as
discussed earlier, we have no hesitation in ruling that conversion of the equity shares held by
the shareholders in Domino India inte partnership interest in Doming LLP, consequent upon
the conversion of the company into LLP, was a (ransfer within the meaning of section 2(47) of

the Act.

Whether computatio provision fails?

33, The Appellant has contended that no profit of gain arose on conversion of the company
into LLP and, therefore, the Computation provision u/s 48 of the Act was not workable and
capable of being implemented. Section 45 of the Act states (ha any profits or gains arising
from the transfer of a capital asset effected in (e previous year shall e chargeable (o income-
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tax under the head 'Capital gains' and shall be deemed to be the income of the previous year in
which the transfer took place. Section 47 excludes cerlain transactions from the levy of capital
gains tax and lays down (hat nothing contained in Section 45 shall apply to the ‘transfers’
mentioned therein. Clause (xi/ib) of Section 47 stipulates that transfer of a capital assel or
intangible asset by a company to a LLP or transfer of shares held in the company by a
sﬁarclmlder. as a resull of conversion of the company into LLP in accordance with the
provision of section 56 or 57 of the LLP Act 2008, will be excluded from the purview of
section 45, subject Lo fulfilment of the conditions as mentioned in the proviso therein. Thus, the
(ransactions referred in section 47 are “lranslers”, However, they fall beyond (he sweep of
chargeability of capital gains tax u/s 45 of (he Ac subject (o cumulative salisfaction of (he
conditions prescribed therein. There is no doubt about the position that prior to insertion of
clause (xiiib) of Section 47 such transaction was subject (o capital gains tax. In the present case
all the conditions as stipulated in the proviso to section 47(xiiih) have not been satisfied. The
Applicant has admitted that clause () of the proviso which stipulated hat total sales, turnover
OF gross receipts in the business of the company in any of three previous years preceding the
previous year in which the conversion took place does not exceed Rs. 60 lakhs, was not
satisfied in this case. Thus, (he (ransaction was squarely covered /s 45 of the Act and was

liable for capital gains tax,

34, The provision of section 47A(4) of the Act stipulates for charging capital gains tax o
failure to comply with the conditions prescribed in clause (x/iib) of section 47 ol the Act as

under:

(4) Where any of the conditions laid down in the Proviso to clause (xzil) of section 47 are
not complied with, the amount of profits or gains atising from the transfer of sucl; capital
asset or intangible assets or shage ot shares not charged under section 45 by virtue of
conditions laid down in the sajd proviso shall be decrmed 1o be the profits and gains
chargeable to tax of (e successor limited liability partnetship or the shareholder of (he
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predecessor company, as the case may be, for the previous year in which the requirements

of the said proviso are not complied with.

In the instant case the requirement of the proviso to Section 47(xiiib) was not complied in the
year of conversion of the company into LLP itself. Therefore, (he profit or gain arising in the
hand of the shareholder was chargeable to capital gains tax in his hand in the year of
conversion of (he company inta LLP. The made of computation of capital gains tax is

prescribed in section 48 of the Act as under:

48. The income chargeable under the head "Capital gains" shall be computed, by deducting
from the full value of the consideration received or accruing as a result of the transfer of
the capital asset the folfo\\rf|1g amounts, namely —

(1) expenditure incurred whnlly and uxclu:sivul)' N connection with such transfer;

(#2) the cost of acquisition of the asset and the cost of any improvement thereto.
Thus the capital gain shall be basically computed by deducting from the *full value of
consideration’, the cost ol acquisition of the asset, if (there is no other expenditure involved. In
the present case the assel (ransferred was shares of Domino India held by the Applicant and in
order to work out the capital gains tax, one has (o consider the full value of consideration of (e
shares in the transfer pursuant to conversion of Domine India into Domine LLI" and also the

cost ol acquisition of those shares.

35 On the conversion of g company into a LLP, the shares in (he hand of the share-holders
of the company are converted into capital in the LLp. Thus, the shareholdeys relinquish their
shareholding in the company and acquire capital in the LLp in the same proportion as was the
shareholding in the private limited company. The full value of the consideration recejved /
accrued (o each shareholder, as g resull of relinquishment of shares, will be the Value of the
Capital in_ the newly formed LLp for the purpose of computation of Capital Gains undey
section 48 of the Act. IF any of the shareholders of (he private limited company receives any
extra consideration or benefj(. directly or indirectly, in any form or manner, the full valye of
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the consideration received has to be enhanced accordingly for the purpose of computation of
capital gains under section 48 of the Act. Further, hecessary adjustments also has (o be made to
the full value of the consideration, il the capital contribution and profit sharing ratio in the
limited Tiability partnership are not in the same proportion, as their shareholding in the
company, as on the date of conversion. On the ather hand the cost of acquisition of shares
shall be the amount paid by such share holder at the time of purclm-se of shares, for the
purpose ol computation of capital gains under section 48 of the Act. The receipt of bonus

share, ifany, will not have any cost since it is out of the reserves ol the company,

36, The full value of consideration recejved by the Applicant shareholder in the instant case
will be the value orcapitﬂl/paﬂncrship interest in the LLP. The revenue has pointed aut that (he
consideration recejved in the form of partnership interest i LLP was certainly higher than the
face value of (he equity shares foregone, As against share capital of Rs. 4.08 crores as on 31
March 2016, the reserves and surplus were Rs 197.08 crores and accordingly the revenue
warked out the book valye of the partnership interes( af least (o (he extent of Rs, 201.90 crores

as against investment in share capital of Rs. 4.08 crores only. According (o revenye the full

value of consideration of the shares will be much higher if their market value is (aken as

preseribed under section 50D of the Act, which stipulates as ynder-

50D Where the consideration received op accruing as a result of (e transfer of a capital

asset by an assessec is not ascertainable or cannor be determined, then, for the purpose of
computing income chatgeable to tax as capital gains, the fair marker value of the said agset
on the date of wansfer shall be deemed to be the full v

accruing as a result of such transfer,

alue of the consideration received or

As per provision of section 50D of the Act. fair market value of the asset is taken as full value

of consideration only where the consideration recejved of aceruing as a result of transfer of the

capital asset is not ascertainable or cannot be determined, In (he instant case the Applicant’s

interest in the share capital of Domino India has been extinguished and in return it has got
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partnership interest in Domino LLP. So the full valuc of consideration of the shares foregone
will be equivalent to the value of partnership interest in Domino LLP. Even if the assets of the
company were (ransferred to LLP at (heir book value, the value of partnership interest in LLP
will be certainly more than the face value of the shares foregone by the Applicant considering
the reserves and surpluses transferred. The full value of consideration of the shares loregone by
the Applicant can be worked out from the accounts of the LLP and the erstwhile company. If
the value of partnership interest cannot be ascertained or determined for any reason, then the

fair market value of the same has to be taken as stipulated under section 50D ol the Act,

37, The Applicant has contended that the value of partnership interest in LLP was equal (o
the value of shareholder’s interest in the company. In other words, the cost of acquisition of (he
partner’s interest in the LLP was deened (o be the cost of acquisition of the shares held in the
company and, therefore, the transaction does nol give rise to any taxable capital gain and (he
computation mechanism fails, Such an interpretation is contrary to the compulation mechanism
of capital gains as prescribed in the Act and us discussed above., The meaning of ‘cost of
acquisition” is defined in section 35(2) of the Act which does not stipulate that the cost of
acquisition of the partner’s interest in the LLP, will be deemed to be the cost of acquisition of
the shares held in (he company. The cost of acquisition of the shares is always the price at
which the shares were acquired by the sharcholder and if not directly acquired then as
prescribed in section 49 of the Act. It is not necessary that the shares are reflected in the books
of the company at the same price at which it was acquired by the shareholder, Further. the cost
of acquisition may vary from person (o person. If a shareholder had acquired the shares at
market value higher than the face valye of the shares his cost of acquisition will certainly be
higher than another shareholder who acquired it on face valye. Therefore, the value of
partnership interest in LLP cannot be laken as cost of acquisition of shares, The cos of
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acquisition of shares will remain the price at which the shares were acquired by (he

shareholder,

38, The Applicant has also contended that no consideration was accruing or arising to the
transleror company which was dissolved and ceased (o exisl, Further that there would be no
taxable gain considering that the amount or value of the capital account balance in the books of
account of the firm would be exactly the same as the amount of share capital and reserves in
the books of account of the erstwhile company. When a company is converted intg LLP, the
capital gain arises nol only in the hands of (he company but also g shareholders. The
contention of the Applicant might be applicable and may have to be considered while working
out the capital gains arising in the hands of (he erstwhile company but (he same is not
applicable in (he case of the capital gains arising in the hands of (he shareholder. In the jresent
CASE We are cancerned with (he capilal gains arising in the hands of (he shareholder and not the
company. In the case of shareholder consideration was Howing in the form of partnership
interest in the LLp and the capital gain has to be worked out by deducting the cos| of

acquisition of the shares from the full value of (he consideration recejve.

39. The argument regarding failure of he computation mechanism jg also found to be
flawed. There can pe three situations i computation of capital gains by deducting from (he
Tull value of consideration’, (he cost of acquisition of the asset (presuming that no other

Expense is involved):

(a) Tf the full value of consideration is more (han the cost of acquisition, it will resy(q in
capital gains.
(b) Tf the full valye of consideration js less than the cost of acquisition, it wi| result in

capital loss.
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(c) IFthe full value of consideration is equal (o the cost ol acquisition, it will have neither

gain or loss and will be tax neutral.

Simply because in a case there is no gain or loss due to full value of consideration being equal
to the cost of acquisition, we can ot say that the computation mechanism fails, The
computation mechanism encompasses a situation which may be (ax neutral. The mechanism s
meant not only (o tax the capital gains but it allows carry forwarg of the capital loss and their
set off with the capital gains in luture. In such computation mechanism, a neutyal capital gains

situation may arise but (hat does not render (he cempulation mechanism otiose.

40. In the case of Texspin (supra), relied upon by the Applicant, the Hon'ble Court had
held that section 45(4) was mutually exclusive (o section 45(1) and the stipulation in section
45(4) that A.0. was entitled to treat the market value of the asset on the date of transfer as fyll
value of the consideration received wag missing in section 45(1). Under the circumstances, (he
market value of (he asset could not have becn treated as full valye of consideration y/s 45(1) so
as to apply the provision of section 48 of the Aci (o compute the capital gains, According to the
Court, section 4§ did not empower the AQ 1o take market value as full value of consideration.
as in the case of seclion 45(4). Under the circumstances it was held that the computation was
not possible under (he provision of section 45(1) of the Act. Thus, the precise issye involved in
this case was computation of capital gains tax ufs 45(1) vis-d-vis 45(4) of the Act, in the
context of which the decision was rendered, The provision of section 50D of (he Act was also
hot on statute when this decision was given, Further, this decision Was not in the context of
capital gains in the hands of (he shareholders of (he company converted into LLp. Therefore,

the ratio of this decision cannot be applied 10 the facts of the present case.

d1.  The Applicant has also relied upon the decision of (his Authority in the case of Umicare

Finance Luxemborg (supra). The issye involved in that case was capital gains arising at the
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time of conversion of Partnership firm into g private limited company under Part 1X of the
Companies Act. Seclion 47 (xiii) specifically excluded such transfler from the purview of capital
gains taxation, subject lo (he fulfillment of the conditions laid down in clauses (a) (o (d). In that
case the requirement in (e second part of ¢layse (d)ie. sharehulding of fifty percent or more
should continue to be as such for a period of 5 years from the date of succession, was not
fulfilled. By virye of the prematyre transfer, the transferor “ompany which succeeded (he firm,
had forfeited the protection given ynder seclion 47(xiif). As a resull the deeming provision of
section 47A(3) was applicable, which Presupposes that there yas 4 transfer of capital asse and
that the profit gy gain resulted therefrom which has not beey; charged (o (ax earlier, was (o be
charged. It was observed that (he deeming in sub-section (3) of Section 47(A) was not absolute
and it was held (ha it no profits or £ains arose earljer when the conversion of the firm into q
company took place or if there was no transler at all of the capital assets of (e firm at that
point of time, (he deeming provision under Section 47A(3) cannot be invoked (o levy the
capital gains tax. 1 was further held (hat i 4 transaclion involving the conversion of firm intg
Company under Part-1X of Companies Act, with all (he assels automatically vesting in the
newly registered company as per the statulory mandate contained in Section 575, it can hard|y
be said that the partners have made any gain or recejved any profil, as the wort); of the shares
allotted to (he erstwhile partners wag not different fiom (he interest of the partners in (he
extinet firm when quantified in (erms of money, The transaction did not give rise (o any profit
or gain as the valuye ol shares yvas nothing more than (he value of the sym otal of their interes
in the firm or (he worth of their shareholding in (he lirm. It wag ryleq that no capital gains
accrued or arose gy the time of conversion o Partnership firm jnge 4 Private limited company
under Part IX of the Companies Act and, therefore, notwilhslanding the non-compliance with

clause (d) of proviso (g Section 4 7(xiii) of the Income Tax Act, by reason of premature lransfer

30

Daming Printing Science Plc
AAR/1290/201 2




of shares, the said company was not liable to pay capital gains tax. This ruling was upheld by

the Hon'ble Bombay High Court.

42. It can be seen that facts in the case of Umicore Finance Luxemburg as decided by this
Authority and upheld by Hon'ble Bombay High Court, were completely different. The
observation that the deeming provision u/s 47A(3) cannot be invoked to levy capital gains (ax
for the reason that the transaction did not give rise to any profit or gain as the value of shares
was equal to the value of the sum total of their interest in the firm might be applicable in the
case of the company which is converted into LLP but (he same cannot be extended o the
capital gain arising in the hands of shareholders ol the erstwhile company. Further this ruling
was delivered by relying upon the decision ol Hon'ble Bombay High Court in the case of
Texspin (supra) and as already discussed earlier the ratio of the said decision cannol be
applied (o the facts of the present case. The Hon'ble Bombay High Court had upheld this
ruling by endorsing that transferee company svas not liable to pay capital gains tax. However,
in the present case we are not concerned with (he capital gain arising in the hand of the
transferce LLP or the transferor company but in the hand of the shareholder. Therefore, the
decision in (he case ol Umicore also does not come in the way of charging capital gains in the

hands of the shareholder.

43. In the case of United Fish Nets (supra) relied upon by the Applicant, the firm was
converted into a company and it was held by the A.P. High Court that section 45(d) was not
altracted as the very first condition of transfer by way of distribution of capital asset was not
satisfied. In the circumstances the laiter part of section 45(4) which refers (o computation of
capital gain u/s 48 by treating fair market value of the asset on the date of transfer, did not
arise. This decision being specific on the issue of distribution of capital asset u/s 45(4) of the

Act does not help the Applicant.
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44, In the case CADD Cenire (supra) also the issue involved was conversion of

partnership firm into company. The Hon'ble Madras High Court had observeq in that case as

undey;

Itis not in dispute that the Partnership Fipm translormed into a Private Limited Company,
The Partnership Firm and « Private Limitecl Company are two different legal entities, witl
different legal liability, In other words, the liability of 4 Paruer is different from that of the
liability of a Director of a Company. The Company has an independent legal entity, de
hors its shm’e—lmlders, whereas he l‘:u-lm:n:hip Firm has not such independent existence,
de hors the partners, Therefore, when 4 Pactinership Firm is transformed into 4 Limited
Company with no change in the numbey of Patiners and the extent of Property, thete is ne
transfer of assets involved and hence, there is no liability to pay tax on capital gains.

The Hon'ble court held i this case that the company has an independent legal entity de fiors
its shareholders whereas the Partnership firm has no such independent existence de fors its
partners. In the present case we are concerned with the capital gain arising in the hand of the
shareholder which has to be independently computed de hors (he capital gain arising in the
hands of (he company. As held by the Court (he liability of the partner is different from that of
the liability of a shareholdey director, Therelore, the decision as given in the context of the

conversion of firm into company cannol be applied to the case of g sharcholder.

45.  In the case of Ravishankar R Singh (supra) the issye Was conversion of firm into
company and the Hopp)e Bombay High Court had upheld that there wag neither distribution
of assets nor any realization of asse(s, Neither there wgs dissolution of (je firm nor
distribution of assets of the finm amongst the partners. 1t was held that the revaluation of
assets by the partnership firm would pot altract any capital gain. In fact this decision was
based on the earlier decision in (he case ol Texspin and (he Hon’ble coupt anly held that no

substantial question of law arose.

46, In the case of United Breweries Ltd. (325 1TR 485 (Km'nzuaka)] the assesse has

renounced right to subscribe to shares in favouy ol general public for o consideration and i
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was held by the Hon'ble Court that (here Was no transfer by the transferor and the loss claim
by the assesse as a result of such renunciation was not allowable as capital loss. Thus, the
facts of this case were totally different and the ratjo of this decision is not applicable to the

present case.

47, In the case of Aravali Polymers LLP [47 taxmann.com 335 (Ku!kaln-'l"rib.)] the facts
were identical as (he company was converted into LLP and all the conditions as stipulated in
jproviso to Section 47(xiiib) were not fulfilled. 1t was held that in such circumstances, sectjon
43 comes into play and capital gain in respect ol the transfer of assels by the company to the
LLP was to be computed for which the matter was restored to the A.0. It was also held that as
the shares were translerred at the book value, (he capital gains had (o be computed on (he

basis that the bool value was the consideration received for the transfer by wa of conversian,
) Y

48. In the case of Celerity Power LLp [100 taxmann.com 129 (I\fhnnbai-'l“rib.)] also the
facts were identical as o private limited company was converted into a LLP. The decision of
the Texspin (supra) and the amendment brought in by incorporating the provision of Section
47(xitib) of the Act was considered in this case an held that conversion of a4 company (o a
LLP was transfer by Was not chargeable 1o capital gain u/s 45 on cumulative satisfaction of
conditions as prescribed in the proviso (o Section 47(xilib). However, in case those conditions
were not fulfilled, Section 47A(4) comes into play for Withdrawing (he exemption of amoung
of profit arising from transfey of capital assets or shares which had nog been charged u/s 45 by
virtue of conditions [aid down in proviso of section 47(xiiih). It was further held that as the
assets and liabilities of (he erstwhile company got vested in the LLP ar (hejy book value, sucl
book value couyld only be regarded as the full value of consideration for the purpose of

computation of capital gains.
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49, [ the light of above discussions we are of the considered view that the computation
mechanism under section 45 read with section 48 ol the Act is workable and capable of being
implemented in the nresent case. The full value of consideration for the purpose of
computation of capital gains will be (he value of the Applicant’s partnership interest in
Domino LLP and the cost of acquisition of shares shall be (he amount paid by the Applicant
share holder at the time of purchase ol shares. The Applicant’s partnership interest in the LLP
is capable of being evaluated on commercial and accounting principles and ir it cannot be
done so their fair market value has (o be (aken as stipulated u/s 50D of the Act. Further, the
computation mechanism of (he capital gains does not breal down or fail as the scheme
envisages for not only taxing the capital gains but also allows carry forward of (e capital loss
incurred, if any, and their sel off with the capital gains in future. Under such a mechanism 4
neutral capital gain situation may arise which does not render the computation mechanism

nugatory and inapposite.

Whether valye of partner's interest i the LLP iy more than the value of shareholder S hterest

m the compeny to give rise lo any taxable caplial gain?

5. The Applicant has contended that it can be said (o have gained from the conversion of
the company into a LLp only in case the warth ol the partnership interest was greater than (he
worth of the equity shares held in the company, It was submitted that shareholder s fund
include share capital, reserves & surplus and money recejved against share warrants: and the
accounting principles recognize the reserves and surpluses as part of sharcholder’s fund. On
conversion of the company into LLP, the sharcholders right to shareholder's fund got
converted into their partnership right and the interest in the LLP. It was further submitted (hat

it all the shareholders got partnership interest in (he LLP equal to their right in the
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shareholder’s Mund in the company then there would be no prolit or gain accruing to such

shareholders pursuant to conversion of the company into LLP.

5L In the present case we are concerned that the capital gains arising in the hand of the
shareholder and not in the hand of the erstwhile company. The value of total shareholder's
fund as appearing in the books ol the company might be equal Lo the value of total partnership
right and interest in the LLP. Byt this factor is nol relevant for working out the capital gains in
the hand of the shareholder, The precise assel of the shareholder that got extinguished on the
conversion of a company into a LLp was his specilic shareholding in the company, which was
different and distinct fyom the shareholder’s fund as appearing in the books of (he company,
The reserves and surpluses remains the property of the company as long as it is nat distributed
to the sharehalders as dividend. No shareholder can claim a right on the undistributed reserves
and surplus of the company. Therefore, we cannol equalte the reserve and surplus as appearing
in the books of the company as part of shareholder interest to work oul the capital gains in the
hands of the shareholders. Further, even i the value of total shareholder’s fund in (he
company is equal to he valye of total partnership interest in the LLP, it does not have an
impact on the capital gain arising in the hands ol the shareholder, As already discussed earlier,
the capital gain has (o pe worked out by deducting the “cost ol acquisition” of (he shares from
the “full value of consideration™ of the shares, For the shareholder (he [ull value of
consideration for (he transfer of shares is his Partnership interest in the LLp which might be
equal to the value ol shareholder's fund in the company. However, to work out the capital
gains, the cost oFacquisition of the shares incurred by the sharehalder has to be reduced from
this full valye of consideration, The transaction wil| certainly give rise (o capital gain as one
has (o reduce the cost of acquisition of the shares from (he fulf value of consideration,

Therefore, even if (he value of partner’s interest in the LLP is equal to the valye of
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shareholder’s interest in the company, it does give rise to taxable capital gain in the hands of

the sharehalder.
82, In view of the foregoing, the questions raised by the Applicant are answered as under;

(1) The conversion of the equily shares held by the Applicant shareholder in
Domino India into partnership interest in Domino LLP, consequent upon the
conversion of Domino India into a Limited Liability Partnership, was a transfer wilhin
the meaning of section 2(47) of the AcL.
(2) On conversion of Domino India into Domino LLP, the computation provision
under section 48 of the Act are workable and capable of being implemented for
working out the capital gains arising in the hands of the Applicant shareholder,
(3) Even if the value of partner's interes in the LLP is equal to the value of
shareholder’s interest in (he company, it does give rise to laxable capital gain in the

hands of the Applicant shareholder.

Accardingly, the ruling is given and pronounced on this the 23" day ol August, 2019,

f"KCL'ﬁ f*fg‘d‘r &~

(Narendra Prasad Sinlia) (Ranjana p. Desai) (Ramayan Yadav)
Member (Revenue) Chairperson Member (Law)
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