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Introduction

In the recent case of Domino Printing Science Plc., In Re (AAR 1290 of 2012 decided on
23 August 2019), the Authority for Advance Rulings (AAR), ruled that shareholders of
a company are liable to capital gains tax upon the conversion of a company to a Limited
Liability Partnership (LLP) as the conditions of a tax neutral transfer are not fulfilled.
Under the Income Tax Act, 1961 (IT Act) any transfer of a capital asset by a company
to an LLP or shares held by the shareholder in the company, as a result of conversion
of a company into an LLP, would be tax neutral, subject to conditions. This ruling
assumes importance as it is the first decision which deals with taxability in the hands of
the shareholders on the breach of conditions of a tax neutral transfer.

Facts

Domino Printing Science Plc., United Kingdom (Taxpayer) is a company registered in
the UK and had a wholly owned subsidiary company, Domino Pintech India Private
Limited (Domino India). Domino India had proposed to be converted into an LLP
(Domino LLP) in accordance with the provisions of the Limited Liability Partnership
Act, 2008. Therefore, upon conversion, the equity shares held by the Taxpayer in
Domino India would be converted into partnership interest in Domino LLP.

The Taxpayer filed an application before the AAR in respect of the applicability of
capital gains tax in the proposed transaction. The AAR dealt with the following three
principal issues.

> Transfer under the IT Act: Whether the conversion of equity shares by
shareholders in Domino India into partnership interest in Domino LLP would be
regarded as ‘transfer’ for the purpose of computation of capital gains tax under
the IT Act?

> Capital Gains Tax Computation: Whether the computation provisions in relation
to capital gains are workable?

> Relevance of Value of Shareholder’s Interest in the Company: Whether the
transaction would give rise to capital gains if the partnership interest was equal
to the shareholder’s interest in the company?
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Ruling

The AAR ruled that the conversion of equity shares held by the Taxpayer in Domino
India into partnership interest in Domino LLP was a ‘transfer’ and the capital gains
computation provision under the IT Act was workable. Further, it ruled that even if the
value of the partnership interest in Domino LLP was equal to the value of the
shareholder’s interest in Domino India, it gave rise to taxable capital gains in the
Taxpayer's hands.

The AAR's rationale for the above ruling has been summarised below:
> Transfer under the IT Act

The AAR held that upon conversion of Domino India into Domino LLP, shareholder’s
interest in the shares of Domino India would get extinguished and hence, the
transaction is covered within the definition of ‘transfer’ under the IT Act. The AAR
referred to the decision in CIT v Grace Collis 248 ITR 323 (SC) to re-iterate that
extinguishment of rights in a capital asset includes extinguishment of rights
independent of and otherwise than on account of transfer.

The AAR rejected the contention of the Taxpayer that there is no transfer as the
elements of ‘transfer’ (such as sale, exchange, relinquishment of an asset or the
extinguishment of any right in an asset) under the IT Act were not fulfilled.

The Taxpayer relied on the Bombay High Court decision in Texspin, which had held that
succession of a partnership firm (which is akin to an LLP for income-tax purposes) by
a company was not a taxable transfer as it was a case of statutory ‘vesting’ of property
upon the converted company. The AAR distinguished the decision in Texspin on the
ground that in Texspin, taxability was in the hands of the firm and not its partners.
Further, it noted that Texspin was in the context of provisions prior to the insertion of
tax neutral transfer conditions in relation to capital gains under the IT Act. Further, the
AAR emphasized that the intent behind the enactment of beneficial tax provisions was
to allow tax neutral conversions subject to the fulfillment of conditions.

> Capital Gains Tax Computation

The AAR held that the computation provision in relation to capital gains tax is workable.
It held that the full value of consideration would be the value of the partnership interest
in Domino LLP as can be worked out from the books of accounts of Domino LLP.
Further, the AAR held that if the partnership interest in the LLP cannot be ascertained
or determined then the fair market value (FMV) as provided under the IT Act must be
considered. The cost of acquisition of shares, was held to be the amount paid at the
time of purchase of shares.

> Relevance of the Value of Shareholder’s Interest in the Company

Even if the value of the partner's interest in the LLP is equal to the value of the
shareholder’s interest in the company, it gives rise to taxable capital gain in the hands
of the Taxpayer as the full value of consideration (value of partnership interest as
determinable from the books of accounts) has to be reduced by the cost of acquisition
(price at the time of purchase).

Comments

In the past, there have been decisions (eg ACIT v Celerity Power LLP, 2018 100
taxmann.com 129) in the context of taxability upon conversion of a company to an LLP.
These decisions have held that such conversions amount to a ‘transfer’ as per the IT
Act if the conditions of a tax neutral transfer are not fulfilled. However, the present
ruling, as noted earlier, is the first decision which deals with taxability of such a
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transaction at the level of shareholders. Although, it can be argued that this decision
will only be of persuasive value as AAR decisions are binding only on the applicant and
the concerned officer, and in respect of the matter referred for advance ruling; this
decision will definitely be of significant relevance while undertaking transactions
involving the conversion of a company into an LLP. Lastly, tax implications for
shareholders will also be subject to relevant tax treaty provisions.

- Vinita Krishnan (Director), Aditi Sharma (Principal Associate) and Kruthika Prakash
(Associate)
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