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‘Resulting company’ interpretation derails tax-neutral
demerger — Mum ITAT

Sec. 2(19AA) of the Income-tax Act, 1961 (the Act’) prescribes the conditions that a corporate
restructuring must satisfy to qualify as a tax-neutral ‘demerger’. Where all the prescribed
conditions are met, the Act provides for various concessions, one of which is that the
accumulated business losses and unabsorbed depreciation attributable to the demerged
undertaking are allowed to be carried forward to the resulting company under Sec. 72A of the
Act. One of the prescribed conditions for such tax neutral treatment is that the shareholders
of the demerged company must receive shares in the resulting company in the same
proportion as their existing holding in the demerged company.

In a recent ruling, the Mumbai Bench of the Income Tax Appellate Tribunal (‘ITAT/Tribunal’)
in Sterling Holiday Resorts Ltd. v. DCIT" while interpreting the meaning of the expression
“resulting company” as defined under Sec. 2(41A) of the Act, held that a restructuring does
not qualify as a ‘demerger’ under Sec. 2(19AA), if the shares are issued as consideration by
an entity other than the company receiving the undertaking or its wholly owned subsidiary.

Facts

1. Thomas Cook Insurance Services India Ltd (TCISL), the taxpayer? is a wholly owned
subsidiary (WOS) of Thomas Cook (India) Ltd. ('TCIL"), a listed company.

2. Under a Bombay High Court-sanctioned composite Scheme of Arrangement, Sterling
Holiday Resorts India Ltd. ('SHRIL') —
(i) demerged its time-share/resorts undertaking into TCISL, and
(i) amalgamated its residual holiday-activity business into TCIL, upon which SHRIL
ceased to exist.

3. As consideration for the demerger, shares were issued to the shareholders of SHRIL by
TCIL, the holding company instead of TCISL, the company that had received the
demerged undertaking.

4. TCISL, while filing its return of income, claimed carried forward accumulated business
loss and unabsorbed depreciation of approximately INR 240 crore under Sec. 72A,
treating the restructuring as a qualifying demerger.

5. The AO disallowed the claim, holding that the restructuring failed to satisfy the conditions
of Sec. 2(19AA), since the shares were issued by TCIL and not by TCISL. The CIT(A)
confirmed the disallowance, following which the taxpayer appealed before the Mumbai
ITAT.

1 Sterling Holiday Resorts Limited v. DCIT [ITA Nos. 843 & 941/Mum/2024 dt 25" June 2026]
2 Now known as Sterling Holiday Resorts Limited
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Commercial rationale of the High Court approved Scheme - A single, integrated Scheme that
achieved both a demerger and an amalgamation, with share consideration routed through the
listed parent TCIL rather than the then-unlisted TCISL. This arrangement was driven by
listing/liquidity considerations for SHRIL's public shareholders. The High Court, while
sanctioning the Scheme, had left the Sec. 2(19AA)/2(41A) compliance question open for
examination by the tax department.
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Tax neutral status denied by the Tribunal, as shares were issued by Holding
Company i.e. TCIL instead of the taxpayer i.e. TCISL being the company that received
the undertaking.

Revenue's contentions

1. The AO held that the ‘resulting company’ must necessarily be the entity that received the
undertaking or its own wholly owned subsidiary, not its holding company.

2. Since the shares were issued as consideration by the holding company (TCIL) and not by
the transferee of the undertaking (TCISL), there was violation of the condition laid in the
definition of demerger vide clause (iv) of Sec. 2(19AA) read with the definition of resulting
company under Sec. 2(41A). Such condition reads as — “(iv) the resulting company
issues, in consideration of the demerger, its shares to the shareholders of the demerged
company on a proportionate basis except where the resulting company itself is a
shareholder of the demerged company’.

3. Accordingly, shares could be issued by the company receiving the undertaking or its
wholly owned subsidiary only.
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Taxpayer’s contentions

1.

The taxpayer referred to the definition of ‘resulting company’ under Sec. 2(41A), which
reads as:
‘resulting company means one or more companies (including a wholly owned
subsidiary thereof) to which the undertaking of the demerged company is
transferred in a demerger and, the resulting company in consideration of such
transfer of undertaking, issues shares to the shareholders of the demerged

”

company ..........

The central argument was that the phrase “one or more companies (including a wholly
owned subsidiary thereof)” in the above definition is wide enough to embrace either the
transferee company i.e.TCISL or its holding company i.e.TCIL, interchangeably, for
purpose of determining the entity which is eligible to issue shares as consideration.
Hence, TCIL's issuance of shares to SHRIL's shareholders constituted sufficient
compliance with Sec. 2(19AA) (iv), even though it has not received the undertaking under
the demerger.

The taxpayer further contended that the structure alternatively validated by through AO’s
interpretation of ‘resulting company’, under which the undertaking would be transferred to
the holding company, while the shares would be allotted by its wholly owned subsidiary
(WOS), would “defeat the very purpose of a demerger”.

This is because such an allotment would result in the wholly owned subsidiary ceasing to
remain a wholly owned subsidiary of the holding company. Consequently, the “shares
issued by the wholly owned subsidiary would not reflect the value of the transferred
undertaking, in as much as the undertaking was transferred to the holding company”.
Accordingly, the transaction between SHRIL and TCISL should be regarded as a valid
demerger.

It relied on various decisions® to support the contention that that a purposive and liberal
construction must be preferred and argued that the bracketed phrase ‘including a wholly
owned subsidiary thereof’ would be rendered redundant if Revenue's construction was to
be considered.

Question before the Tribunal

Where a demerged undertaking is transferred to a wholly owned subsidiary (TCISL) but the
shares in consideration are issued by the holding company (TCIL) instead, does the
transaction satisfy the share-issuance condition in Sec. 2(19AA)(iv) read with the statutory
definition of ‘resulting company’ under Sec. 2(41A), so as to entitle the transferee subsidiary
to carry forward the demerged undertaking's accumulated business losses and unabsorbed
depreciation under Sec. 72A(4)?

3 CIT v. Gwalior Rayon Silk Mfg. Co. Ltd. [1992] 196 ITR 149 (SC), Bajaj Tempo Ltd. v. CIT [1992] 196 ITR 188
(SC), CIT v. Vegetable Products Ltd. [1973] 88 ITR 192 (SC)
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ITAT ruling

The Tribunal upheld the disallowance of carried forward business loss and unabsorbed
depreciation holding that the restructuring did not meet the statutory definition of ‘demerger’
under Sec. 2(19AA). The Tribunal's key observations are summarized as under:

°  One of the essential conditions under Sec. 2(19AA) requires the resulting company itself
to issue shares to the shareholders of the demerged company, on a proportionate basis.
Under Section 2(41A), a ‘resulting company’ includes a wholly owned subsidiary to which
the undertaking is transferred. Here, that entity was TCISL, and not TCIL.

° A holding company and its subsidiary are distinct legal persons; a parent cannot discharge
an obligation cast by statute on its subsidiary by issuing shares on the subsidiary's behalf.

° Placing reliance on a line of Supreme Court rulings* on interpretation of fiscal statutes,
the Tribunal held that there is no ambiguity in the interpretation of Sec. 2(41A) and
accordingly the question of liberal interpretation does not arise. It further reiterated that
taxing provisions must be read literally and strictly, leaving no scope to presume an intent
not borne out by the text.

%  As the resulting company itself had not issued the shares, one of the statutory conditions
remained unfulfilled; the demerger therefore failed the test of Sec. 2(19AA), and the
accumulated losses and unabsorbed depreciation could not be carried forward under
Sec. 72A of the Act.

Our Comments

Essentially, the Tribunal has centered the entire issue on the interpretation of the word
"resulting company" as defined under Sec. 2(41A). Upon examination of the definition, it has
concluded that there is no ambiguity in the position that resulting company receiving the
undertaking or its WOS must necessarily issue the shares as consideration and held that
e there being no _ambiguity in the provisions and in the absence of any other
interpretation by any court of law,” there is no basis for any other interpretation as
contended by the taxpayer.

However, the question as to how the bracketed portion - “(including a wholly owned subsidiary
thereof)” should be understood is susceptible to different interpretations and accordingly, with
respect, it may not be right to say that there is no ambiguity in the provision.

The ruling challenges the tax neutrality of similar demerger schemes which have been
approved by High Courts/NCLTs and opens a new line of controversy. In doing so, it however
recognises an arrangement where a holding company receives the undertaking, and its WOS
issues the consideration. This further raises questions on the commercial viability of such
arrangement on many aspects.

4 Commissioner of Customs (Import), Mumbai v. Dilip Kumar and Company [AIR 2018 SC 3606; 2018 (5) ABR
802], Britannia Industries Ltd. v. CIT (2005) [278 ITR 546-547 (SC)], Union of India v. Dharmendra Textiles
Processors and Others (2008) [306 ITR 277 (SC)], Aimera Housing Corporation and Another v. CIT (2010) [326
ITR 642 (SC)], State of Jharkhand v. Ambay Cements (2005) [1 SCC 368]
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The interpretation of ‘resulting company’ as defined in Sec. 2(41A) is not clearly dealt with by
the Tribunal as regards its legislative rationale. It is therefore likely to remain contentious until
it is settled by the Supreme Court.

While the dispute specifically concerns the carried forward loss and unabsorbed depreciation
claimed by the resulting company, the ruling would also have broader implications for the
overall tax neutrality of the demerger, potentially affecting both the demerged company and
its shareholders. Hence, any future restructuring exercise should take cognizance of this
ruling.
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